
S. HRG. 99-376

IMPACT OF TAXATION ON NATIONAL
ENERGY POLICY

HEARING
BEFORE THE

SUBCOMMITTEE ON
ENERGY AND AGRICULTURAL

OF THE

TAXATION

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-NINTH CONGRESS

FIRST SESSION

JUNE 21, 19S.5

Printed for the use of the Committee on Finance

U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON : 1986



COMMITTEE ON FINANCE

BOB PACKWOOD, Oregon, Chairman
ROBERT J. DOLE, Kansas
WILLIAM V. ROTH, JR.. Delaware
JOHN C. DANFORTH, Missouri
JOHN 1H. CHAFEE, Rhode Island
JOHN HEINZ, Pennsylvania
MALCOLM WALLOP, Wyoming
DAVID DURENBERGER, Minnesota
WILLIAM L. ARMSTRONG, Colorado
STEVEN D. SYMMS, Idaho
CHARLES E. GRASSLEY, Iowa

RUSSELL B. LONG, Louisiana
LLOYD BENTSEN, Texas
SPARK M. MATSUNAGA, Hawaii
DANIEL PATRICK MOYNIHAN, New York
MAX BAUCUS, Montana
DAVID L. BOREN, Oklahoma
BILL BRADLEY, New Jersey
GEORGE J. MITCHELL, Maine
DAVID PRYOR, Arkansas

WILLIAM DIEFENDERFER, Chief of Staff
MICHAEL STERN, Minority Staff Director

SUjiCOMMIirEE ON ENERGY AND AGRICULTURAL TAXATION

MALCOLM WALLOP, Wyoming, Chairman
DAVID DURENBERGER, Minnesota BILL BRADLEY, New Jersey
STEVEN D. SYMMS, Idaho LLOYD BENTSEN, Texas
CHARLES E. GRASSLEY, Iowa SPARK M. MATSUNAGA, Hawaii

I11)



CONTENTS

ADMINIS'TRATION WITNESSES

Page
Herrington, lion. John S., Secretary, Department of Energy, accompanied by

Donna Fitzpatrick and Stev, Herod .................................. 39
Ikle, lIon. Fred C., Under Secretary of Dek'nse for Policy, Department of

Defense, acco r;panied by Jeftery Jones .................................................................. 72
Mentz, lion. Roger, Deputy Assistant Secretary for Tax Policy. Department of

th e T re a s u ry .................................................. ............................................................... 9 1)
Blair, Peter. Project Director, Energy and Materials Program, Office of Tech-

n o log y A sse sm e n t ...................................................................................................... 4 28

PUBLIC WITNESSES

Eisenstat, Samuel M., president, Council for a Secure America .............. 366
Environmental Action Foundation, Richard E. Morgan .......................................... 224
Hancock, Nolan, director, Citizenship-Legislative Department, Oil, Chemical

& Atom ic W orkers International U nion ................................................................ 353
iluyck, Philip M., director, FB Alternate Energy Corporation ............................... 417
Independent Refiners Coalition, George W. Jandacek ............................................. 247
Jandacek, George W., vice chairman, Crown Central Petroleum Corp., on

behalf of the Independent Refiners Coalition ......................................................... 247
Keating, Dwight, vice president, Grafton Coal Co ..................................................... 407
Lichtblau, John H., president, Petroleum Industry Research Foundation, Inc... 211
McCowan, Robert T., vice chairman of the board, Ashland Oil, Inc ...................... 310
Morgan, Richard E., research coordinator, energy project, Environmental

A ctio n F o u n d a tio n ....................................................................................................... 224
National Council of Farmer Cooperatives, R. Thomas Van Arsdall ...................... 311
Petroleum Industry Research Foundation, Inc., John Ht. Lichtblau, president... 211
Pitts, L. Frank, president, Pitts Energy G roup ......................................................... 380
Schuler, G. Henry M., director of the Bartlett Council on Energy and Nation-

al Security, Center for Strategic and International Studies, Georgetown
U n iv e rs ity ...................................................................................................................... 12 2

Unsell, Lloyd N., executive vice president, Independent Petroleum Associa-
tio n of A m e rica ............................................................................................................. 3 8 8

Van Arsdall, R. Thomas, vice president, Agricultural Inputs and Services,
N ational Council of Farm er Cooperatives ............................................................. 311

ADDITIONAL INFORMATION

C om m ittee p ress release .............................................................................................. 1
A pamphlet prepared by the Joint Committee on Taxation ................................ 2
Opening statement of Senator Dave I)urenberger ................................................... 36
Prepared statement of Hon. John S. Herringon .................................................. 45
Prepared statem ent of D r. Fred C . Ikle ....................................................................... 74
Prepared statem ent of Jeffery A . Jones ...................................................................... 80
Prepared statement of lion. J. Roge: Mentz .............................. 105
A study in contrasts by G. Henry M . Schuler .......................................................... 123
Prepared statem ent of John 11. Lichtblau .................................................................. 214
Prepared statem ent of Richard E. M organ ................................................................ 228
Prepaired statem ent of George W . Jandacek .............................................................. 249
Prepared statem ent of R. Thom as Van Arsdail ........................................................ 313
Prepared statm ent of Nolan W . H ancock ................................................................... 355
Prepared statem ent of Sam uel Eisenstat ................................................................... 368
Prepared statement of Lloyd N. Unsell ................................ 390

'ilt'



Page
Prepared statement of Dwight Keating .............................................. 409
Prepared statement of Philip M. Huyck ................................. ............................ ... 420
P repared statem ent of P eter D . B lair ........................................................................ 430

COMMUNICATIONS

A m erican P ublic Pow er A ssociation ...... 4............................................................. 449
A m oco O il C o ................................................ . ....... ...... ................. .. ...... 454
Hfawaii Solar Energy Association ............ ....... ...................... 474
Akin, Gump, Straus, Htauer & Feld ....................................... 47(;
Oxbow Resources, Inc., Euro-Caribbean Oil Corp., and Golden Gate Petroleum

C o ...... . ..................................................................... ..................................................... 5 0 9
N ational Petroleum Refiners A ssociation .................................................................. 534
Independen t R efiners C oalition .................................................................................. 537
P pacific R sources, Inc ....... ............ ................................................ 593
R ocky M o u n tain In stitu te .......................................................................................... 596
S o la r L o b b y ...... ............................ ............... . ....... ................................ ..................... 6 2 4
Citizen Labor Energy Coalition, Environmental Action, Friends of the Earth,

Natural Resources Defense Council, Sierra Club, Consumer Federation of
America, Environmental Policy Institute, National Audubon Society. Public
('itizen , an d th e S ola r L obby ..................................................................................... 635

T e xa co In c ... . . . . . .. ....................................... .................................................... 637



IMPACT OF TAXATION ON NATIONAL ENERGY
POLICY

FRII)AY. JUNE 21, 1985

U.S. SENATE,
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL

TAXATION,
COMMITTEE ON FINANCE,

Washington, DC.
The subcommittee met, pursuant to notice, at 9:20 a.m. in room

SD-215, Dirksen Senate Office Building, the Honorable Malcolm
Wallop (chairman) presiding.

Present: Senators Wallop, Symms, Long, Matsunaga, and Brad-
ley.

[The press release announcing the hearing, a pamphlet prepared
by the Joint Committee on Taxation and the opening statement of
Senator Durenberger follow:]

iPre. REheas. -JbIiok 9. l9 i

FINANCE COMMI-rESCIEDLILES HEARING ON THE IMPACT OF TAXATION ON NATIONAL
ENERGY POIiCY

Senator Bob Packwood, Chairman of the Senate Committee on Finance, today an-
nounced the scheduling of two days of hearings before the Subcommittee on Energy
and Agricultural Taxation on the impact that tax law has on the implementation of
domestic energy policy and national security.The Finance Committee Chairman said that the hearings will take place on
Friday, June 21, 1985, and Friday, June 28, 1985. Both hearings will begin at 9:15
a.m. and will be held in Room SD-215 of the Dirksen Senate Office Building.

Senator Packwood said that Senator Malcolm Wallop (R-Wyoming), the Chairman
of the Subcommittee on Energy and Agricultural Taxation, would preside at the
hearings.

Senator Wallop observed: "Recent energy outlook reports, particularly the 1984
Department of Energy (DOE) Annual Energy Review, have highlighted several dis-
turbing trends in domestic energy exploration, production and consumption as well
as an increasing reliance on imported petroleum products."

"According to the DOE Annual Review," Senator Wallop continued, "America
consumed 13 percent more energy than we produced in 1984 with the difference met
primarily by imported energy products. This 6.5 percent rise in oil imports last year
marked the first increase since 1979, a-d even more alarming is the possibility that
as consumption increases so will our nation's reliance on imported products rather
than on U.S. energy sources."

"Currently there are about one-third fewer U.S. drilling rigs working than in mid-
December, and since peaking in 1970, I.S. production has dropped about 9.1 percent
and reserves have fallen by almost 29 percent. The EIA Review goes on to predict
that by 1990, imports couldprovide 40 percent of U.S. consumption and could come
closer to providing almost 44% of America's energy needs if world crude oil prices
fall to $25 a barrel."

"These hearings will be held," concluded Senator Wallop, "in light of these
emerging trends, and to explore how and if this country should, through our tax
code, plot a course toward insuring stable and secure domestic energy supplies
through traditional and alternative energy forms and conservation.

(1)
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TAXATION OF ENERGY AND
NATURAL RESOURCES

SCHEDULED FOR HEARINGS

BEFORE THE

SUBCOMMITTEE ON
ENERGY AND AGRICULTURAL TAXATION

OF THE

COMMITTEE ON FINANCE
ON JUNE 21 AND 28, 1985

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION
This pamphlet,' prepared by the staff of the Joint Committee on

Taxation, provides a discussion of the taxation of energy and natu-
ral resources. The Senate Finance Subcommittee on Energy and
Agricultural Taxation has scheduled public hearings on June 21
and 28, 1985, on the taxation of energy and natural resources.

The first part of the pamphlet is an overview and summary. The
second part is a description of specific tax provisions and proposals
relating to energy and natural resources, including present law,
Administration tax reform proposal, other proposals, and analysis
of issues.

This pamphlet may be cited as follows: Joint Committee on Taxation, Taxation of Energy
and Natural Resources (JCS-21-85), June 20, 1985.
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1. OVERVIEW AND SUMMARY

A. Overview
Much of the nation's energy policy is located in the Internal Rev-

enue Code rather than in Federal outlay and regulatory programs.
Tax expenditures for energy in the Code, in the form of credits and
other tax preferences, are estimated to be $5.2 billion in fiscal year
1986.2 This is comparable to the total amount of budget authority
for energy programs ($5.1 billion) requested by the Administration
in the fiscal year 1986 budget.

The Code contains provisions that influence both energy supply
and energy conservation. The most significant of the energy supply
provisions from the standpoint of tax revenue involve the deduc-
tion of expenses associated with the exploration, development, and
depletion of fossil fuels (primarily oil, natural gas, and coal). These
provisions were added soon after the adoption of the income tax.

Following the 1974 Arab oil embargo, and the economic disrup-tion associated with the subsequent quadrupling of the price of im-ported oil, Congress enacted several tax credits in the Energy Tax

Act of 19783 that were explicitly designed to reduce U.S. depend-
ence on energy imports. These new energy tax credits were de-
signed to encourage private expenditures both for energy conserva-
tion and for the production of nonconventional energy. Congress
also provided for the gradual deregulation of natural gas prices in
the Natural Gas Policy Act of 1978, and the Administration decon-
trolled petroleum prices between 1979 and 1981. As a result, domes-
tic petroleum and natural gas prices are now at or near world
market levels.

Primarily as a result of energy price increases and conservation
measures, U.S. petroleum consumption dropped by 16.4 percent
over the 1979-1984 period, and U.S. petroleum production (includ-
ing. natural gas plant liquids) increased by 2.9 percent.4 The decline
in consumption and the rise in production has reduced net imports
of crude oil and refined products by 42 percent from 1979 to 1984.
Over the 1979-1984 period, net petroleum imports have declined
from 43.1 to 29.7 percent of domestic supply. In 1984, Organization
of Petroleum Exporting Countries ("OPEC") supplied 12.8 percent,
and Arab members of OPEC supplied only 5.1 percent, of U.S. pe-
troleum demand. 5

2 Joint Committee on Taxaton, b-stimates of Federal Tax Expenditures for Fiscal Years 1986.
19.99 (J(C-8-8,5-, April 12, 1985

3 The Crude Oil Windfall Profit Tax Act of 1980 increased to 15 percent and extended tivough
1985 the energy investment credits for solar, wind, and geothermal equipment. The 1980 Act
also added the alternative fuels production credit and the energy credits for ocean thermal,
small-scale hydroelectric, and cogeneration equipment, and intercity hu.-. In addition, the Act
provided for the expensing of injectants used in tertiary oil recovery and allowed tax-exempt
industrial development bonds to be used to finance certain alternative energy facilities.

I U.S. Dept. of Energy, Annual Energy Reieu' 1984 (April 1985). p. 77.
5 U.S. Dept. of Energy, Monthly Energv Review: February 1985 iMay 1985), p. 15.
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U.S. vulnerability to petroleum supply disruptions to some
extent has been reduced by the establishment of a Federal strate-
gic petroleum reserve ("SPR"). The SPR contains 465 million bar-
rels of oil (as of April 1985), capable of replacing 100 days of oil im-
ports at 1984 import rates (4.66 million barrel per day). Although
the decline and diversification of U.S. petroleum imports and the
expansion of the SPR provide some protection against import cur-
tailments, a national security threat remains to the extent that
Western Europe and Japan continue to be dependent on Persian
Gulf oil.

Over the 1976-1983 period, oil and gas reserve additions gradual-
ly caught up with production. In 1976, U.S. reserve additions were
only 2.9 billion barrels compared to production of 6.7 billion bar-
rels. By 1983, reserve additions had reached 6.4 billion barrels,
slightly exceeding production. The 131-percent increase from 1979
to 1984 in the annual rate of reserve additions was primarily the
result of intensified exploration and development activity. The
number of oil and gas exploratory and development wells drilled
increased by 65 percent, from 49,800 in 1979 to 82,000 in 1984.6

The Administration in 1981 proposed complete repeal of the resi-
dential and business energy credits. Congress allowed many of
these energy tax credits to expire as scheduled on December 31,
1982, but continued the remaining credits through December 31,
1985. The Administration's tax reform proposal would allow all of
the remaining energy tax credits to expire at the end of 1985 and
would also reduce certain of the tax preferences for oil, gas, and
mineral depletion. Some have criticized the Administration's tax
reform proposed on the grounds that it undercuts national energy
policy, while others contend that all energy tax preferences should
be eliminated.

In evaluating the provisions of the Code affecting energy produc-
tion and use, and proposed changes to these provisions, several im-
portant issues arise. First, should the Federal government attempt
to influence the level and composition of private energy supply and
demand, in view of national security considerations, or let free-
marketprices determine these decisions. Second, if national energy
policy seeks to encourage certain energy production and conserva-
tion activities, is it more efficient to use direct outlay programs or
tax provisions to influence the use of energy. Third, if present Code
provisions are used to further energy policy objectives, can these
current law provisions be made more efficient. Fourth, to what
extent do energy-related tax provisions affect the distribution of
income among individual taxpayers and between regions of the
country.

B. Summary

1. Oil and Gas

Present law
Present law distinguishes three types of pre-production cost: (1)

costs incurred prior to drilling; (2) purchases of equipment used to

6 U.S. Dept. of Energy, Monthly Energy Review: February 1985 (May 1985), p. 64.
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drill a well; and (3) intangible drilling costs. Under this system,
lease acquisition costs and geological and geophysical costs in-
curred prior to drilling are recovered through the depletion deduc-
tion. Tangible drilling costs, like ordinary equipment purchases,
are recovered through the depreciation deduction (and are eligible
for the investment credit). Intangible drilling costs, such as labor
and materials, are recovered according to special rules.

Pre-drilling costs.-The tax Code provides different methods for
recovering lease acquisition and other pre-drilling costs for inde-
pendent and integrated producers (i.e., producers with refining or
retailing operations). Integrated producers must use cost depletion
which requires that costs be deducted at the same rate that re-
serves are produced. Independent producers and royalty owners
may use percentage depletion (at a 15 percent rate) on up to 1000
barrels per day of oil production, or the equivalent amount of natu-
ral gas. Under this method, 15 percent of the gross income from
the property may be deducted, up to 50 percent of net income from
the property. Unlike cost depletion, percentage depletion deduc-
tions may continue to be claimed even after all costs have been re-
covered.

Tangible drilling costs.--Drilling rigs, bits, and other drilling
equipment generally are treated as ordinary depreciable property
in the 5-year class. Under the Accelerated Cost Recovery System
("ACRS"), property in the 5-year class is eligible for a 10-percent
investment credit, and 95-percent of the purchase price may be
written off over 5 years. For a company taxed at the 46-percent cor-
porate rate, the combination of the investment credit and deprecia-
tion allowance is approximately equivalent to writing off the full
cost of the property in the year of acquisition ("expensing").

Intangible drilling costs.-The rules for deducting intangible
drilling costs (IDCs) also differ between independent and integrated
producers. Independents may elect to expense intangible drilling
costs in the year incurred. Integrated producers are allowed to ex-
pense only 80 percent of IDCs, and the remainder must be written
off over 36 months.

Administration proposal
Pre-drilling costs.-The use of percentage depletion by independ-

ent producers other than for wells producing less than 10 barrels
per day ("stripper" wells) would be phased out over 5 years by re-
ducing the depletion rate by 3 percentage points per year begin-
ning on January 1, 1986. In the case of stripper wells, percentage
depletion (at the current rate of 15 percent) would continue to be
available to independent producers (but not royalty owners). Pre-
drilling costs of non-stripper wells would be recovered by cost de-
pletion, as under current law; however, depletion deductions would
be indexed to adjust for inflation.

Tangible drilling costs.-Drilling equipment would be depreciat-
ed as ordinary equipment under the proposed Capital Cost Recov-
ery System ("CCRS"). Under CCRS, equipment costs would be de-
preciated somewhat faster than under a tax system based on eco-
nomic depreciation (such as that contained in the original Treasury
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proposal7 ); however, CCRS is less generous than the current-law
system (accelerated depreciation plus the investment tax credit).

Intangible drilling costs.-The Administration would not change
current law, but would adjust the treatment of IDCs for purposes of
the individual and corporate minimum tax.

2. Mineral Deposits, etc.

Present law
Percentage depletion. -Percentage depletion is allowed in the

case of mines, wells, and other natural deposits, at rates varying
from 5 to 22 percent.

Development and exploration costs.-Mining development and ex-
ploration costs generally may be expensed.

Capital gains.-Royalty income from the disposition of coal, do-
mestic iron ore and timber is allowed capital gains treatment.

Administration proposal
Percentage dep letion.-The proposal would phase-out percentage

depletion for allhard minerals over a 5-year period. Cost depletion
would be indexed for inflation.

Development and exploration costs.--The proposal would not
change present law with respect to these costs.

Capital gains.-The propo3al would phase out the special capital
gains rules for coal, iron ore, and timber over a 3-year period.

3. Energy Credits

Present law
Present law provides both residential and business energy cred-

its. There are two types of residential energy tax credits: the con-
servation credit and the renewable energy credit.

Residential conservation credit.-The conservation credit is equal
to 15 percent of the first $2000 of expenditures on insulation, storm
windows and doors, and certain other types of equipment that in-
crease the energy efficiency of a dwelling.

Residential renewal energy credit.-The renewable energy credit
is equal to 40 percent of the first $10,000 of expenditures for solar,
geothermal, and wind energy property that meets certain stand-
ards. -

Under present law, there are three types of business energy tax
credits: the energy investment credit, the nonconventional fuels
production credit, and the alcohol fuels credit.

Energy investment credit.-Depending on the category of energy
property, the energy investment tax credit is 10, 11, or 15 percent
of the property's cost. Currently the energy investment credit is
available for six classes of property: (1) geothermal equipment (15
percent); (2) ocean thermal equipment (15 percent); (3) biomass
property (10 percent); (4) solar and wind property (15 percent); (5)
small-scale hydroelectric property (11 percent); and (6) intercity
buses (10 percent).

t Dept. of the Treasury, Tax Reform for Fairness, Simplicity, and Economic Growth, (Novem-
ber 1984).
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Nonconventional fuels production credit.-The nonconventional
fuels production credit is a tax credit for certain alternative fuels
equal to $3 per barrel of oil (or energy equivalent), adjusted for in-
flation since 1979.8 The inflation adjustment increased the credit to
approximately $4.10 in 1984. The credit phases out as the price of
oil rises above $23.50 per barrel in 1979 prices (about $32.10 in
1984), and is eliminated at a price of $29.50 per barrel (about $40.30
in 1984). However, the current price of oil is below the phase-out
range, so the full credit will be available in 1985 if current market
conditions persist.9

Alcohol fuels credit.-Certain alcohol that is derived from crops
and other biomass (but not from fossil fuels) and is used or sold as
a fuel is eligible for an income tax credit of up to 60 cents per
gallon.' 0

The residential and business energy credits other than the alco-
hol and nonconventional fuels production credits are scheduled to
expire after December 31, 1985. The nonconventional fuels produc-
tion credit does not apply to nonconventional fuel produced from
wells drilled after, or produced in a facility placed in service after,
December 31, 1989. The alcohol fuels credit does not apply to the
sale or use of alcohol fuel after December 31, 1992.

Administration proposal
The Administration proposal allows all energy credits other-than

the alcohol and nonconventional fuels production credits to expire
after December 31, 1985. The nonconventional fuels production
credit would be terminated for fuels produced from facilities com-
pleted after December 31, 1985. (The credit would continue for eli-
gible fuel produced from a well drilled, or facility completed, before
January 1, 1986, and sold before January 1, 1990.) The alcohol fuels
credit would be terminated for alcohol fuels produced from facili-
ties completed after December 31, 1985. (The credit would continue
for qualified alcohol fuels produced from facilities completed before
January 1, 1986, and sold before January 1, 1993.)

8 The credit is available for the following fuels: (1) oil produced from shale and tar sands; (2)
gas produced from geopressured brine, Devonian shale, coal seams, and tight formations; (3) gas
produced from biomass; (4) synthetic fuel produced from coal (including lignite); (5) qualifying
processed wood fuels; and (6) steam from certain agricultural byproducts.

9 As of February 1985, the average refiner acquisition cost of crude oil was $26.53 per barrel.
10 The credit is 60 cents for alcohol that is at least 190 proof and 45 cents for alcohol that is

between 150 and 190 proof. No credit is available for alcohol that is less than 150 proof.
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II. DESCRIPTION OF TAX PROVISIONS AND PROPOSALS

A. Tax Provisions Relating To Oil And Gas Production

1. Intangible Drilling and Development Costs

Present Law and Background

General rules
Costs incurred by an operator to develop an oil or gas property

for production are of two types: (1) intangible drilling and develop-
ment costs, and (2) depreciable costs.

Under present law, intangible drilling and development costs
("IDCs") may either be currently expensed or else may be capital-
ized and recovered through depletion or depreciation deductions (as
appropriate), at the election of the operator. In general, IDCs in-
clude expenditures by the property operator incident to and neces-
sary for the drilling of wells and the preparation of wells for the
production of oil or gas (or geothermal energy) which are neither
for the purchase of tangible property nor part of the acquisition
price of an interest in the property.1 IDCs include amounts paid
for labor, fuel, repairs, hauling, supplies, etc., to clear and drain
the well site, make an access road, and do such survey and geologi-
cal work as is necessary to prepare for actual drilling. Other IDCs
are paid or accrued by the property operator for the labor, etc.,
necessary to construct derricks, tanks, pipelines, and other physical
structures necessary to drill the wells and prepare them for pro-
duction. Finally, IDCs may be paid or accrued to drill, shoot, and
clean the wells. IDCs also include amounts paid or accrued by the
property operator for drilling or development work done by con-
tractors under any form of contract.

Depreciable costs are amounts paid or accrued during the devel-
opment of a property to acquire tangible property ordinarily con-
sidered to have a salvage value. For example, the costs of drilling
tools, pipe, cases, tubing, engines, boilers, machines, etc., fall into
this category. This class of expenditures also includes amounts paid
or accrued for wages, fuel, repairs, etc., in connection with equip-
ment or facilities not incidental or necessary for the drilling of
wells, such as structures to store or treat oil or natural gas. These
expenditures must be capitalized and depreciated in the same
manner as ordinary items of equipment, and they are treated the
same for both independent and integrated producers.

Only persons holding an operating interest in a property are en-
titled to deduct IDCs. This includes an operating or working inter-
est in any tract or parcel of oil- or gas-producing land either as a

I' The acquisition price for the actual oil- or gas-producing proi.erty, together with certain
other costs, is recovered through depletion deductions (see discussion of depletion below).
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fee owner, or under a lease or any other form of contract granting
working or operating rights. In general, the operating interest in
an oil or gas property must bear the cost of developing and operat-
ing the property. The term operating interest does not include roy-
alty interests or similar interests such as production payment
rights or net profits interests.

Generally, if IDCs are not expensed, but are capitalized, they can
be recovered through depletion or depreciation, as appropriate.
However, if IDCs are capitalized and are paid or incurred with re-
spect to a nonproductive well ("dry hole"), they may be deducted,
at the election of the operator, as an ordinary loss in the taxable
year in which the dry hole is completed. Thus, a taxpayer has the
option of capitalizing IDCs for productive wells while expensing
those relating to dry holes.

Twenty percent reduction for integrated producers
In the case of a corporation which is not an independent produc-

er 1 2 (i.e., which is an "integrated" producer), the allowable deduc-
tion with respect to IDCs is reduced by 20 percent. The disallowed
amount must be added to the basis of the property and amortized
over a 36-month period, starting with the month in which the costs
are paid or accruea. (These capitalized IDCs are not, however,
taken into account for purposes of determining cost depletion.)
Amounts paid or accrued with respect to non-productive wells (dry
hole costs) remain fully deductible when the non-productive well is
completed.

Recapture
If an operator elects to expense IDCs paid or accrued after 1975

and then disposes of the oil, gas, or geothermal property, a portion
of the expensed IDCs must be treated as ordinary income (instead
of capital gain). This portion is equal to the lower of (1) the amount
of IDCs deducted since January 1, 1976 (which, but for being de-
ducted, would have been reflected in the adjusted basis of the prop-
erty), reduced by the amount (if any) by which the depletion deduc-
tion with respect to such property would have been increased if
such amounts had been capitalized, or (2) the gain on the sale, ex-
change, or involuntary conversion of the property.

Minimum taxes
While IDCs are currently deductible (at the election of the opera-

.tor), the economic value of this current deduction election is re-
duced by the effect of the alternative minimum tax with respect to
noncorporate operators.

In the case of an individual, trust, or estate (noncorporate tax-
payer), the taxpayer's alternative minimum tax is equal to 20 per-
cent of the excess of that taxpayer's alternative minimum taxable
income over a statutory exemption amount.' 3 Alternative mini-

'3 This term is defined in the same manner as it is for purposes of percentage depletion (dis-
cussed below).

3 The exemption amount is equal to $30,000 for single persons and $40,000 for married cou-
ples.
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mum taxable income is adjusted gross income, less certain deduc-
tions, plus the amount of the taxpayer's tax preference items.

In general, IDC deductions on successful wells are a tax prefer-
ence item for purposes of the alternative minimum tax to the
extent they exceed the amount which would have been deductible
in that year had the IDCs been capitalized and recovered over a 10-
year, straight-line amortization period, but only to the extent of the
excess of such deductions over the taxpayer's income for the tax-
able year from the oil or gas property. (Geothermal properties are
treated in a similar manner.) Thus, IDCs are treated as a prefer-
ence item only to the extent they are used to offset non-oil or gas
income. The 10-year amortization period applies on a well by well
basis, starting with the month in which production for the well
begins. At the election of the operator, the cost depletion method
may be substituted for the 10-year amortization schedule in deter-
mining the amount of tax preference.

IDCs paid or accrued by an individual are not treated as tax pref-
erence items if the individual elects to capitalize the IDCs and
deduct them ratably over a 10-year period. In addition, in the case
of any IDC expenditure in the United States by an individual
which is not allocable to a limited partnership interest or certain
subchapter S corporation shareholdings of such individual (e.g., in-
dividuals with operating interests, general partners, and sole pro-
prietors), the IDCs are not treated as items of tax preference if the
individual elects to-deduct the IDCs over a 5-year period. If the 5-
year schedule (which is the same as the ACRS 5-year recovery
schedule) is chosen, the amount of the IDC is also treated as a
qualified investment for purposes of the investment tax credit.

Under present law, IDCs are not treated as a preference item for
purposes of the "add-on" minimum tax on corporations.

Administration Proposal

The Administration proposal would retain the present law tax
treatment of IDCs. However, 8 percent of the IDCs paid or incurred
on productive wells in any taxable year would constitute a tax pref-
erence item for purposes of the proposed noncorporate and corpo-
rate minimum taxes under the Administration proposal.1 4 The 8-
percent figure was derived by estimating the difference between (1)
the value of expensing IDCs in the year paid or incurred, and (2)
the present value of the deductions to which the taxpayer would
have been entitled under the Capital Cost Recovery System
("CCRS") included in the Administration proposal. The 8-percent

14 Under the Administration proposal, the minimum tax for noncorporate taxpayers would
continue to be structured as an alternative tax, with a rate of 20 percent. Alternative minimum
taxable income would be computed by adding to adjusted gross income the excess of preference
items over $10,000 ($5,000 for married persons filing separately), and subtracting (a) allowable
itemized deductions (generally, all itemized deductions with the exception of excess nonbusiness
interest), (b) personal exemption,,, and (c) a threshold exemption amount. The threshold exemp-
tion amount would be $15,000 for joint returns ($7,500 for married persons filing separately),
$12,000 for heads of households, and $10,000 for single persons. The minimum tax for corpora-
tions would be restructured as an alternative minimum tax with a 20 percent rate, and would
operate similarly to the noncorporate minimum tax. Thus, under this proposal, the minimum
tax on IDCs, for a taxpayer subject to that tax, would be at the rate of 1.6 percent on its expensed
IDCs (i.e., 20 percent tax rate multiplied by 8 percent IDC inclusion).
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figure assumes that IDCs would he indexed for inflation and recov-
ered over a 6-year CCRS period, the same as tangible drilling costs.

Under the Administration proposal, the amount of the tax pref-
erence for IDCs would not be reduced by the taxpayer's net income
from oil and gas (or geothermal) property. Thus, expensed IDCs
would be treated as a preference regardless of whether they were
used to offset oil and gas income or other taxable income.

The expensing of amounts with respect to nonproductive wells
(dry holes) would not be treated as a preference item under the Ad-
ministration proposal.

These proposals would be effective for costs paid or incurred on
or after January 1, 1986.

Other Proposals

1981 Treasury Report -
Under the 1984 Treasury proposal, the option to expense IDCs

would be repealed. Instead, these costs would be capitalized as de-
preciable or depletable costs, depending on the nature of the cost
incurred. Depreciable costs would be recovered over a 12-year
period under the Real Cost Recovery System ("RCRS") included in
the 1984 Treasury proposal. Depletable costs would be recovered
using the cost depletion method. (Depreciation incurred during the
pre-production stage would also be recovered through cost deple-
tion). Both the depreciation and cost depletion basis would be in-
dexed for inflation. 15

S. 1006
S. 1006 (Senators Kasten and Wallop) would retain present law.

S. 409
Under S. 409 (Senator Bradley), the option to expense IDCs

would be repealed. Instead of expensing, these costs would be added
to the basis For depreciation or cost depletion (as appropriate).
Amounts included in the basis for cost depletion would be recov-
ered on an accelerated method over a 10-year period, under rules
similar to those applied for depreciable property generally. Imme-
diate deductions would continue to be allowed upon the abandon-
ment of an unproductive well.

Analysis

The taxation of' oil and gas investments can be compared with
other capital investments, such as investments in plant and equip.
ment. Under the Administration proposal, pre-drilling costs (i.e.,
depletable costs), except in connection with stripper wells, would be
deducted using indexed cost depletion. This is generally equivalent
to a system of economic depreciation, such as RCRS depreciation
contained in the 1984 Treasury proposal. However, under the Ad-
ministration proposal, equipment and structures would be depreci-

15 The repeal of Il)C expensing would not affect the expensing of costs associated with non-
productive wells (dry hole.;") However, it is understood that, under the 1984 Treasury propos-
al, taxpayers would be allowed to expense dry hole costs only when an entire property was un-
productive, rather than on a well-by-well basis as under present law.

a ,
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ated using the proposed CCRS system which is more generous than
RCRS. Consequently, depletable property would be treated less fa-
vorably than most equipment and structures. Tangible drilling
costs would be recovered using CCRS and would as a result receive
the same treatment as depreciable equipment. However, most in-
tangible drilling costs would be expensed, as under present law,
which is a more generous recovery method than CCRS. Whether or
not a particular well would be at a disadvantage relative to depre-
ciable property in the Administ ration proposal thus depends on the
magnitude of the well's pre-drilling costs relative to intangible
drilling costs.

One issue is whether investments in oil and gas should be given
preferential treatment, relative to other capital investments. The
Administration contends that preferential treatment of IDCs is
necessary to stem the recent "substantial decline in oil drilling ac-
tivity" that could reduce domestic oil production and increase vul-
nerability to oil import interruptions.

Evidence that drilling activity has fallen over recent years is not
clear. According to Department of Energy statistics, the number of
exploratory and development oil wells drilled in 1984 (41,130) was
larger than the number drilled in any year since 1949.18 The
number of seismic crews and rotary rigs in use increased from 1983
to 1984; however the 1984 levels are below the records attained
during the 1980-82 period. These data indicate that despite the re-
trenchment in manpower, the oil industry has managed to drill a
record number of wells by increasing labor productivity.

The Administration proposal takes the position that providing
tax incentives for drilling activity is necessary to increase U.S.
energy security. In 1984, the U.S. imported 4.7 million barrels of oil
per day, accounting for 29.7 percent of domestic petroleum supply.
In the event of a complete curtailment of imports, the Strategic Pe-
troleum Reserve could, at current levels, replace all imports for at
most 100 days. If the SPR were depleted, domestic production
would have to increase by about 40 percent to replace imports. As
of 1983, proved reserves of crude oil amounted to just 8.7 years of
production. If production rates were increased to replace all im-
ports, proved reserves would be exhausted in less than 61/2 years.
To respond to a complete oil import curtailment, it is argued that
proved reserves must be increased now in preparation because it
can take several years from initial discovery of a petroleum reser-
voir to reach maximum production. It is argued that energy securi-
ty would be increased by retaining tax preferences in current law
for intangible drilling costs and percentage depletion. It is also
argued that these tax incentives should be retained in order to
maintain adequate levels of labor and equipment in the oil and gas
industry in the event of an energy crisis.

Some have questioned this view on the grounds that drilling in-
centives may lead to a substitution of domestic oil for imports-ar-
guably "draining America first". They argue that oil production is
likely to rise along with reserve additions yielding little net in-

16 Dept. of Energy, Annual Energy Review 1984 (April 1985), p! 73. Excludes service well,
stratigraphic tests, and core tests. Note that the oil well footage drilled in 1984 (161.7 million)
was greater than in any other year except 1981.
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crease in field reserves. Some argue that it may be more efficient
to stockpile petroleum by filling the SPR with oil purchased in the
world market at the current depressed prices. It is also argued that
the decline and diversification of U.S. imports, and the collapse of
the OPEC price structure, have reduced the likelihood of a sharp
curtailment of oil imports.

Others argue that the object of energy policy should be complete
energy independence. In this view, tax incentives for oil and gas ex-
ploration serve energy policy by increasing domestic production
and replacing imports. This might also improve the merchandise
trade balance since net petroleum imports accounted for almost 20
percent of all imports in 1984.17 However, energy self-sufficiency
might be achieved more efficiently by a tax on imported oil.", Such
a tax would encourage conservation and fuel switching, as well as
production, by raising the price of domestic oil.

From an accounting standpoint, part of the reason that IDCs
have historically been allowed to be expensed19 (aside from the im-
plicit tax subsidy) is the difficulty of establishing an alternate re-
covery period, because the "useful life" of a well may not be known
in advance and its production may occur at an uneven rate. (This is
similar to the problem faced in determining a proper oil and gas
depletion method.) If Congress decides to modify the present law
treatment of IDCs, it may wish to establish a statutory recovery
period which, if desired, contains some incentive element. Alterna-
tively, IDCs may be merged with general depreciation provisions in
order to provide similar tax incentives. Likewise, as under present
law, differentiation between integrated producers and other tax-
payers could be maintained. To the extent that Congress is con-
cerned principally with domestic exploration, different rules could
be provided for domestic and foreign production.

It has been argued that the expensing of costs associated with
"dry holes" is consistent with general tax accounting principles,
which allow deductions for ordinary business losses incurred
during the year. However, this depends upon whether one defines a
"loss" as an event occurring on a well-by-well, or, alternatively, a
property-by-property, basis. Advocates of allowing dry hole costs to
be expensed argue that whenever a well proves not to have any re-
coverable o!, the money spent on drilling that well has been irre-
coverably lost and accordingly should be regarded as deductible.
Others argue that this is inconsistent, with common business prac-
tice in the oil and gas field. The) assert that oil and gas operators,
when beginning operations on properties which they know to con-
tain valuable reserves, will commonly drill several wells in the
knowledge that some, but not all, of them will likely prove produc-
tive. Thus, these advocates argue, the dry holes on a productive
property are most accurately viewed as expenses related to an

I Dept of Energy, MAonthly E,wrgy Rcticu. F'hrudr "98.5 fMay 19S5. p. 11.
S' The Administration's 0 84 fiscal year budget contained a provision which would have im-

posed a $5 per barrel tax (the so-called "contingency" tax) on domestic and imported oil under
certain circumstances.

19 The option to expense IDCs has been permitted by regulations since the Revenue Act of
1918, In 1945, in response to a case casting doubt on this treatment, Congress passed a concur-
rent resolution which specifically approved the Treasury regulations granting the option to ex-
pense IDCs. The Internal Revenue Code of 1954 (sec. 263(c)) directs the Treasury Department to
promulgate regulations allowing for the option to expense IDCs.
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overall productive project, and accordingly cannot properly be ex-
pensed under general tax accounting rules.

2. Depletion

Present Law and Background

General rules
Depletion, like depreciation, is a species of ordinary and neces-

sary business expense. In both caes, the taxpayer is allowed a de-
duction in recognition of the fact that an asset-in the case of de-
pletion, the oil or gas reserve itself--is being expended in order to
produce income. Certain costs incurred prior to drilling an oil -or
gas-producing property are recovered through the depletion deduc-
tion. These include costs of acquiring the lease or other interest in
the property, and geological and geophysical costs (in advance of
actual drilling). Depletion is available to any person having aneco-
nomic interest in a producing property (including royalty interests).

Two methods of depletion are currently allowable under the In-
ternal Revenue Code: the cost depletion method, and the percent-
age depletion method. Under the cost depletion method, the tax-
payer deducts that portion of the adjusted basis of the property
which is equal to the ratio of units sold from that property during
the taxable year to the -number of units remaining as of the tax-
able year (in general, the number of units remaining in the proper-
ty ai the end of the taxable year to be recovered, plus the number
of units sold during the taxable year). The amount recovered under
cost depletion thus may not exceed the taxpayer's basis in the
property.

Under percentage depletion, 15 percent of the taxpayer's gross
income from an oil -or gas-producing property is allowed as a de-
duction in each taxable year. The amount deducted may not exceed
50 percent of the net income from that property in any year (the
"net income limitation". Additionally, the deduction for all oil and
gas properties may not exceed 65 percent of the taxpayer's overall
taxable income. Because percentage depletion is computed without
regard to the taxpayer.s basis in a property, it may result in even-
tual recovery of an amount greater than that actually expended by
the taxpayer to acquire or develop the property.

A taxpayer is required to determine its depletion deduction for
each oil and gas property under both the percentage depletion
method (if the taxpayer is entitled to use this method) and cost de-
pletion method. If the cost depletion deduction is larger, the tax-
payer must utilize that method for the taxable year in question.

Similar rules apply to geothermal deposits located in the'United
States, except that the 65 percent of taxable income limitation does
not apply.

Limitation to independent producers, etc.

The Tax Reduction Act of 1975 repealed percentage depletion
with respect to much oil and gas production. Under that Act, inde-
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pendent producers and royalty owners 20 (as contrasted to integrat-
ed oil companies) are allowed to take percentage depletion with re-
spect to up to 1,000 barrels of average daily production of domestic
crude oil or an equivalent amount of domestic natural gas.21 For
producers of both oil and natural gas, this limitation applies on a
combined basis.

For purposes of percentage depletion, an independent producer is
any producer who is not a "retailer" or "refiner." A retailer is any
person who directly, or through a related person, sells oil or natu-
ral gas or any product derived therefrom, (1) through any retail
outlet operated by the taxpayer or related person, or (2) to any
person obligated to market or distribute such oil or natural gas (or
product derived therefrom) under the name of the taxpayer or the
related person. In determining whether or not a person is a retail-
er, bulk sales to commercial or industrial users, and bulk sales of
aviation fuel to the Department of Defense, are excluded. Further,
a person is not a retailer within the meaning of this provision if
the combined gross receipts of that person and all related persons
from the retail sale of oil natural gas, or any product derived there-
from, do not exceed $5 million for the taxable year.

A refiner is any person who directly or through a related person
engages in the refining of crude oil, but only if such taxpayer or
related person has a refiner run in excess of 50,000 barrels per day
on any day during the taxable year.

In addition to the independent producers exception, certain sales
of natural gas under a fixed contract in effect on February 1, 1975,
and certain natural gas from geopressurized brine,2 2 are eligible
for percentage depletion, at rates of 22 percent and 10 percent re-
spectively. These exceptions apply without regard to the 1,000
barrel per day limitation and regardless of whether the producer is
an independent producer or an integrated oil company.

To prevent proliferation of the independent producer exception,
all production owned by businesses under common control and
members of the same family must be aggregated. Each group is
then treated as one producer for application of the 1,000-barrel
amount. Further, if an interest in a proven oil or gas property is
transferred after 1974 (subject to certain exceptions), the produc-
tion from such interest does not qualify for percentage depletion.
The exceptions to this rule include transfers at death, certain
transfers to controlled corporations, and transfers between con-
trolled corporations or other business entities.

Minimum taxes
The excess of percentage depletion over the taxpayer's adjusted

basis for each oil or gas property,23 for any taxable year, is treated

20 Percentage depletion is available to lease bonuses and advance royalty payments, Commis-
sioner v. Engle, 464 U.S. 206 (1984). See also I.R. Ann 84-59, IRB 1984-23 (June 4, 1984).

21 As originally enacted, the depletable oil quantity was 2,000 barrels of average daily produc-
tion. This was gradually to be phased down to 1,000barrels for 1980 and thereafter. The 1975
Act also phased down the percentage depletion rate from 22 percent in 1975 to 15 percent in
1984 and thereafter.

22 This exception is limited to wells the drilling of which began between September 30, 1978,
and January 1, 1984.

23 In general, the term "property", for depletion purposes, means each separate interest
owned by the taxpayer in each separate tract or parcelof land. In the case of oil and gas wells

Continued
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as a preference it6m for purposes of' the noncorporate (i.e., individ-
ual) alternative minimum tax and the corporate "add-on" mini-
mum tax under present law.

A dm inistration Proposal

General rules
The Administration proposal would generally phase out percent-

age depletion for oil and gas properties Qver a 5-year period, begin-
ning on January 1, 19,86. This would be accomplished by reducing
the percentage depletion rate by 3 percentage points for each of
calendar years 1986 through 1990. Taxpayers for whom percentage
depletion was repealed would be required to use cost depletion, the
basis for which would now be indexed for inflation.

Under the Administration proposal, percentage depletion would
continue to be available for so-called "stripper" wells (i.e., wells
producing less than 10 barrels per day) owned by independent pro-
ducers. The proposal specifies that this exception would not apply
to royalty owners.

The phase-out of percentage depletion would be effective for pro-
duction beginning on or after January 1, 1986.

Minimum taxes
For depletable property placed in service on or after January 1,

1986, the Administration proposal would include as a preference
item, for purposes of the proposed noncorporate and corporate al-
ternative minimum taxes, the excess of percentage depletion over
the amount which would have been deductible had the taxpayer
capitalized its costs and recovered them through cost depletion. For
property placed in service before 1986, the amount of the prefer-
ence would be the excess of the depletion deduction over the adjust-
ed basis of the property (as under the present law noncorporate
minimum tax).

Other Iroposals

1984 Treasury Report
The 1984 Treasury proposal would repeal percentage depletion

for all oil and gas properties, effective for production on or after
January 1, 1986. The basis for cost depletion would be indexed for
inflation.

S. 1006
S. 1006 (Senators Kasten and Wallop) would retain present law.

S. 409
Under S. 409 (Senator Bradley), percentage depletion would be

repealed for all oil and gas properties from which production
begins after December 31, 1986. Depletable expenses would be re-
covered over a 10-year period, using rules similar to those applied

and geothermal deposits. all of a taxpayer's operating interests in each separate tract or parcel
of land are generally treated as one property, subject to an election to separate certain interests
in the same tract or parcel
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for depreciable property generally. These rules would replace the
present law cost depletion system (which is based on the annual
ratio of units sold to remaining production units), as well as the
percentage depletion method.

Analysis

Under the Administration proposal, pre-drilling (i.e., depletable)
costs, except in connection with stripper wells, would be deducted
using indexed cost depletion. This is generally equivalent to a
system of economic depreciation sucb RCRS contained in the 19,84
Treasury proposal. However, under the Administration proposal,
equipment and structures would be depreciated using CCRS which
is more generous than RCRS. Consequently, depletable costs would
be treated less favorably than most equipment and structures.
However, indexed cost depletion would be more generous, during
periods of inflation, than the cost depletion in current law.

The Administration proposal retains percentage depletion for
stripper wells. The proposal states that repeal of this tax prefer-
ence could lead to early abandonment of these wells, reduced oil
production, and a consequent increase in U.S. vulnerability. Others
argue that energy security would be better served by leaving this
oil in the ground so that it would be available for production, at a
profit to the owner, in the event prices rise due to a supply disrup-
tion. However, in circumstances where State law requires that an
abandoned well be capped, the cost of reopening might be prohibi-
tive.

The phasing out, over 5 years, of the percentage depletion allow-
ance for independent producers (other than for stripper wells)
raises an energy policy issue. A gradual tax increase of this kind
may create an incentive for independent producers to accelerate
production over the next 5 years in order to obtain the benefits of
percentage depletion. This could decrease imports over the next 5
years, but increase import dependence in the future. Rapid produc-
tion also may decrease the total amount of recoverable oil in a re-
serve. As a result, accelerated depletion of existing oil reserves may
not further the objectives of energy policy. If Congress decides to
reduce the current allowance for percentage depletion, a shorter
phase-out period might mitigate these potentially adverse effects.

Cost recovery for the oil and gas (or mining) industries is espe-
cially complex because the amount and accessibility of those sub-
stances, and the rate of production, vary widely between different
properties. Cost depletion attempts to resolve these problems by es-
timating the total amount of each individual reserve and allowing
annual cost recovery in proportion to that percentage of the re-
serve which is extracted in any year. If the estimate of the total
reserve is accurate, this system may be superior (in a pure econom-
ic sense) to ordinary depreciation methods, which assign assets to
prearranged categories that may not match the actual rate of de-
cline of an asset's value.

Under percentage depletion, producers are allowed a deduction
for a set percentage of gross income from a given property in each
year (15 percent, in the case of independent oil and gas producers
and royalty owners). Under present law, this allowance may reduce
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the net (i.e, taxable) income from a property by up to 50 percent in
each -year. Although nominally a form of cost recovery, percentage
depletion has come to be seen as an implicit tax subsidy to the oil
and gas industry, in order to encourage production, because the
total deductions with respect to a property may substantially
exceed the actual costs invested in the property.2 4 Since the Tax
Reduction Act of 1975, this incentive has been limited to specified
amounts of production by independent producers and royalty
owners.

Advocates of retaining percentage depletion argue that it serves
to encourage domestic oil and gas production. These arguments are
similar to those made in connection with the treatment of intangi-
ble drilling costs. 25 Opponents argue that percentage depletion is
an ineffective subsidy. Iri contrast to intangible drilling costs, per-
centage depletion is based on production from existing wells, and
may thus be less significant in encouraging the development of
new properties. It has also been noted that the 50 percent of net
income limitation reduces the subsidy for marginally profitable
wells, which are more likely to be affected by a subsidy. 26

The Administration proposal would limit percentage depletion to
"stripper" wells only (i.e., wells producing less than 10 barrels per
day). This is essentially a continuation of the process begun in
1975, of limiting percentage depletion to a progressively smaller
number of properties which are deemed to require the most subsi-
dy. If Congress decides to modify existing law, it may wish to limit
percentage depletion to a differently defined group, or else to elimi-
nate it altogether (as in the 1984 Treasury proposal). Alternatively,
Congress may wish-to replace percentage depletion with a new re-
covery system, more favorable than cost depletion, for all produc-
ing properties. Such a system could be designed to integrate deple-
tion into a general cost recovery system in order to provide the
same treatment of oil and gas investments as investments in other
capital equipment, or it could be structured so as to provide a
higher degree of incentive for oil and gas production. Depending
upon the methods adopted, it may be appropriate to integrate the
treatment of some or all IDCs (and perhaps tertiary injectants) into
such a new system.

3. Tertiary Injectants

Present Law and Background

Under present law, the Internal Revenue Code, expenditures for
tertiary injectants used in tertiary recovery methods for oil and gas
production may be deducted in the year of injection (i.e., such

*| Percentage depletion was originally enacted in 1926 as a replacement for recovery based on
"discovery values" of oil and gas properties, the determination of which had resulted in substan-
tial litigation. The original statutory rate of 27.5 percent was reduced to 22 percent by the Tax
Reform Act of 1919 and subsequently repealed for integrated producers and phased down for
others to 15 percent (for 1984 and thereafter) b) the Tax Reduction Act of 1975. The 50 percent"net income limitation" dates from the industry-wide recession of the 1920s, during which deple-
tion deductions (which were based on pre-recession values) frequently exceeded the income from
oil and gas properties. The preference nature of percentage depletion is formally recognized in
the individual and corporate minimum tax.

21, An analysis of issues relating to IDCs is included in the previous section.
26 See Administration Proposal, p. 229. "
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amounts may be expensed, rather than capitalized). Tertiary recov-
ery methods are various chemical, fluid, or gaseous recovery tech-
niques (including miscible fluid displacement, steam drive injec-
tion, and augmented water flooding) specified in the Crude Oil
Windfall Profit Tax Act of 1980 or under subsequent Treasury reg-
ulations. Expensing does not apply to crude oil or natural gas injec-
tants which are recoverable from the reservoir. The rule regarding
tertiary injectants also does not apply to cost which are subject to
an election to be treated as intangible drilling costs.

Amounts which may be expensed under the tertiary injectants
rule are subject to recapture upon a sale or other disposition of the
property under sections 1245 and 1250 of the Code.

Administration Proposal

The Administration proposal would retain the present law treat-
ment of qualified tertiary injectant expenses.

Other Proposals

1984 Treasury Report
The 1984 Treasury proposal would repeal the deduction for quali-

fied tertiary injectant expenses, effective January 1, 1986. In place
of current deductions, these costs would be added to the depletable
basis of the property and recovered through cost depletion. Water-
flooding and similar pressure maintenance techniques, which en-
hance production for a period of less than one year, could continue
to be expensed.

S. 1006
S. 1006 (Senators Kasten and Wallop) would retain present law.

S.409
S. 409 (Senator Bradley) would allow 50 percent of qualified terti-

ary injectant expenses to be deducted in the year of injection, and..
50 percent in the succeeding taxable year.

Analysis

The tax treatment of tertiary injectant expenses raises similar
issues to that of intangible drilling costs (discussed above). Tertiary
injectants also suggest issues of (1) which enhanced recovery tech-
niques (if any) should be singled out for advantageous tax treat-
ment, and (2) what constitutes "normal" tax treatment for en-
hanced recovery procedures, which may increase production for un-
predictable periods, or not at all. (This latter issue resulted in sig-
nificant confusion prior to 1980, when Congress legislatively ap-
proved expensing.) If Congress decides to modify the present law
treatment of tertiary injectant expenses, it may attempt to resolve
these issues by adopting a new statutory recovery period (as in the
Bradley-Gephardt bills), by adding the expenses to the basis for
cost depletion (as in the 1984 Treasury proposal), or by integrating
the treatment of tertiary injectant expenses into a new, broader re-
covery system.



20

4. Crude Oil Windfall Profit Tax

Present Law

Present law imposes an excise tax on the windfall profit element
of the price of domestically produced crude oil when it is removed
from the premises on which it was produced. Generally, the wind-
fall profit element is the excess of the sale price over the sum of its
an adjusted base price plus the applicable State severance tax ad-
justment. The windfall profit element may not exceed 90 percent of
net income attributable to a barrel of crude oil.

The tax rates applicable to taxable crude oil are as follows:

Tier Tax rate

Tier one oil (oil not in tier 2 or 70 percent: 50 percent for inde-
tier 3) pendent producers.

Tier two oil (stripper oil, Petrole- 60 percent: 30 percent for inde-
um Reserve oil) pendent producers.

Tier three oil:

Newly discovered oil. 22.5 percent for 1985-1987, 20
percent for 1988, and 15 per-
cent for 1989 and thereafter.

Heavy oil and incremental 30 percent.
tertiary oil.

Crude oil from a qualified governmental interest or a qualified
charitable interest, certain front-end oil, certain Indian oil, certain
Alaskan oil, certain independent producer stripper well oil, and, in
the case of' qualified royalty owners, up to three barrels per day of
royalty production, are exempt from the tax.

The windfall profit tax is scheduled to phase out over a 33-month
period, beginning after December 31, 1987, if the cumulative reve-
nue raised by the tax reach $227.3 billion, but in any event no later
than January 1991.

A dminist ration Proposal

The Administration proposal would not affect the crude oil wind-
fall profit tax.

Other Proposal

The 1984 Treasury Report proposed beginning the scheduled
phase-out of the windfall profit tax on January 1, 1988.

Analysis
The windfall profit tax was enacted in 1980 in response to the

perceived "windfall" accruing to oil producers as a result of the de-
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control of domestic oil prices. As oil prices have stagnated and even
declined in the 1980s, the tax has come to be seen less as a tax on
excess profits, and more as an ordinary excise tax. Because the tax
is based on sale price, declining prices have also caused receipts
from the tax to be substantially lower than expected.

The 1984 Treasury proposal would accelerate the scheduled expi-
ration of the windfall profit tax in connection with the proposed
repeal of existing tax preferences benefitting the oil and gas indus-
try (i.e., intangible drilling costs and percentage depletion). With
the repeal of these preferences, it was thought that a neutral
"playing field" required repeal of the windfall profit tax, as well.

B. Tax Provisions Relating to Mineral Deposits, etc.

1. Expensing of Hard Mineral Exploration And Development
Costs

Present Law and Background

Under present law, taxpayers may elect to expense (i.e., current-
ly deduct) exploration costs associated with mines and other hard
mineral deposits (sec. 617). Additionally, once the existence of com-
mercially marketable ores is established, the taxpayer may expense
development costs associated with the preparation of the mine for
production (sec. 616).

Mining exploration costs are expenditures for the purpose of as-
certaining the existence, location, extent 1r quality of any deposit
of ore or other depletable mineral, which are paid or incurred by
the taxpayer prior to the development state of the mine or deposit.
Expensed mining exploration costs (but not development costs)
reduce the depletion deductions for the mine concerned (alterna-
tively, these costs may be "recaptured" in income once the mine
reaches the producing stage). Exploration costs are also subject to
recapture if the property is disposed of by a taxpayer after expens-
ing these amounts (sees. 1245 and 1250). Foreign exploration costs
cannot be expensed after the taxpayer has total foreign and domes-
tic exploration costs of $400,000.

Development costs include expenses incurred for the develop-
ment of a mine or other natural deposit, after the existence of ores
in commercially marketable quantities has been determined. These
costs generally include costs for construction of shafts and tunnels
and, in some cases, drilling and testing to obtain additional infor-
mation for mining operations.

In the case of a corporation, 20 percent of mining exploration
and development costs may not be expensed, but must instead be
capitalized using the schedule for 5-year ACRS property. For mines
located in the United States, expenses recovered under ACRS also
qualify for an investment tax credit. The expensing of mining ex-
ploration and development costs is further treated as a preference
item for purposes of the noncorporate alternative minimum tax, to
the extent that such expensing exceeds the deduction which would
have been allowable if the costs had been amortized over a 10-year
period.
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A administration Proposal

TheAdministration proposal would retain the present law treat-
ment of mining exploration and development costs, effective Janu-
arv 1, 1986. The expensing of such costs (in excess of the deduction
allowable under a 10-year amortization schedule) would be treated
as a preference item under the proposed corporate and noncorpor-
ate alternative minimum taxes.

Other Proposals

1981 Treasury Report
The 1)8. Treasury proposal would repeal the option to expense

hard mineral exploration and development costs. Instead of expens-
ing, these costs would be capitalized and recovered through cost de-
pletion, with the depletable basis being indexed for inflation. Capi-
talizable costs would be determined using the general cost account-
ing rates contained in the Treasury proposal.

S. 1006
S. 1006 (Senators Kasten and Wallop) would retain present law.

Is. 109
S. 409 tSenator Bradley) would also repeal the option to expense

hard mineral exploration and development costs. In place of ex-
pensing, costs relating to depletable mineral property would be re-
covered under the general cost recovery system contained in the
proposal. Recovery periods would be determined based on the an-
ticipated productive life of the property.27 The proposal would not
affect the current deduction of losses sustained by reason of aban-
donment of a nonproductive mine or other deposit.

A nalysis

The expensing of mining exploration and development costs
raises issues which parallel those concerning intangible drilling
and development costs (IDCs) for oil and gas wells (discussed in
Part II. A. 1. above). As in the case of IDCs, general accounting
principles suggest that these amounts be recovered over a multi-
year period, as income is generated by the property. However, im-
mediate deductions are arguably necessary to encourage production
of the minerals in question, and may be no more arbitrary than
any replacement recovery system. 'Phe persuasiveness of the incen-
tive argument depends upon the market for the particular material
concerned and on the adequacy of the present strategic stockpiles
for dealing with national security issues.) If Congress decides to
modify the present law treatment of mining expenses, it may
desire to establish new, statutory recovery periods, or else to re-
quire these costs to be recovered as part of a general depreciation
or depletion system.

71 These recovery periods are equivalent to the proposed class lives for depreciable property
generally,. except hat they are determined based on anticipated productive lives rather than
present class lives.
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2. Depletion of Hard Mineral Deposits

Present Law and Background

Taxpayers are permitted to recover the acquisition and certain
related costs of mines or other mineral deposits 28 under one of
two methods: the cost depletion method, or the percentage deple-
tion method.

Under the cost depletion method, the taxpayer deducts that por-
tion of the adjusted basis of the property which is equal to the ratio
of units sold from that property during the taxable year to the
number of units remaining as of that year. The amount recovered
under cost depletion thus may not exceed the taxpayer's basis in
the property.

Under percentage depletion, a deduction is allowed in each tax-
able year for a fixed statutory percentage of the taxpayer's gross
income from the property. The percentages applicable to various
minerals are summarized in the following table (Table 1).29

Table .- Percentage Depletion Rates For Selected Hard Minerals
Under Code Section 613

PercentageMineral depletion rate

A n tim on y ..................................................................... ...... *22
A sb etos ......................................................................... ...... *22
A sph alt (rock ) ..................................................................... 14
B au x ite ......................................................................... ...... *22
B e ry lliu m ............................................................................. *2 2
B ora x ........................................................................... . ...... . 14
C a d m iu m ............................................................................. *22
C h ro m ite .............................................................................. *2 2
C oa l .............................................................................. . . ....... 10
C ob a lt ............................................................................ ...... *2 2
C op p e r ........................................................................... ....... " 15
F eld sp a r ..................................................................... . ....... 14
G a rn et ......................................................................... . ........ 14
G o ld ...................................................................................... * 1 5
G ra n ite ......................................................................... ....... 14
G ra p h ite ............................................................................... *22
G ra v el ......................................................................... . ....... 5
Iron ore ......................................................................... . ...... *15
L ea d .............................................................................. . ..... *2 2
L ig n ite ......................................................................... . ...... . 10
L im estone ........................................................................... 14
L ith iu m ................................................................................ *2 2
M ag n esite .................................................................... ....... 14

28 The recovery of hard mineral exploration and development costs is discussed in the previ-
ous section.

29 The complete list of percentage depletion rates is included in section 613(b) of the Code.

Generally, percentage depletion is allowed for all minerals. However, it is not allowed in the
case of soil, dirt, turf, water, or mosses, or in the case of minerals from sea water, the air, or
similar inexhaustible sources.
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Table .- Percentage Depletion Rates For Selected Hard Minerals
Under Code Section 613-Continued

Mineral Percentage
depletion rate

M a nganese .......................................................................... . *22
M arble ......................................................................... . ........ 14
M ercu ry ............................................................................... *22
M ic a ...................................................................................... *2 2
Mollusk shells .................................................................... 14
M o ly bd en u m ....................................................................... *22
N ic k e l ................................................................................... *2 2
O il sh a le ...................................................................... . ...... 15
P e a t .......................................................................................
Phosphate rock .................................................................. 14
P la tin u m .............................................................................. *2 2
P o ta sh .......................................................................... . . ...... 14
P u m ice ....................................................................... . ....... . 5
Quartz (radio grade) ........................................................... *22
Q ua rtzite .............................................................................. 14
S a n d ............................................................................ . ....... . 5
S h a le .............................................................................. . 5
S ilv e r ............................................................................. ....... 15
Slate ......................................... 14
S oa pston e ..................................................................... ...... 14
Sodium Chloride ................................................................ 10
S ton e .......................................................................... ......... 5
Stone (ornamental) ........................................................... 14
Su lph u r ................................................................................ 22
T h o riu m ....................................................................... ...... . *22
T in ............................................................................ ............ * 2 2
T ita n iu m .............................................................................. *2 2
T u n gsten ....................................................................... ....... 22
U ran iu m ............................................................................. 22
V a n a d iu m ............................................................................ *22
Z in c ................................................................................ . ...... *2 2
Z irco n ............................................ ............................... . .... *2 2

'A 14-percent rate applies to these minerals if mined outside the United States.

The amount deducted for any mineral may not exceed 50 percent
of the net income from a particular property in any year (the "net
income limitation"). Because percentage depletion is computed
without regard to the taxpayer's basis in the property, it may
result in eventual recovery of an amount greater than that actual-
ly expended by the taxpayer to acquire the property.

In general, a taxpayer is required to determine its depletion de-
duction under both the percentage and cost depletion methods. If
the cost depletion deduction is larger, the taxpayer must utilize
that method for the taxable year in question.

In the case of a corporation, the amount of the percentage deple-
tion for coal (including lignite) and iron ore, to the extent that such
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deduction exceeds the adjusted basis of the property, is reduced by
15 percent. Percentage depletion of all materials, to the extent it
exceeds adjusted basis, is also treated as a preference item for pur-
poses of the noncorporate (i.e., individual) and corporate minimum
taxes.30

Administration Proposal

The Administration proposal would phase out percentage deple-
tion for all minerals"1 over a 5-year period, beginning January 1,
1986. This would be accomplished by reducing the applicable per-
centage depletion rate for any mineral by 20 percent in each of cal-
endar years 1986 through 1990. Mineral deposits would continue to
qualify for cost depletion, with the depletable basis now to be in-
dexed for inflation.

This phase out of percentage depletion would be effective for pro-
duction beginning on or after January 1, 1986.

Under the Administration proposal, for depletable property
placed in service on or after January 1, 1986, the excess of percent-
age over cost depletion in any taxable year would be treated as a
preference item for purposes of the proposed noncorporate and cor-
porate alternative minimum taxes. For property placed in service
before 1986, the amount of the preference would be- the excess of
percentage depletion over the adjusted basis of the property (as
under the present law noncorporate minimum tax).

Other Proposals

1984 Treasury Report
The 1984 Treasury proposal would repeal percentage depletion

for all minerals, effective for production on or after January 1,
1986. Cost depletion 'would continue to be available, with the de-
pletable basis to be indexed for inflation.

S. 1006
S. 1006 (Senators Kasten and Wallop) would retain present law.

S. 409
S. 409 (Senator Bradley) would repeal percentage depletion for

properties from which production began after December 31, 1986.
Depletable costs associated with mineral deposits would be recov-
ered under the general cost recovery system contained in the pro-
posal, with recovery periods based on the anticipated productive
life of the property. The recovery periods are equivalent to those
used for other productive assets, except that they are based on an-
ticipated productive life rather than present law class lifes. This
new recovery system would replace present law cost depletion
(which requires a determination of the ratio of expended to remain-

10 An adjustment is made in the case of coal and iron ore to prevent the combination of the
15 percent reduction and the minimum tax from reducing the tax benefit from the taxpayer's
marginal dollar of preference more than under pre-1983 law.

31 Percentage depletion would continue to be allowed for oil and gas "stripper" wells (see dis-
cussion of oil and gas depletion above).
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ing production units in each taxable year), as well as percentage
depletion.

32

Analysis

Depletion of hard mineral costs raises essentially the same issues
as oil and gas depletion, discussed above.33 While nominally a form
of cost recovery, percentage depletion has come to be seen as an
implicit tax subsidy for the extraction of mineral substances, the
extent of which varies depending upon the depletion rate. This
view is reflected in the inclusion of "excess" percentage depletion
as a minimum tax preference item, and in the cutback of corporate
coal and iron ore percentage depletion.

The Administration proposal calls for the repeal of percentage
depletion for all hard mineral substances, over a 5-year period. If
Congress agrees to modify present law, it may wish to consider pre-
serving percentage depletion for particular substances for which a
continued production subsidy is considered appropriate. Alterna-
tively, percentage depletion could be targeted only to specified pro-
ducers of some or all minerals, similarly to the present law treat-
ment of oil and gas. (This would reduce the scope of production in-
centives, but arguably heighten their efficiency.) Congress may also
wish to consider integrating the tax treatment of depletion and
hard mineral exploration and development costs.

3. Royalty Income From Coal and Domestic Iron Ore

Present Law

Under present law, subject to certain special limits, royalties re-
ceived on the disposition of coal and domestic iron ore qualify for
capital gains treatment. For capital gain treatment to apply, the
coal or iron ore must have been held for more than six months
before mining. Capital gain treatment does not apply to income re-
alized by an owner as a co-adventurer, partner, or principal in the
mining of the coal or iron ore or to certain related party transac-
tions. If capital gain treatment applies, the royalty owner is not en-
titled to percentage depletion with respect to the coal or iron ore
disposed of.

Administration Proposal

The Administration proposal would repeal the capital gain treat-
ment for coal or iron ore royalties, by phasing out the special treat-
ment over a three-year period beginning in 1986.34

Analysis

The special capital gain treatment for coal and domestic iron ore
royalties functions as an alternate benefit to percentage depletion,

32 These bills would also repeal a provision of existing law (sec. 621) relating to the exclusion
of certain payments by the United States to explore, develop, and mine for defense purposes. It
appears that this provision is obsolete.

3 See Part II.A.2., above.
34 Other Congressional proposals deal with capital gains generally. These proposals will be

discussed in a future Joint Committee pamphlet discussing capital gains.
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and may be more valuable in certain cases. Because the relative
value of this treatment depends upon the availability of percentage
depletion, and the treatment of capital gains, generally it may be
appropriate to consider these items together.

4. Capital Gains Rules Applicable To Timber

Present Law and Background

Royalty income received by the owner of a timber royalty inter-
est qualifies for long-term capital gain treatment, where the timber
has been held for 6 months before being cut (sec. 631(b)). Addition-
ally, the owner of timber (or a contract right to cut timber) may
elect to treat the cutting of timber as a sale or exchange qualifying
for long-term capital gain treatment, although the timber is sold or
used in the taxpayer's trade or business (see. 631(a)). This provision
also generally requires that the timber (or contract right) be held
for 6 months prior to cutting.

Administration Proposal

The Administration proposal would phase out the special capital
gain rules regarding timber over a three-year period, beginning
January 1, 1986.

Analysis

The special rules regarding timber have been described as a rec-
ognition of the long period necessary to grow timber, and the his-
toric characterization of timber as a part of real property, which it
sold itself would generally be entitled to capital gains treatment.
The issue is whether these factors distinguish timber income from
income from the sale of ordinary farming inventories, which are
treated asordinary income.

C. Energy-Related Credits and Other Incentives

1. Residential Energy Credits

Present Law and Background

Individuals are allowed a 15-percent credit on the first $2,000 of
qualifying expenditures, up to a maximum credit of $300, for instal-
lations made through 1985 of eligible insulation and other energy
conservation items. Each conservation item must be capable of re-
ducing heat loss or gain, increasing the efficiency of the heating
system, or reducing fuel consumption.

Individuals also are allowed a 40-percent credit on expenditures
up to $10,000, for a maximum credit of $4,000, for renewable
energy source property (i.e., solar, wind and geothermal energy
property). The credit for individuals for renewable energy sources
applies to expenditures made through 1985.

Installations of qualified renewable energy property must be
made in or on a taxpayer's principal residence. The conservation
credit is available only for expenditure with respect to equipment
installed in or on a principal residence in existence or substantially
completed on April 19, 1977. There is a credit carryover provision
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that allows unused credits for both energy conservation property
and renewable energy source equipment to be carried over to sub-
sequent taxable years but not to any taxable year beginning after
1987.

As defined in the regulations, renewable energy source property
includes equipment (and parts solely related to the functioning of
such equipment) necessary to transmit or use energy from a geo-
thermal deposit. A geothermal deposit is defined as a geothermal
reservoir consisting of natural heat, which is from an underground
source and is stored in rocks or in an aqueous liquid or vapor,
having a temperature exceeding 50 degrees Celsius, which is 122
degrees Fahrenheit. The regulations also provide that equipment
which serves both a geothermal function and a nongeothermal
function does not qualify as geothermal energy property. However,
the existence of a backup system designed for use only in the event
of failure of the geothermal energy system would not be disqualify-
ing.

Administration Proposal

The Administration proposal would allow the residential energy
tax credits to expire at the end of 1985, as scheduled under present
law.

Other Proposals

S. 1220
Solar energy property.-S. 1220 (Senator Hatfield and others)

would extend and phase out the tax credit for residential solar re-
newable energy source expenditures. The credit would be phased
out over a 5-year period according to the following schedule:

Taxable year Residential energy tax
credit

198 6 ............................................................................... 3 5 %
1987 ............................................................................... 3 0 %
19 8 8 ............................................................................... 2 5 %
1989 .................................................................... .......... 20 %
19 9 0 ............................................................................... 15 %
1991 and after .................................... 0%

The bill generally retains the $10,000 upper limit for qualified
expenditures, but specifically limits allowable expenditures to
$6,000 for solar hot water systems.

For photovoltaic cells, the energy tax credit would be kept at 40
percent in taxable years before 1991.

Wind energy property.-The wind energy credit would be ex-
tended for 3 years, from 1986 through 1988, at 35, 30 and 25 per-
cent, respectively. This credit would expire after 1988. The credit
would be allowed for wind energy expenditures up to $20,000.

Geothermal energy property.-The credit for geothermal property
would be extended through 1986 at the present 40-percent rate, and
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would decline by .10 percentage points in each of 1987 and 1988. It
would expire at the end of 1988. The bill also amends the definition
of qualifying property in cases where geothermal property is used
with nor'renewable energy: all equipment qualifies when geother-
mal energy provides 80 percent of annual energy use (measured on
a Btu basis); if geothermal energy is the source of more than 50
percent but less than 80 percent, only geothermal energy equip-
ment would qualify.

Energy conservation credit.-The conservation credit would be in-
creased to 25 percent of expenditures of $700 or less, limited to tax-
payers with AGI of $30,000 or less. For married individuals filing
separate returns, AGI for these purposes would be the sum of the
AGI of husband and wife. Storm doors no longer would be eligible
for the credit. These credits would expire after December 31, 1988.

Carryforward of unused credits.-Residential credits that remain
unused after the expiration date for the property involved may be
carried forward for 2 additional years.

S. 1006, S. 409, S. 243
S. 1006 (Senators Kasten and Wallop), S. 409 (Senator Bradley),

and S. 243 (Senator Roth) would allow the residential energy tax
credits to expire at the end of 1985.

S. 1201
S. 1201 (Mrs. Hawkins and others) would phase out the credit for

residential solar property following the same schedule as in S.
1220, and also would limit to $6,000 qualified expenditures for solar
hot water use in a dwelling. In addition, a 40-percent credit would
be provided for photovoltaic cells used solely to provide electricity.
Performance standards would be enacted for qualified solar hot
water systems and active space heating systems.

Analysis and Issues

The Administration argues that the energy credits for conserva-
tion and production are no longer needed because the investments
yielding the greatest conservation gains have been made during
the 8 years the credits have been in effect. At free-market prices it
is argued that adequate incentives for investment in conservation
equipment and nonconventional fuels already exist.

The energy credits have also been criticized as inefficient. For
some energy credit claimants, the credit may be a windfall because
the qualifying property would have been installed even if tax cred-
its were not available.36 Another potential inefficiency is that the
same rate of credit may be available for equipment with different
energy saving capabilities, while systems with the same energy ef-
fectiveness may qualify for different credit rates. Some conserva-
tion expenditures receive no credit if the equipment serves a struc-
tural as well as a conservation purpose (i.e., certain passive solar
equipment). Similar inefficiencies arise because alcohol fuels re-

s H. Craig Peterson, "Survey Analysis of the Impact of Conservation and Solar Tax Credits,"
Final Report, submitted to the National Science Foundation, (July 15, 1982), p. 33. Less than 10
percent of residential credit claimants reported that they probably or definitely would not have
made conservation expenditures if the tax benefits had not been available.

51-229 0 - 86 -- 2
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ceive a larger credit than nonconventional fuels on an equivalent
energy basis (alcohol fuel facilities may qualify for the energy in-
vestment credit, as well). In general, it is argued that a unified in-
centive for production of alternative energy sources and for conser-
vation, such as an oil import tax, would meet any energy security
objectives while avoiding these problems.

The energy credits also have been criticized on equity grounds.
Individuals and firms that have little or no tax liability are unable
to take advantage of most of these credits. Also, the bulk of resi-
dential energy credits have been claimed by middle and upper
income taxpayers. 3 6

On the other hand, proponents of the credits argue that incen-
tives for energy conservation and for production of energy from
sources other than oil and gas are needed in view of the national
security considerations (discussed above in connection with the tax
treatment of production expenditures for oil and gas.) It is further
argued that it would be especially harmful to continue incentives
for oil and gas production, (e.g., expensing of intangible drilling
costs) while discontinuing incentives for conservation and use of al-
ternative energy sources. It is argued that conservation and use of
alternative energy sources may directly and indirectly reduce oil
imports at much less cost than incentives for production of oil and
gas. Further, the problems of inefficiency and redistributional ef-
fects listed above also apply to oil and gas incentives. In any case,
it is possible to adjust for disproportionate use of the credits by any
particular income class by designing the tax rates to take this pat-
tern into account. It is argued that the case for continuing tax in-
centives for conservation and for production of energy from non-oil
and gas sources is as persuasive as the case for tax incentives for oil
and gas production.

2. Business Energy Credits

Present Law and Background

A 15-percent energy credit is allowed through 1985 for solar,
wind, geothermal and ocean thermal property. (The rate was in-
creased from 10 to 15 percent starting in 1980.) Qualified intercity
buses and biomass property are eligible for a 10-percent energy
credit through 1985. Small scale hydroelectric projects are eligible
for an 11-percent credit. Solar, wind and geothermal properties are
defined in the same manner as for the residential solar credits.

Prior to 1983, a general 10-percent investment credit was allowed
for certain energy property in addition to the regular investment
credit. Property eligible for the general 10-percent energy credit in-
cluded alternative energy property, specially defined energy prop-
erty, recycling equipment, shale oil equipment, equipment for pro-
ducing natural gas from geopressured brine, and cogeneration
equipment. The energy credit for most of these types of property
terminated after 1982, except that the credit will be allowed

36 Congressional Research Service, "An Economic Evaluation of Federal Tax Credits for Resi-
dential Energy Conservation," Report No. 82-204E (December 2, 1982).
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through 1990 for long-term projects for which certain affirmative
commitments were made.

Under the affirmative commitment rules, the 10-percent energy
tax credit remains available after 1982 for credits that expired in
1982, if specified requirements are satisfied with respect to quali-
fied property that is part of a project with a normal construction
period of two years or more. The credit is allowed through Decem-
ber 31, 1990, for property that is constructed or acquired after 1982
if (1) all engineering studies on the project were completed, and ap-
plications for all environmental and construction permits required
to commence construction were filed, before 1983, (2) before 1986,
binding contracts are entered into to construct or acquire equip-
ment that is specially designed for the project and which repre-
sents at least 50 percent of the aggregate cost of all such equip-
ment, and (3) the project is completed before January 1, 1991.

Administration Proposal

Under the Administration proposal, the business energy tax
credits would be allowed to expire at the end of 1985. The present
law affirmative commitment rules would continue to apply.

Other Proposals

S. 1220
Under S. 1220 (Senator Hatfield and others), the energy tax cred-

its for solar, wind, geothermal and ocean thermal property would
be extended after 1985, under the following schedule:

Property Credit rate Termination date

Solar property:
Low temperature ........................ 15% Dec. 31, 1990
Other solar ................................... 25% Dec. 31, 1990

Geothermal property ......................... 15% Dec. 31, 1988
W ind property ..................................... 10% Dec. 31, 1987

5% Dec. 31, 1988
Ocean thermal property .................... 15% Dec. 31, 1990
Biomass property ............................... 15% Dec. 31, 1987

10% Dec. 31, 1988

For the most part, these credits would be extended at the present
law rate of tax credit. Solar property, other than low temperature,
would receive a 25-percent credit instead of 15 percent, and it
would consist of property to generate electricity, provide solar proc-
ess heat, or provide hot water at a temperature more than 300 de-
grees Fahrenheit.

The credit for wind energy property would be phased down
during the 3-year extension period.

In a mixed use geothermal energy situation, all energy property
qualifies for the alternative energy property tax credit, if geother-
mal sources provide 50 percent of the energy used and the remain-
der is supplied from an alternate substance. When the other source
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does not use an alternate substance, the property would qualify for
the credit to the proportionate use of geothermal energy. If geo-
thermal energy supplies less than 50 percent of the energy, no
property qualifies for the credit.

The definition of biomass property would be expanded to include
(1) any synthetic gaseous fuel produced from wood and (2) methane-
containing gas for fuel or electricity produced by anaerobic diges-
tion from nonfossil waste materials at farms or other agricultural
facilities which include processing of agricultural products.

Affirmative commitment rules would be modified with respect to
certain long-term energy projects relating to solar energy and geo-
thermal energy properties. If these properties meet the modified af-
firmative commitment rules, they would qualify for the credit over
a longer period. In certain prescribed circumstances, a longer
period would be made available also for certain hydroelectric
projects.

The energy tax credits for intercity buses and small scale hydro-
electric generating property would be allowed to expire after De-
cember 31, 1985.

S. 1201
S. 1201 (Mrs. Hawkins and others) would extend the energy tax

credit for solar property as does S. 1220.

S. 1006 and S. 409
Under S. 1006 (Senators Kasten and Wallop) and S. 409 (Senator

Bradley) the business energy tax credits would be repealed as part
of repeal of the general investment tax credit.

Analysis and Issues

The issues with respect to business renewable energy tax credits
fundamentally are the same as those with respect to residential
credits, namely, whether the credits have been available for a suffi-
ciently long period of time to encourage production and sales at ef-
ficient, self-sustaining levels, and if such production levels have not
been reached, whether those levels will be attained solely because a
tax credit is available.

3. Alternative Fuels Production Credits

Present Law

A tax credit is provided for the domestic production and sale of
qualified fuels to unrelated persons. The credit applies to such fuels
produced and sold from (1) facilities placed in service after Decem-
ber 31, 1979, and before January 1, 1990, or (2) wells drilled after
December 31, 1979, and before January 1, 1990, on properties
which first begin production after December 31, 1979. Qualifying
fuels may be sold at any time after December 31, 1979, and before
January 1, 2001.

The credit equals $3 for each 5.8 million Btu's of energy. (One
barrel of crude oil contains approximately 5.8 million Btu's.) All
Btu measurements must be made without regard to any Btu's at-
tributable to materials or energy sources other than the qualified
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fuel. Except for gas produced from a tight formation, the $3
amount is indexed for post-1979 increases in the GNP deflator.

The credit phases out as the annual average wellhead price of
uncontrolled domestic oil rises from $23.50 to $29.50 a barrel
($32.10 and $40.30, respectively, in terms of 1984 prices). The phase-
out range is adjusted for post-1979 changes in the GNP deflator.

The credit is available for production and sale of the following
fuels:

(1) Oil produced from shale and tar sands;
(2) Gas produced from geopressured brine, Devonian shale, coal

seams, or a tight formation;
(3) Gas produced from biomass;
(4) Liquid, gaseous, or solid synthetic fuel (including alcohol) pro-

duced from coal (including ignite), including such fuels when used
as feedstocks;

(5) Qualifying processed wood fuels; and
(6) Steam from solid agricultural byproducts (not including

timber byproducts).

Administration Proposal

The credits for producing fuels from nonconventional sources
would be terminated after December 31, 1985. However, the credit
would continue for eligible fuel produced from a well drilled, or fa-
cility completed, before January 1, 1986, and sold before January 1,
1990.

Other Proposals

S. 1006 and S. 409
S. 1006 (Senators Kasten and Wallop) and S. 409 (Senator Brad-

ley) would repeal the credits allowable for producing fuel from a
nonconventional source.

S. 243
Under S. 243 (Senator Roth), no credit for producing fuel from

nonconventional sources would be allowed after December 31, 1984,
to a person other than a subchapter C corporation.

Analysis and Issues

The energy production credits were enacted in 1980 when oil
prices had doubled within a period of one year. Since net imports
were about 37 percent of U.S. petroleum and products in 1980,
there was extensive interest in the United States to encourage de-
velopment and production of alternative energy sources. Produc-
tion of other fuels was to be encouraged by a production credit that
was related to the price of oil, the rate of inflation, and the Btu
content of the fuel relative to that of petroleum.

Since 1981, the price of petroleum has been falling on world mar-
kets reflecting increased production from new sources, conservation
efforts, and industrial fuel switching.

Declining oil prices have squeezed the ability of alternative fuels
to compete with oil because the costs of producing alternative fuels
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has not fallen. Consequently, efforts to produce such fuels profit-
ably have been stymied.

On the one hand, it is argued that it is undesirable to continue
the production credits in view of the present noncompetitive eco-
nomic situation and the prospect that alternative fuels production
will need to be subsidized, possibly for long periods of time. The
needed subsidies may be so large that the credits clearly would be
subsidizing very inefficient sources of energy production. Further,
it is argued that a uniform incentive for conservation and for pro-
duction of alternative energy sources, such as an oil import tax,
would encourage, on an even-handed basis, all alternatives for re-
ducing oil imports.

On the other hand, the credits, no matter now expensive current-
ly, may be viewed as an investment in research and development
for long-term future energy needs. If successful, these could yield
large future benefits.

4. Alcohol Fuels Credit and Related Provisions

Present Law

Alcohol fuels credit
A 60-cents-per-gallon credit is allowed for alcohol used in certain

mixtures of alcohol and gasoline (i.e., gasohol), diesel fuel, or any
special motor fuel if the mixture is sold by the producer for use as
a fuel or is used as a fuel by the producer (sec. 40).-"7 The credit
also is permitted for alcohol (6ther than alcohol used in a mixture
with other taxable fuels) if the alcohol is used by the taxpayer as a
fuel in a trade or business or is sold at retail by the taxpayer and
placed in the fuel tank of the purchaser's vehicle.

The amount of any person's allowable alcohol fuels credit is re-
duced to take into account any benefit received with respect to the
alcohol under the excise tax exemptions for alcohol fuels mixtures
or alcohol fuels.

The credit is scheduled to expire December 31, 1992.

Excise tax exemptions for alcohol fuels mixtures and alcohol fuels

Alcohol fuels mixtures
Present law provides a 6-cents-per-gallon exemption from the

excise taxes on gasoline, diesel fuel, and special motor fuels for
fuels consisting of mixtures of any of those fuels with at least 10-
percent alcohol (secs. 4041, 4081, and 6427).38 (This is equivalent to
60 cents per gallon of alcohol in a 10-percent mixture.) The term
alcohol is defined to include only alcohol derived from a source
other than petroleum, natural gfis, or coal. This exemption is
scheduled to expire December 31, 1992.

37 The Deficit Reduction Act of 1984 (P.L. 98-369) increased the credit from 50 cents to 60
cents per gallon, effective January 1, 1985.

3S The Deficit Reduction Act of 1984 (P.L. 98-369) increased the exemption from 5 cents to 6
cents per gallon, effective January 1, 1985.
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Alcohol fuels
Present law provides a 9-cents-per-gallon exemption from the

excise tax on special motor fuels for certain "neat" methanol and
ethanol fuels derived from a source other than petroleum or natu-
ral gas. A 4-1/2-cents-per-gallon exemption is provided for these
fuels when derived from natural gas (sec. 4041).39 "Neat" alcohol
fuels are fuels comprised of at least 85 percent methanol, ethanol,
or other alcohol. This exemption is scheduled to expire December
31, 1992.

Duty on imported alcohol fuels

A 60-cents-per-gallon duty is imposed on alcohol imported into
the United States for use as a fuel (19 U.S.C. 1202).4o

Administration Proposal

After December 31, 1985, the alcohol fuels credit would be avail-
able only for qualified alcohol fuels produced from facilities com-
pleted before January 1, 1986, and sold before January 1, 1993. The
excise tax exemptions would be repealed, effective after December
31, 1985. The duty on alcohol imported for use as a fuel would not
be changed.

Other Proposals

S. 1006 (Senators Kasten and Wallop) and S. 409 (Senator Brad-
ley) would repeal the alcohol fuels credit, but would retain the
excise tax exemptions and the import duty.

Analysis

Proponents of the alcohol fuels credit and excise tax exemptions
suggest that these incentives are necessary to encourage develop-
ment of viable alternatives to petroleum fuels. Proponents point to
the United States dependence on imported oil and to actions by
other countries disrupting international markets in recent years.
Proponents argue that development of a domestic alternative fuels
industry is essential to national security.

Opponents of these incentives suggest that the incentives are in-
efficient and further that they are unnecessary subsidies ini light of
current world oil market conditions. Opponents point out, for ex-
ample, that the 60-cents-per-gallon alcohol fuels credit and the
equivalent subsidy provided by the alcohol fuels excise tax exemp-
tion produce a Federal Government subsidy equal to $25.20 per
barrel of oil equivalent.

"9 This 4V/2-cent-per-gallon exemption was enacted in the Deficit Reduction Act of 1984, effec-
tive January 1, 1985.

40 The Deficit Reduction Act of 1984 (P L. 98-369) increased the duty from 50 cents per gallon,
effective January 1, 1985.
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a tme n t,,- na u to Dave ju rt' rgho,(rz

Hearing on tLhe Impact of Taxation on National Energy Policy

June 21, 1985

I want to congratulate you, Mr. Chairman, for holding

this hearing today. From looking over the witness list, I

can see that we will hear from every side on the impact tax

law has on domestic policy and national security. I think

this is going to be an excellent hearing, the topic is timely

and I believe the debate will be good.

The tax code historically has been used to encourage

certain activities. The tax code provides a host of incentives

intended to increase energy development, including oil, gas,

coal, synthetic fuels, powerplant const-ruction, renewable

resources and efficiency. Several other incentives are

well utilized by the conventional energy industry -- such as

the investment tax credit, accelerated depreciation, and the

foreign tax allowance.

Treasury I eliminated all of these incentives or subsidies.

Treasury 1!, however, modified Treasury I and retained incentives

for some segments of the energy industry. These incentives

remained because "any reduction would increase the country's

dupedence on foreign energy, exacerbate the problem of the

trade deficit, and again make the U.S. vulnerable to concerted

political oi market action by to:ol in onerqy producers."
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Treasury IT eliminates the energy investment tax credit

for alternative and renewable energy resources. Their rationale

is that since tax credits were enacted during oil and gas price

controls, and we rio longer have these controls, we no longer

need to provide incentives to encourage the development of

alternative energy. I don't agree.

The Administration's energy policy is centered around one

simple goal -- to assure an adequate supply of energy at a

reasonable cost, and the market determines what is reasonable.

But they contradict themselves. In the name of national security,

the Administration is willing to use the tax code, not the market

place, to minimize an energy disruption by encouraging domestic

production of oil and gas, which are nonrenewable energy resources.

At the same time, the Administration leaves it up to the market

to courage renewable energy resource development.

Minnesota is at the end of the oil and gas pipelines. I

remember what happened in 1973 and 1979. And I firmly believe

a strong, secure and sound energy future rests on a balanced

energy resource base.

In evaluaating the tax reform proposals nowbefore us, I have

onIy one point to make. If we are going to use the tax code to

encourage certain types of energy activities in the name of

national security, we ougat to use the tax code to encourage other

type:n of energy activities in the name of national security.

What's good lor the joose ought to be good for the j)ander.

Thaliuk '(1i, MI . C111i t man.
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Senator WALLOP. Good morning.
I have an overpowering urge to suggest that we shut it all down

in here and go out on the lawn. It's almost a Wyoming kind of day,
isn't it? That may be partly an explanation for why I am 5 minutes
late, as I decided to walk back from the Capitol instead of ride un-
derground.

I really would like to welcome most sincerely all of the witnesses
who have taken the time to come to testify before this subcommit-
tee, which intends to explore in far too short a period the impact of
taxation on national energy policy.

Once again recent events-recent and tragic events-in the
Middle East draw attention to America's vulnerability to unpre-
dictable acts of terrorism, as well as the ongoing uncertainty and
instability in that area which fuels much of the industrialized
world.

We all seem to think that we have hit a new millennia where oil
will always gush, gas will always flow, and dreams of tomorrow
need not be troubled by thoughts that are in fact troublesome.

But again, events such as these should focus our attention on bol-
stering our own domestic energy resources, both finite and renew-
able, and to really plan for a secure energy future.

I am one who is totally persuaded that, after 8 years in Congress
and in spite an energy crisis in 1979, this country is simply not ca-
pable of finding a convenient time to make energy resource plans.
When it is like it is now, who needs to be bothered? There are
other troublesome situations on the horizon, like it was in 1979.
Someone could blame political pursuit yet, the blame can also be
placed in never looking homeward to where the responsibility ulti-
mately lies, and that is in the leadership of a country which re-
fuses to come to grips with the reality of the world in which we
live.

This hearing was not designed to specifically dissect the various
energy-related aspects of the President's plan or the several other
tax reform plans floating about, although such discussions will be
very welcome. It is intended, however, to provide intellectual fuel
and hopefully some fire to exploring the relationship-good or bad,
true or false-that may or may not exist between adjustments in
the Tax Code and the impact on our country's energy security,
energy planning, energy exploration, energy development, and
energy production, a reliance on energy products that are import-
ed, and the development of alternative fuel sources.

It is my intention to start establishing a record on tax policy and
its impact on our country's energy industries, and ultimately upon
our energy security. Then, as we tip-toe down the tax-reform alley,
we will be in a better place to frame those difficult decisions
around the choices of energy independence, dependence, or indiffer-
ence.

Chief Justice Marshall once observed that the power to tax in-
volved the power to destroy. As we move closer towards exploring
various tax reform options, I do hope we will exercise another eco-
nomic power at our disposal, our power to create rather than de-
stroy.

Now, it is my understanding that Senator Weicker will not be
here to present his testimony, so then we will move directly on to
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my friend and our Secretary of Energy, the Honorable John Her-
rington.

STATEMENT OF THE HON. JOHN S. HERRINGTON, SECRETARY,
DEPARTMENT OF ENERGY, ACCOMPANIED BY DONNA FITZPAT-
RICK AND STEVE HEROD
Secretary HERRINGTON. Mr. Chairman, I would like to start out

by saying that I have looked at the selection of witnesses that you
have for this hearing, and I find it very impressive. I hope that we
from the Energy Department will be able to add to the cumulative
knowledge that you will be getting from this hearing. But I con-
gratulate you on assembling an outstanding group of energy ex-
perts on a very difficult subject.

First of all, I have a written statement that I would appreciate
having included in the record, if I could. I do have some brief open-
ing remarks.

Senator WALLOP. By all means, Mr. Secretary. Thank you.
Secretary HERRINGTON. If I could introduce first seated to my

right is Donna Fitzpatrick, Assistant Secretary of Energy, Acting
at this time, although her name is proceeding for confirmation, for
Conservation and Renewable Energy.

On my left, if I could introduce Steve Herod, who is Director of
Coal and Electricity Policy for the Department of Energy.

To analyze the impact of the President's tax reform proposal on
the Nation's energy resources, we have to keep in mind that Amer-
ica's energy economy is comprised of several -different sectors, each
with a unique set of attributes, and each uniquely affected by the
President's tax plan.

Roughly, there are two types of energy sectors-those involved in
natural resource recovery, and I refer particularly to the oil and
gas industries, and those involved in what we call "energy conver-
sion," particularly capital-intensive electricity and renewable-re-
source industries. The coal industry is somewhat of a hybrid, in
that it's a resource-recovery industry, but it is also capital-inten-
sive, and particularly in the West.

The U.S. Tax Code has always played an important role in the
development of our natural resource recovery industries. Depletion
allowances and expensing of intangible drilling costs and dry hole
costs have provided incentives to find and develop our domestic
energy resources.

Before these incentives are eliminated, we must carefully consid-
er the costs of increasing our reliance upon potentially insecure
foreign energy sources.

The tax impact is different for conversion industries, which are
capital intensive. Whether you produce electricity through coal,
through nuclear power or emerging technologies, you have a very
capital-intensive situation, and the provisions in the tax code that
apply to this capital formation have a substantial impact on these
particular industries. For the sake of clarity, I would like to take
them one at a time.

First, the oil and gas industry. Since 1981, we have stressed the
primary role of a free market in determining the supply and allo-
cation of oil and natural gas in our economy. Removal of price and
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allocation controls on crude oil and petroleum products and partial
decontrol of natural gas have resulted in increased production of
domestic oil and gas and lower prices to consumers.

We recognize, of course, that the Federal income tax provisions
are going to have some effects on the production of energy; and
therefore, we support the tax policies that minimize these effects.

For oil and natural gas industries, the President's tax reform
proposal retains those existing tax incentives necessary to main-
tain our energy security, our strength, and our independence, while
at the same time establishing greater tax neutrality. Efficient tax
incentives for domestic production of oil and gas have been re-
tained, while other benefits have been reduced to enhance tax sim-
plification and tax fairness.

One aspect of the President's plan that will affect oil and gas
producers is the phaseout over 5 years of percentage depletion for
nonstripper wells. Under the President's plan, percentage depletion
is going to be retained or be proposed to be retained only for the
working interest in stripper wells owned by independents. While
these wells produce, on average, less than three barrels of oil per
day, they account for nearly 10 percent of our domestic oil supply
and production. The repeal of the percentage depletion could
reduce their profitability and lead to an early abandonment. This
could lead to increased dependence on foreign oil.

The treatment of intangible drilling costs (IDC's) is another im-
plicit incentive for oil and gas drilling. We favor maintaining the
current tax treatment of IDC's, because their elimination would
cause a substantial decline in the exploration and drilling neces-
sary to sustain futur- 'il and gas production.

We estimate that the overall impact on the oil and gas industries
from the President's proposal would be a moderate increase in the
tax burden. We must remember that the effects of the repeal of the
percentage depletion allowances and the elimination of the invest-
ment tax credit would be offset somewhat by the reduced corporate
tax rate and the indexing of the basis for depreciation and cost de-
pletion.

Under the President's plan, we believe that the effective tax rate
for drilling and exploration will be lower for integrated oil compa-
nies and slightly higher for independents. We estimate the average
effective tax rate on exploration and drilling activities will remain
the same or even decline slightly, thus maintaining our energy se-
curity.

In the near term, 1986 through 1992, the tax plan may cause a
small reduction in domestic oil and gas production, our models
show us, of up to 130,000-barrels of oil per day or about 1 percent
of oil production in this country. This effect would diminish as the
industry adjusts to the new tax provisions. In the long term, 1995
and beyond, the President's proposal would have no measurable
effect on U.S. oil and gas production.

Turning, if I could, to the coal industry. In considering the
impact of the President's proposal on the coal industry, we have to
bear in mind two key points: First, because of differences in mining
techniques, mine size, and resource geology, different mining com-
panies will be affected in different ways, to different extents.
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Second, because coal markets are likely to remain relatively soft
into the next decade, there is little likelihood that a significant
number of new mines would be opened for some time even under
current tax policy.

The President's tax plan proposes to phase out percentage deple-
tion for coal, to be replaced with cost depletion. The capital provi-
sions of the tax plan, elimination of the Investment Tax Credit
(ITC), and adoption of the Capital Cost Recovery System (CCRS) de-
preciation schedule also affects the coal industry. The net effect of
these changes is mixed, from our models, for existing mining oper-
ations. Tax liabilities will probably increase for some mines and
probably decrease for others. Our analysis suggests that after-tax
income from existing mines will decrease slightly, primarily due to
cost depletion.

In the long term, as new mines are needed, these changes could
result in higher coal prices, as much as 5 percent at new deep
mines and 7 to 10 percent for new surface mines.

However, excess coal deliverability should substantially mitigate
the effect on coal prices well into the next decade. Moreover, elec-
tric powerplants, the most important coal consumer in our country,
will be helped by the President's proposal and will probably
demand as much coal as they would have under present tax policy.

Speaking of electricity: Because electricity production is the most
capital-intensive enr.irprise in our Nation s economy, there is in-
creasing concern that under current regulation the industry may
not be able or willing to undertake major capital investment.
Should demand for electricity continue to grow, this would be a
major concern. Consequently, from an energy standpoint, it is im-
portant that tax reform preserve adequate incentives to undertake
necessary capital investment in electric generation.

I believe the President's plan does this. Under the President's
plan, the investment tax credit, which has been important to the
power industry, would be repealed. We estimate, however, that the
offsetting effect of the reduced corporate tax rate coupled with the
depreciation treatment offered all electric power assets under the
Capital Cost Recovery System, mitigates the negative impact on
capital formation associated with the repeal of ITCs.

It is interesting to note that I was in Denver last week with the
Edison Electrical Institute, over 2,000 of our electrical producing
executives and officers of companies in this country. They did pass
a resolution at this meeting that they fully support the President's
tax simplification and fairness plan, after weighing the effects of
these proposals on their own industry.

On a national basis, we expect that in the short term the Presi-
dent's plan would significantly reduce overall tax liabilities. It
would reduce electricity prices by as much as 2 to 6 percent, offset-
ting the benefit of lower taxes.

There will be a reduction in cash-flow for the electricity industry.
Fortunately, this reduction comes at a time when the industry's
cash needs will also be declining due to the winding down of cur-
rent construction programs.

Our principal concern in these issues is to ensure that in striving
for equity the new law does not inadvertently disadvantage utility
companies, which are currently bringing new capacity into service.
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Many of the companies about which I am concerned are already
experiencing substantial financial distress caused in large part by
scant internal cash flow and difficulty gaining access to capital
markets. These provisions could create an additional cash-flow
burden on companies least able to cope. Consequently, we are cur-
rently evaluating each of these provisions to determine the extent
of the potential problem.

Turning to conservation and renewables, I would note that a va-
riety of energy tax credits are currently available to stimulate in-
vestment in renewable energy technologies and residential energy
conservation. These credits were enacted during the energy crisis
of the late 1970's, a period of price and allocation controls. The con-
trols had caused oil imports to increase, inhibiting the competitive
forces which would have caused more use of alternative energy
sources. At that time, several renewable energy technologies had
yet to establish themselves as viable economic enterprises.

Virtually all of these tax incentives were established with fixed
expiration dates. Congress recognized that tax subsidies should be a
temporary incentive to develop innovative technologies and not a
permanent subsidy. If considered from an energy perspective alone,_
we believe that some energy tax credits are beneficial under the
current Tax Code. However, the President has addressed the larger
problem of long-overdue reform of our tax system. The success of
tax reform hinges upon the abandonment of special privileges,
however well-intentioned. These tax incentives have too often
become devices for tax avoidance. Taken together, they have made
our tax system excessively complex and unfair.

- The Department recognizes that in the context of the President's
tax proposals it is worthwhile to subordinate total commitment to
increased use of conservation and renewable energy in order to
achieve a healthier and more productive economy. In the long run,
a very strong economy which encourages entrepreneural activity is
the best way to spur new technologies, including renewable energy
technologies.

The overall impact, Mr. Chairman, I believe, of the President's
tax reform plan represents a balanced approach that assures con-
tinued stability, security, and strength in the energy markets. The
plan offers the necessary assurance that exploration and develop-
ment of our scarce domestic oil and natural gas resources will con-
tinue at a pace necessary to protect our national energy security,
and ensure a strong domestic petroleum industry. At the same
time, continuation of the windfall profit tax, loss of the investment
tax credit, and recapture provisions of the CCRS combine to ensure
that these industries will continue to pay a fair share of taxes, par-
ticularly in their capital-intensive refining and transportation oper-
ations.

The President's proposal will also result in lower prices for elec-
tricity consumers, without affecting the overall ability of the elec-
tricity industry to meet future power needs. Coal producers are
likely to see a very small near-term increase in their tax burden.
However, there is a potential for coal prices to rise 5 to 10 percent
in production from new mines.

We do not expect these small increases to have much effect on
electricity prices, or to Interrupt the continuing growth of our Na-
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tion's use of domestic coal. The plan is unlikely to have any sub-
stantial effect on the pace of nationwide energy conservation. It
will, however, affect some renewable technologies. It is a fact of life
that some of those receiving special benefits under the current
system are going to have to give up their benefits to achieve a com-
prehensive tax reform, but we will all benefit from lower taxes,
greater incentives for capital formation, and a more efficient econo-
my where the energy options can compete on their own merits. In
the long run, the President's proposal will be very supportive of
our primary energy policy goal of assuring an adequate supply of
energy at a reasonable cost. It will promote the security and
strength of our energy system's necessary components long-term
economic growth.

Mr. Chairman, in addition to the energy-specific aspects of this
tax proposal, let me reiterate some of the key benefits that all tax-
payers will receive as a result of the President's proposal.

This plan will permit individual Americans to enjoy the lowest
marginal tax rates of any industrialized nation in the world. At the
same time, the maze of deductions, credits, and outright loopholes
currently in the books, items that tend to benefit mainly a few
high-income individuals, will be eliminated. Reducing these special
features will also permit a reduction in the tax burden placed on
low and fixed income Americans.

The President's plan will, for example, replace the present steep-
ly-graded system of 14 different tax rates with a flatter, simpler
three-step design that will allow taxpayers to keep more of each in-
dividual dollar earned. Of those who pay tax, 7 out of 10 will pay at
the maximum rate of 15 percent, and fully 97 percent of all taxpay-
ers will pay no more than 25 cents on the dollars they earn. Only 3
percent of America's families will have to pay at the highest rate,
which is proposed to be 35 percent.

On the corporate side, the President's plan will streamline the
present ad hoc system of deductions in order to set the stage for an
entrepreneural renaissance of small business formation, job cre-
ation, and technological advancement. To further promote business
formation, the President proposes to reduce the maximum corpo-
rate tax rate, currently 46 percent, to 33 percent. Most small corpo-
rations would pay even lower rates. With lower rates, nearly 15
million small businesses which are individual proprietorships or
partnerships can lead the way in creating jobs for all who want to
,,ork.

To marshal more venture capital for more new industries, the
President's plan would lower the maximum rate on capital gains
from 20 to 17.5 percent. The President's plan would cut back on
special preferences that have for too long favored some industries
at the expense of others, by repealing the investment tax credit
and by reforming the depreciation system. However, the incentives
for research and experimentation are going to be preserved.

The net result of the changes to the corporate and individual tax
systems will be improvements in productivity of all capital invest-
ments, increased employment, and increased growth, and, most im-
portant, fairness. The base of taxpayers will be broadened, and for
the first time we will have a chance of gaining access to some of
the $200 billion in underground economy that has grown up.
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In conclusion, Mr. Chairman, every single segment of every
sector of America's energy system will not benefit immediately
from the individual provisions of the President's tax reform propos-
al, although most of them will. Taken out of context, it might seem
that this provision or that provision would hurt some energy
sector; yet, taken as a comprehensive package, there is no doubt
that America's energy position will approve from the enactment of
this tax reform. America's energy security and the economic
strength are closely related; you can't have one without the other.
Tax reform will stimulate the economy, encourage investment, and
promote new technologies. This in turn will help all American
energy sectors.

I believe that tax reform is good for the American energy pic-
ture, and I urge you and other Members of Congress to enact the
President's plan by the end of the year.

Thank you very much, Mr. Chairman.
[Secretary Herrington's written statement follows:]
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INTRODUCTION

Mr. Chairman and Members of the Subcommittee, I am pleased

to appear before you today to discuss the President's plan for

tax reform and its effect on energy.

Our Nation's energy policy is designed around the simple

goal of assuring an adequate supply of energy at a reasonable

cost. The strategies adopted by the Administration for

achievin-ooa --energy policy goal reflect the lessons America

has learned over the past several decades about what has

produced economic growth and prosperity. These strategies are:

o To minimize federal control and involvement in energy

markets while maintaining public health and safety and

environmental quality; and

o To promote a balanced and mixed energy resource system.

These strategies offer the best possible assurance that

individuals and businesses throughout the Nation will have

abundant and affordable energy available when, where, and in

the forms it is needed.
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Tax policy has an important impact on energy markets. The

President's tax simplification initiative supports this basic

energy policy goal while providing the additional benefits of a

tax system which is simple, equitable and consistent with the

national objective of promoting efficient use of resources and

sustained economic growth.

BACKGROUND

Our Nation's energy economy is comprised of several

different sectors, each with a unique set of attributes and

each uniquely affected by the President's tax reform plan.

These various sectors can be roughly divided into two groups:

those that are involved in natural resource recovery,

particular the oil and natural gas industries; and those that

are involved in energy conversion, particulary the capital

intensive electricity and renewable resource industries. The

coal industry is somewhat of a hybrid in that it has attributes

of both a natural resource recovery industry and is capital

intensive, particularly in the Western regions of the country.

This broad classification of the energy industries is helpful

in evaluating the President's tax reform proposal, as it tends

to affect the two classes of energy industries differently.
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For many years, the U.S. tax code has played an important

role in encouraging and supporting the development of our

natural resource recovery industries. Depletion allowances and

expensing of intangible drilling and dry hole costs, for

example, have been used through the years to provide incentives

to explore for and develop our domestic energy resources. In

judging the merits of any tax reform proposal, the substantial

benefits from eliminating special allowances and incentives --

including fairness, simplicity and economic growth -- should be

weighed carefully against the costs of increasing our reliance

on potentially insecure foreign energy sources. It is the

Department's strong belief that the President's tax reform

proposal has struck an appropriate balance between these two

considerations.

Nearly alL conversion industries tend to be capital

intensive. The production of electricity, whether through

conventional means of coal and nuclear power or through

emerging technologies involving renewable resources, generally

recjuires the commitment of substantial amounts of capital.

Electric power production is by far the most capital intensive

enterprise in the Nation's economy. Thus, the provisions in

the existing tax code which apply to capital formation have a

very substantial effect on these industries.
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In order to provide a clear view of the effects of the

President's tax simplification plan on this Nation's energy

economy, each sector will be discussed separately.

OIL AND GAS

Since 1981, federal programs and actions have stressed the

primary role of the free market in determining the production

and allocation of energy in our economy. Removal of price and

allocation controls on crude oil and petroleum products and the

partial removal of controls on natural gas prices have resulted

in increased production of our domestic resources and lower

prices to consumers. Other government regulations and

procedures have been reviewed and modified or withdrawn to

ensure that our abundant energy resources are used wisely and

efficiently. As a result of market-oriented policies, U.S.

energy consumption has declined, domestic energy production has

increased, and our net dependence on foreign supplies of oil

has been sharply reduced. We believe that market forces will

continue to determine the most efficient use of our oil and

natural gas resources and provide consumers with the benefits

of increased competition and lower prices.

The Administration recognizes that federal tax provisions

will have some effects on the production of energy; consistent
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with our overall strategy of minimizing federal control and

involvement in energy markets, we support tax policies that

minimize these effects. Provisions of the U.S. tax code have

long been used to maintain a strong domestic oil and gas

industry by providing special incentives for the exploration,

development and production of oil and natural gas. The

President's tax reform proposal retains only those incentives

that are necessary to maintain our energy security, while at

the sane time eliminating or modifying other tax incentives in

order to promote neutrality in the taxation of the oil and gas

industry, as compared with other industries. As President

Reagan stated in his televised address unveiling "America'. Tax

Plan": "By eliminating ... special preferences] we will go a

long way toward insuring that those who earn tlieir wealth in

the oil industry will be subject to the same taxes as the rest

of us. This is only fair. To continue our drive for energy

independence, the current treatment of the costs of exploring

and drilling for new oil will be maintained." Tax benefits

that provide efficient incentives for domestic production of

oil and natural gas have been retained. Other benefits have

been reduced in order to enhance tax simplification and tax

fairness.
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One aspect of the President's tax reform plan for oil and

gas producers is the phase-out of percentage depletion as a

method of cost recovery. Under current law, royalty owners,

natural gas producers with long-term contracts, and certain

independent producers are allowed to claim percentage depletion

on production of up to 1000 barrels of crude oil per day. By

allowing deductions to be claimed in excess of a taxpayer's

investment, this acts as a general production subsidy.

Moreover, percentage depletion encourages development of

existing properties over exploration for new deposits, and

favors production of more prolific and highly concentrated

deposits as compared with marginal projects.

The President's proposal would phase-out percentage

depletion over a five year period for all but the working

interest in stripper wells owned by independents. While these

wells produce on average less than 3 barrels of oil a day, they

account for nearly 10 percent of our domestic oil production.

Our analysis indicates that the repeal of percentage depletion

for stripper wells could sharply reduce their profitability and

lead to early abandonment. A significant decline in stripper

well production could have the undesirable effect of increasing

our dependence on foreign energy sources.
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The tax treatment of intangible drilling costs (IDC's) is

another incentive for domestic oil and gas drilling.

Intangible drilling costs include amounts paid for labor, fuel,

repairs, and site preparation necessary for the actual

drilling. Under current law, integrated oil and gas producers

may expense 80 percent of intangible driling costs;

independents can elect to expense all of their ICC's.

Intangible drilling costs can represent as much as 75 percent

of the costs necessary to discover and develop oil and gas

reserves and when associated with a successful well, contribute

to the value of the asset over its productive life. A matching

of revenues and expenses would require that IOC's be recovered

over the period of production. Thus the expensing of IOC's

departs from ordinary cost recovery principles and provides an

important benefit to companies that explore for and produce oil

and natural gas.

A change from th-e current treatment of IDCs would be highly

undesirable since it would cause a decline in the exploration

and drilling necessary to sustain future oil and gas

production. Clearly, energy security requires maintenance of

current cost recovery rules for lOCs. The President's proposal

would not change this aspect of current law.
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Overall, we estimate that the oil and gas industry as a

whole will experience a moderate increase in its federal income

tax as a result of repealing percentage depletion and

maintaining expensing of IDC's, along wi-,, the general changes

in corporate taxation undev the President's proposal. This

change in the industry's tax liability will result from the

combined effect of the repeal of depletion allowances, the

elimination of the investment tax credit, and the recapture of

benefits from the lower corporate rate. Our analysis indicates

that any increase in tax liabilities will be small, as certain

"benefits" in the package (the reduced corporate tax rate and

indexing of depreciation and depletion allowances) will nearly

offset the effects of other provisions of the proposal outlined

above.

The additional tax burden, however, will not be distributed

evenly among the various sectors of the oil and gas industry,

or among companies in any particular sector. Integrated oil

companies will experience a lower effective tax rate on

drilling and exploration activities, balanced by a higher

effective rate on their downstream activities. Because they

currently receive somewhat better treatment than integrated

companies, independents will experience a slight increase from

current law in the effective tax rate on exploration ard

drilling. We believe that the industry average effective tax
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rate on exploration and drilling activities will remain stable

or decline slightly, thus preserving -- or perhaps increasing

-- economic incentives to drill and explore for oil and gas

resources.

In the near term, from 1986 to 1992, the tax simplification

plan may cause a small reduction in domestic oil production.

We estimate that in 1988 this effect of the President's tax

reform proposal could be a reduction in oil production of up to

130 thousand barrels per day, with an equivalent effect on

natural gas from what production would be under the current tax

system. This moderate effect would diminish over time as the

industry adjusts to the new tax provisions. Reductions of this

magnitude in the domestic production of oil and natural gas

present little threat to our Nation's energy security.

In the long term, 1995 and beyond, the President's proposal

will have no measurable effect on U.S. oil and natural gas

production. The preservation of incentives to explore for new

deposits and drill new wells will ensure that oil and gas

producers will continue to develop our Nation's natural energy

resources. The Windfall Profit Tax will be phased out between.

1991 and 1993, further eliminating any remaining disincentives

from the loss of percentage depletion allowances and other tax

benefits provided under current law.
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A stable domestic oil and gas industry is an essential

ingredient for a secure America. The President's proposal is-

attuned to this reality and ensures continued development and

production of our oil and natural gas resources.

CONSERVATION AND RENEWABLES

A variety of energy tax credits are currently available to

stimulate investment in renewable energy technologies and

residential energy conservation. These credits were enacted in

the late 1970's, a period of energy crises and government-

imposed price and allocation controls. These controls

increased our dependence on oil imports and inhibited

competitive forces that would otherwise have expanded the use

of alternative energy sources.

Under those circumstances, certain tax incentives may have

been helpful in establishing new energy industries employing

wind, solar, geothermal and biomass technologies. At that

time, several renewable energy technologies had yet to

establish themselves as viable economic enterprises. More

traditional technologies, such as small hydroelectric plants,.

were also stimulated by these tax code provisions. Residential

energy tax credits provided incentives to some homeowners to

install better insulation, weatherstripping, and storm windows
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and doors into older homes. The credits also helped spur the

use of solar hot water heaters by many taxpayers.

Virtually all of these tax *ncentives were established by

Congress with fixed expiration dates. Congress recognized that

tax subsidies should be a temporary incentive to develop

innovative technologies oy providing access to capital markets

and helping firms to establish a track record with which to

attract investors.

It is always difficult to decide when to terminate such

incentives. On the one hand, an argument could be made that

selective extension could further stimulate infant industries

oy providing a broader base on which to grow when the tax

credits are ultimately removed. On the other hand, it is clear

that these tax subsidies, such as the residential credits, have

served their purpose and need not be extended.

If considered from an energy perspective alone, we believe

that under the current tax code some energy tax credits may be

beneficial to particular industries. However, the President

has addressed a larger problem in this long-overdue reform of

our tax system. The success of tax reform hinges upon the

abandonment of special privileges. However well intentioned,

these tax incentives have too often become devices for tax
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avoidance. Taken together, they have made our tax system

excessively complex and unfair.

Market forces have provided the strongest incentives for

energy conservation and the use of renewable energy

technologies. Through a multitude of Federal, state and local

initiatives and programs, the Nation nas supported and nurtured

the conservation and renewable energy technologies. Consumer

behavior, the ongoing Federal commitment to conservation and

renewable energy, and a simpler, fairer tax system together

will provide competitive opportunities for these industries

within the marketplace over the longer term.

COAL

Incentives for coal mining are provided by both the natural

resource extraction and capital provisions of the present tax

code. Our preliminary analysis suggests that after-tax income

of coal mining operations will be decrease by the proposed

phase-out of percentage depletion and repeal of the investment

tax credit, but te increased by the changes in accelerated

depreciation. The likely net effect would be a reduction in

after-tax income.
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In considering the implications of the President's proposal

for the coal industry, however, it is important to bear in mind

two key facts. Fizst, the cost structure of the industry is

quite heterogenous, due principally to differences in mining

technique, mine size, and resource geology. Thus, different

mining companies will be affected in different ways and to

different degrees. Second, both the world and U;S. coal

markets are likely to remain relatively "soft" into the next

decade, as the ability to produce coal will continue to be

greater than the level of demand. There is little likelihood

that a significant number of new mines would be opened for some

time, even under present tax policy.

For existing mining operations, tax liabilities will

probably increase for many mines but may decrease for others,

with the bottom'line for any given mine a function of its

particular cost structure. Our analysis to date suggests that

after-tax income from most existing mines will decrease

slightly, primarily due to the change from percentage to cost

depletion. A mine-mouth price increase of less than 1% might

be required to maintain a constant level of profitability.

In fact, mine-mouth coal prices can be expected to increase

less than this, with some decline in cashflow and

profitability, because the softness in coal markets is likely
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to cause mine operators to absorb part or all of the increase

in tax liabilities. It also seems likely that the proposal

could reduce the incentives for modernization of existing

mines, but we are unable to assess the magnitude of this effect

on mine productivity.

In the long term, as the need to develop new mines emerges,

the changes in depletion allowances and investment tax credits

may result in more significant increases in tax liabilities for

coal mining. If such increases coincide with a tightening of

the coal market, moreover, they seem likely to cause

commensurate increases in coal prices. Our preliminary

estimate is that mine-mouth coal prices for new mines might

increase 5% for deep mines and 7-10% for surface mines. This

could, of course, be offset by technological and other changes

that occur over time. Further, it is possible that the

predominance of more capital-intensive surface mining in the

West might result in a moderate market shift to the advantage

of eastern deep mining. We are as yet unable to estimate the

magnitude or implications of this shift.

The net affect of the President's tax proposal on the coal

industry, then, will mean a higher level of tax liabilities for

both existing and future coal mines, with an eventual price

increase of perhaps 5-10% on coal from new mines, assuming no
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offsetting changes. However, excess coal deliverability should

substantially mitigate the effect on coal prices well into the

next decade. Further, electric utility powerplants, the

dominant source of coal demand, will be helped by the

President's proposal and are therefore not likely to use less

coal than under the existing tax code.

In summary, the President's tax simplification proposal will

not jeopardize our ability to develop our domestic coal

resources in an economically efficient manner, as required to

assure our Nation's continued energy security.

ELECTRICITY

Electricity production is the most capital-intensive

enterprise in our Nation's economy. It takes, for instance,

some %2.50 in assets to produce $1.00 in revenues in this

industry, while other capital-intense industries such as steel

or automobile production require less than $1.00 of assets to

produce $1.00 of revenues.

There is increasing concern that under current regulation

the electric industry may not be able or willing to undertake

major capital investment programs that will be needed should

the recent patterns of electricity demand growth persist.
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Consequently, from an energy standpoint, it is important that

tax reform preserves adequate incentives to undertake necessary

and prudent capital investment. On balance, the President's

plan will not introduce disincentives to capital investment for

this industry.

Many have expressed concern over the President's proposed

elimination of the standard investment tax credit (ITC); a

feature in current tax law which has been of great importance

to our Nation's electric power industry. We estimate, however,

that the offsetting effect of the reduced corporate tax rate,

coupled with the depreciation treatment offered all electric

power assets under the CCRS rules, minimizes the effects on

capital formation associated with repeal of the LTC.

For example, our preliminary estimates indicate that the

life-cycle cost of building and operating a new coal plant will

decline by as much as 5%, while the costs associated with

building and operating a new nuclear facility would remain

approximately unchanged.

Furthermore, on a national average basis, it is expected

that the near-term effects of the tax plan would be a

significant reduction in the industry's overall tax liabilities

and a reduction in electricity prices in the range of 2-6%

51-229 0 - 86 -- 3
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compared to the existing tax law. In the longer term, this

relative reduction in the price of electricity could be more

significant as newer assets shouldering smaller tax burdens

replace those currently in service.

Offsetting this benefit of reduced electricity prices,

however, will be a reduction in c3sh flow for the electric

industry in the years immediately following implementation of

the President's plan. The cash flow reduction will be

significant -- perhaps as high as 10% over the next several

years. This projected reduction in cash flow is caused

primarily by a reduction in deferred taxes resulting from the

lower marginal tax rate in the plan. However, the timing of

this reduced cash flow is fortuitous, since our estimates

indicate that the industry's cash needs will also decline by

several billion dollars over the next several years as current

construction programs wind down.

An important concern is to ensure that in striving for

equity, the new law does not inadvertently punish utility

companies that are currently bringing new capacity into

service. Much of the industry is already experiencing

substantial financial distress caused in large part by scant

internal cash flow and difficulty in gaining access to capital

markets. These provisions could create an additional cash-flow
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burden on companies least able to cope. Consequently, we are

currently evaluating each of these provisions to determine the

extent of the potential problem, if one existed.

In summary, the President's tax reform program is likely to

reduce prices and tax liabilities in the electric power

industry. These benefits would be partially offset by the

effect the proposal will have on the industry's cash flow;

however, based on our analysis to date, we do not believe these

cash flow effects pose an undue burden on the ability or

willingness of the industry to undertake necessary future

capital investment.

SUMMARY

The President's tax reform plan is consistent with our

national energy policy objectives of assuring an adequate

supply of energy at a reasonable cost. Although the plan does

have some negative effects in each energy sector, these impacts

are manageable and otherwise consistent with the plan's overall

goal of achieving greater equity in our Nation's tax system.
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Most importantly, the plan still provides the necessary

incentives to assure that sufficient exploration, development

and capital formation will be undertaken in all energy sectors

to assure that our energy infrastructure will remain a strong

foundation on which we will build economic growth.
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Senator WALLOP. 1 think I detected the artful pen of Treasury, or
something, in there for a little while. I am not quite certain what
Treasury gets to say now, but we will await that.

Let me ask you: What is the "pace" necessary to assure Ameri-
ca s energy security? You said that this would assure us that we
could keep such a pace-what is that pace?

Secretary HERRINGTON. I am not sure I understand what you
mean by the word pace.

Senator WALLOP. Well, that is your word, not mine. I am quoting
from your remarks, that you thought that the overall effect of this
would be sufficient to assure the pace necessary to assure Ameri-
ca's energy security. I assume that you mean the pace of develop-
ment and exploration, but I wanted to ask: What level of pace is
that?

Secretary HERRINGTON. We are in a relatively comfortable period
today. Our energy policy in past years haz gone between periods of
panic and complacency. We are in a period when we can take time
to review what our future plans will be and develop in a compre-
hensive basis a mixed energy base, taking advantage not only of
coal, oil, and gas, but attempting to develop the nuclear option, to
take us through the year 2000.

I think the pace at this point is ripe for the capital formation.
We have demand down, we have done a good job in conservation
and renewables, and I think this is the pace that I am referring to.

Senator WALLOP. Presumably that is a movable feast, in that it
relates to a circumstance as it changes in the world, because it
would clearly not be a pace necessary if we were somehow or an-
other to find ourselves on the threshold-which I don't anticipate-
but if we were to find ourselves on the threshold of another energy
crisis, it would be a totally inadequate pace. Or, if it were to be
that the Soviet Union continues to seduce our European allies with
increased exports only to get them to a degree of dependence which
would cause disruption in the world's energy markets and cut that
off, presumably that pace would not be the same.

How do we anticipate that a little bit? It seems to me that it is
comfortable to say that where we are now is about right-our con-
servation is going well, demand is down-but you see forecasts as
well, from the electricutility industry, for example, that we are
coming in the early 1990's to a significant potential for brownouts,
given the pace of development of the generating capacity that is in
the country now.

Doesn't the tax system relate to that? And mustn't it be that we
anticipate a few of those crises? And if so, how?

Secretary HERRINGTON. Well, I think we are doing that in the
tax proposal that is being made. I have read the predictions of
brownouts that you are making, in geographical areas. I saw pre-
dictions of potential brownouts in the area of Long Island this
summer. It is a totally different problem, in my estimation.

Senator WALLOP. I think in the Southwest as well, talking about
the 1990's.

Secretary HERRINGTON. I think we are making very good strides
in those areas. There is good electrical-generation capacity coming
online. There is a good pipeline under construction, and I think we
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are proceeding at a reasonable pace to provide generating capacity,
as our demand studies show that we should be.

Senator WALLOP. What about the area of oil and gas? EIA esti-
mates that oil and natural gas met 66 percent of total U.S. energy
demand in 1984, only 10 percentage points lower than the 76 per-
cent that petroleum provided a decade earlier before we went
through the two oil shortages. And perhaps of greater concern in
the EIA forecast is belief that the next decade will see our petrole-
um needs decrease by only 5 percent, down to 61 percent, in 1995.

Now, with those figures in mind, doesn't the President's tax plan
contradict its own stated intent of promoting a balanced and mixed
energy resource system by phasing out the percentage depletion for
coal and eliminating energy tax credits for renewable and conser-
vation efforts?

Secretary HERRINGTON. I don't think so. I think the oil and gas
industry, like most of the industries in this country, must come to
the bargaining table if we are going to have true tax fairness and
tax simplification. I think the way the tax plan approaches the oil
and gas industry assures that we will continue to have exploration.

An interesting figure that we had recently: There were 77 quads
of energy used in this country last year. Fifty quads of that 77 were
by oil and gas. It is a major source of our energy today, and we
must keep replacing our reserves. And that is one of the reasons
why we need to keep the intangible drilling costs in this package.

Senator WALLOP. Would you address the issue of coal, their loss
of percentage depletion? Your own statement was that the price of
capital, availability of capital, to the coal industry would be affect-
ed. And I think that is true of the mining industry generally, al-
though we are talking here only about energy.

In an industry that is sick, it seems to me that one of the state-
ments that you made is that you are relying on a soft market
anyway for them to tide themselves over until the other capital re-
covery systems proposed in the President's plan come to work. In
the meantime, what does that say to the increasing level of imports
of coal in a country which ought to have no problem competing
with foreign coal? Aren't we in fact increasing the marketability
and accessibility of our markets to foreign coal with the tax plan as
it is devised?

Secretary HERRINGTON. I think I would have to say yes-we are
looking for a figure. We would say less than a 1-percent decrease.

Senator, I think that one of the things we need to do is increase
the domestic use of coal. There is excess capacity in the coal indus-
try today, but we need to find ways to move from oil and gas into
coal. And we can do that in many ways that don't affect the tax
policy: One, in our efforts of research and development on clean-
coal burning, and in our efforts to help this industry become a
greater percentage of U.S. energy.

Senator WALLOP. But I want at least a reasonable proportion of
domestically produced coal. I am concerned, then, in this interim
period that you establish markets which are created by contracts,
primarily, especially in that industry, to producers of foreign coal.
Is that a concern that the Energy Department has weighed?



67

Secretary HERRINGTON. We have weighed it. Our models show
that there is no significant impact from this tax bill from increased
importation of coal. It is very small.

Senator WALLOP. Senator Bradley?
Senator BRADLEY. Thank you very much--Mr. Chairman. I appre-

ciate the chance, and I welcome Mr. Herrington to the committee.
I would like to just follow up on the Chairman's question. It

seems that there are two contradictory themes running through
your testimony.

The first theme is: The market should allocate resources, and we
should have as few subsidies as possible so that the market can
most efficiently allocate resources. I agree with that. That is,
though, inconsistent with the argument that you want to retain
the subsidies for oil and gas.

The second theme that runs through your testimony is that
energy independence is an important goal that we should strive
for. If that is the case, then Senator Wallop's question is right on
target. A barrel of oil saved in the United States, whether it is
saved by backing out a barrel of foreign oil with renewables or
coal, is as good as an additional barrel of oil produced in the
United States, if your objective is in energy independence. How do
you explain these two contradictions: On the one hand, let the
market allocate resources but continue to selectively subsidize. On
the other hand advocate "energy independence" but not do the
things you need to do, according to your own definition, to obtain
energy independence?

Secretary HERRINGTON. I think there are several points to be
made on the oil and gas contradiction that you think exists here.

No. 1, we do have a large dependence on the oil and gas industry,
which is having diminishing reserves. We need to keep the incen-
tive because of the large dependence on that industry today for fur-
ther exploration.

I think what you have done here is move toward a reasonable
approach tax wise for that industry, in that you have taken away
the depletion, which is a fairly large subsidy. You have left the in-
tangible drilling costs. Depletion has been left for strippers, and
there are 400,000 stripper wells in the country today that produce
either three barrels a day or less. Stripper well production is
owned mainly by independents. So you keep that industry viable.

And then they come to the table with the depletion.
Senator BRADLEY. Just a second Keep what industry viable. In-

dependents?
Secretary HERRINGTON. The independents, who are the main

source of your exploration and drilling. The independents are the
stripper owners. But you keep the royalty owner still able to par-
ticipate in the investment incentive in drilling costs by putting the
working interests still able to take the depletion allowance.

I think there are several reasons why you treat it this way. You
definitely have increased the taxes on the industry; they have par-
ticipated in tax fairness. The overriding issue I think you have in
the oil and gas is the national security issue, because of our de-
pendence.

I stated a minute ago that over two-thirds of our energy in this
country is generated by oil and gas, 50 quads last year. It is a na-
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tional security issue. This industry has to stay viable and able to
keep up their exploration activities. So I don't see a contradiction
in that, between the others, if you compare that to some of the
other industries that are losing some of the tax benefits.

Senator BRADLEY. Right.
Secretary HERRINGTON. For instance, we stated the renewables

would have a problem with capital formation. Renewables only
contributed 6 quads compared to the 50 from the oil and gas.

Senator BRADLEY. Right.
Well, I want to get to your national security argument, because

that is at the core of the energy independence point; but let's get
back to the market. Why isn't price a pretty good indication of
where you should put your investment?

Secretary HERRINGTON. I think it is.
Senator BRADLEY. Well then, why don't you want the market

price as opposed to a price that is distorted by subsidies? Perhaps
the reason is that you simply want to subsidize this industry, and
you then put yourself in the position of saying that you have to
subsidize it, even though it runs against the philosophy of the ad-
ministration, because you have a national security argument. That
is one possibility. I can think of another reason why you might
want to subsidize this industry, but I won't offer that here. So what
is your view?

Secretary HERRINGTON. Well, I don't think it is debatable that, if
you took away the depletion for stripper wells, you would close
most of the stripper wells in the country. I can't think of anybody
who would want to do that in this country; I think it would be very
shortsighted.

The question you have to face and we have to face is how do you
keep stripper wells open? You leave that depletion in effect for
them.

What other methods could be proposed for encouraging contin-
ued oil and gas exploration during the period of the 1980's and
1990's while we are learning to burn our coal cleanly and while we
are learning to accept nuclear power as a valid option?

Senator BRADLEY. Well, let's say that computer prices drop, as oil
prices have dropped in the last couple of years. So the computer
industry comes to us and says, "You know, what we need is a big
tax subsidy; otherwise, we are not going to be able to produce com-
puters, and it is going to be a national security question." Would
you advise us to subsidize the computer industry?

Secretary HERRINGTON. No. 1, there are tremendous differences
between the computer industry and the oil and gas industry.

Senator BRADLEY. Many people argue that the health of the com-
puter industry is very important for our economic security. And
when we talk about oil supply disruptions and price hikes, what
we're really talking about is economics. Oil presents us with a na-
tional security problem because if there is a supply disruption, the
price rises steeply and that can have a severely depressing effect
on economic growth, as we saw in the seventies. What we need are
policies and programs that will mitigate the adverse effects of their
price increases on our economy. I still say that buffer stocks are
the most efficient way to do that.
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Secretary HERRINGTON. Big differences. You have many, many
companies in that particular industry. You have a whole plethora
of technologies-software and hardware. You have many people
competing for one purpose.

Oil and gas industry technology is fairly well known; reserves
are hard to find; it is very capital-intensive as far as getting invest-
ment capital, whereas your computer industry does not have that
particular problem. I don't see any comparison between the two,
frankly. I think you can draw comparisons between other indus-
tries that would be closer.

Senator BRADLEY. Well, what would they be?
Secretary HERRINGTON. I would only be speculating, but I think

on a national security basis you might want to look at the industry
for steel plating, for instance. Steel plating is a hard commodity to
come by, and it's difficult to produce. Certain companies can do it.
And you would not want to ruin your industrial base in steel plat-
ing. And there are some other industries.

Senator BRADLEY. I was trying to keep the national security ar-
gument separate from the market argument.

Secretary HERRINGTON. I think that is the overriding argument
that is being made, and I think it is a valid argument.

Senator BRADLEY. OK. Let me offer another perspective on that.
Is your argument basically the following: Unless we subsidize the
oil industry we are not going to have enough domestic oil, and we
will be more dependent on foreign oil. Which is bad form a nation-
al security standpoint. Is that the argument?

Secretary HERRINGTON. I think, partially.
Senator BRADLEY. Again, Senator Wallop's question: If your goal

is energy independence, what is the difference between another
source of energy or conservation that backs out a barrel of foreign
oil and an extra barrel of domestic oil which also displaces a barrel
of foreign oil? What is the difference?

Secretary HERRINGTON. I think the difference as I see it is the
magnitude that you are dependent on each of the various technol-
ogies. We have a fairly large dependence on oil and gas today.
Some of the other technologies are, number one, not capable of pro-
ducing the huge needs that we have in this country, either because
they haven't been developed to a certain level in the commercial-
ization of them, or perhaps they are not suited for nationwide use.

I think for the long-term energy strength of this country, you
have to proceed on three fronts. No. 1, 1 think a concerted effort,
not only by thd Government but by private industry, has to be
made to learn to burn coal cleanly. That is the No. 1 national
policy that we need to do.

Senator BRADLEY. Yet you say we don't need to subsidize coal; we
can eliminate that depletion allowance. That depletion allowance
doesn't encourage any kind of additional coal production that backs
out a barrel of oil. That is your point of view?

Secretary HERRINGTON. One of the things today, Senator, that we
don't need is increased coal production; we need increased coal con-
sumption in this country. We have a comfortable production at this
time of coal. With oil, that is not the case. Also, with gas that is
not the case. But that is the No. 1 priority that I see.
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No. 2, moving forward on a multiple-phased national policy, we
need to develop the nuclear power option in this country, to learn
how to safely and economically use nuclear power, and to change
the public's perception of nuclear power as a generating source.

No. 3, conservation and efficiency. We have to have conservation,
and we must learn to be more efficient.

I think on those three you have formed a national energy policy.
Senator BRADLEY. And all three of those do not need subsidies,

right?
Secretary HERRINGTON. I think that is correct.
Senator BRADLEY. But oil does need a subsidy?
Secretary HERRINGTON. As the status of the industry is today, I

would say the proposals that are being put forward in this tax bill
are reasonable, they require increased tax burden of the industy,
and they give you the maximum flexibility.

Senator WALLOP. Mr. Secretary, there is an argument whether
an IDC is a subsidy or merely the means by which others in Amer-
ica expense, depending on their business. And I think I would not
want to see you, or would hope that you would not, think that that
was a subsidy as Secretary of Energy, but that it was an expensing
concept and that it is similar to what is afforded to all the R&D
industries.

Secretary HERRINGTON. Thank you. I have carefully not used the
word subsidy, because I do not agree with that principle that it is a
subsidy. I know the argument is out there, but I don t accept that.

Senator BRADLEY. Mr. Herrington, do you know the history of
the oil depletion allowance?

Secretary HERRINGTON. Well, I am sure there are others who
know more than I do about it. In the 1960's in law school we
learned, in basic depletion tax law, that there was a 27.5 percent
depletion allowance for minerals and oil, and I have watched it
progress through the years. In 1975, when the majors were taken
out, it was reduced down to the current levels of 15 percent. I know
the theory behind it.

Senator BRADLEY. Well, this history-I mean, we have had it a
long time. And it was proposed first in 1918. And the argument for
it was that we needed oil to win World War I, and therefore we
had to provide this incentive. It was passed in 1919, after the war
was over, and it has stayed in the code throughout the last 50-60
years. And as people began to look at it, they began to question it.
And instead of eliminating it, because its first purpose was no
longer needed, you have simply added those depletable assets; so
that now you don't just have oil or coal, but you have got puniice,
sand, clay used in certain flower pots, oyster shells. The point is,
once something gets in the code, for what was apparently a good
reason at the beginning, it becomes religion, and it is never ques-
tioned.

My only point is, if your goal is energy independence-and I
would question that as a goal. But if your goal is energy independ-
ence, I don't see much difference between backing out oil with
some other form of conservation or other energy source and back-
ing out oil by an additional barrel of production, with one excep-
tion: The difference between those two is, if you conserve or if you
do coal or you do nuclear or you do some other, you are developing
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another energy source. If you say you just want to produce an addi-
tional barrel of oil, you are draining America first.

So, the argument could almost be flipped on its head here. And
to the contrary, by providing these kinds of subsidies, you are head-
ing down the road where you not only do not have the most effi-
cient allocation of resources but you drain America first.

Secretary HERRINGTON. I think I could say several things. One,
you need to pursue on all fronts. We have lots of sources of energy.
We need to develop the ones that have the most promise.

I am glad to hear you say that depletion needs to come out, be-
cause we are proposing to take depletion out with the exception of
stripper wells.

Senator BRADLEY. Almost all of it.
Secretary HERRINGTON. Almost all of it.
Senator BRADLEY. Those three barrels a day-that is essential for

our national security.
Secretary HERRINGTON. But I think you would agree with me

that, if you do not allow the depletion for the stripper wells, you
will automatically shut them down. And it is quite a lot of the pro-
duction. That is 10 percent of our production that would automati-
cally shut. I don't think that is arguable.

Senator BRADLEY. Not at all, no matter what the price is.
- Secretary HERRINGTON. The other point is, I won't argue on why

depletion was set up; maybe it was to win World War I. I wasn't
here.

Senator BRADLEY. I wasn't either. [Laughter.]
Secretary HERRINGTON. The theory behind depletable assets was,

you were taking something away and using it and you are not re-
plenishing it, just like depreciation. I can see the theory behind it,
and I think it is good, sound economic policy in some cases.

Senator BRADLEY. Thank you.
Senator WALLOP. Thank you, Senator Bradley, and thank you,

Mr. Secretary. I assume that over the course of time there will be
questions in the area you discussed concerning cash flow problems
that would affect the electrical producing energy, and the studies
that you were going to make on that subject. I hope you will be
quick to inform this committee of those effects and any changes
that you might suggest be made to ameliorate those.

Secretary HERRINGTON. Sir, I think one of our obligations is to
monitor this thing on an ongoing basis and give you as much infor-
mation as we have, so that you can make your decisions here. But
we will continue to provide you any information that we have.

Senator WALLOP. Thank you very much, and I appreciate your
presence here today.

The next witness is the Honorable Dr. Fred Ikle, Undersecretary
of Defense for Policy, Department of Defense, who will be accompa-
nied by the Deputy Director for Energy Programs Mr. Jeffrey
Jones.

Good morning, Mr. Secretary. I appreciate your coming, and your
willingness to come this morning.
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STATEMENT OF DR. FRED C. IKLE, UNDER SECRETARY OF DE-
FENSE FOR POLICY, DEPARTMENT OF DEFENSE, ACCOMPANIED
BY JEFFREY JONES
Dr. IKLE. Thank you, Mr. Chairman. I thank you for the invita-

tion to appear before your committee to address the Department of
Defense views on energy security.

I will not address alternative energy tax policies. Secretary Her-
rington has provided you with the administration view on that sub-
ject.

I would like to focus my comments on defense requirements for
petroleum products, and on some of the challenges which we face
in assuring adequate supply of petroleum for national security in
time of emergency or war.

The Defense Department is the world's largest single consumer
of petroleum products. DOD consumes half a million barrels per
day, at an annual cost of about $7 billion. But during an emergency
this demand could increase as much as three or fourfold.

DOD's worldwide procurement, distribution, and storage system
is equivalent in size to some of the largest private oil companies. In
DOD we hold over $4.5 billion worth of petroleum products in in-
ventory both for peacetime and initial wartime operations, at some
200 wholesale and many hundreds of retail storage points.

During the early stages of an emergency, requiring mobilization
of our forces, the petroleum consumption of course would increase
quickly; hence, we hold a large portion of our stocks as war re-
serves.

Because DOD is such a large consumer, we are dependent on a
continuous supply, a continuous flow, of petroleum products. Our
management of the supply has improved-we made a major effort
in the last 4 years. This has resulted in improving efficiency, but it
has also improved because of the soft market conditions, of course.

We have reduced DOD fuel consumption by increasing fuel effi-
ciency in our systems. As a result, what traditional things we could
do with conservation, or call it efficiency, in time of emergency is
more limited now.

Three requirements for ensuring fuel supply for our national se-
curity must be kept in mind. First, you have to continue to support
a strong domestic petroleum industry to have a continuing flow of
fuel, petroleum. The soft oil market, as you discussed just now, and
the overcapacity worldwide create diverse pressures on the domes-
tic oil exploration and production industry. So our energy policy is
to recognize the need for continued domestic exploration and devel-
opment of energy supplies to decrease dependence on foreign sup-
plies. But this objective, of course, has to be balanced with our goal
of maximizing economic efficiency by allowing markets to deter-
mine the course of energy supply and demand-a difficult balance.

Second, we must maintain the refining capacity adequate to sup-
port national security needs. Our Armed Forces obviously need pe-
troleum products, not crude oil. In this regard, we in DOD look for-
ward to the completion of the study by the National Petroleum
Council on the domestic refining industry. This study will address
the likely impact of future imports of refined oil products from new
refining capacity in the Middle East and elsewhere. And we also
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are participating in the interagency study of the trade aspects of
oil products and petrochemical imports which is chaired by the
U.S. Trade Representative.

Third, we must attend to energy emergency preparedness, special
measures for DOD supportive of our needs. The key measure here
has been the development of the large strategic petroleum reserve,
the SPR. It not only provides some 430 million barrels now of crude
oil for use in times of emergency, but it can also have a calming
effect on markets during a time of uncertainty such as the recent
attacks on the tankers in the Persian Gulf.

And we recognize the contribution in DOD that the fiscal year
-1986 moratorium on SPR fill can make to reducing the Federal def-
icit. Yet, seen in light of emergency preparedness, the SPR fill
should resume as soon as practical from a budgetary standpoint.

A further useful element in energy preparedness is the interna-
tional energy program, through our U.S. participation in the Inter-
national Energy Agency. which gives us a forum to coordinate
energy preparedness in a crisis with our allies.

Under probable emergency situations, our first response to a pe-
troleum supply disruption in DOD would be to draw on our peace-
time stocks. These stocks, though, are small, equivalent to less
than 2 month's consumption. Therefore, we would then be forced to
rely on extraordinai- procurement authority provided last year by
Congress. This authority, you may recall, allows us better to com-
pete in the commercial marketplace by avoiding various regula-
tions and normal contracting procedures.

Further, an agreement with the Department of Energy and can-
cellation clauses in Naval Petroleum Reserve contracts would allow

- DOD to claim up to 100,000 barrels per day from Naval Petroleum
Reserve production, to exchange for petroleum products. And then,
under the SPR drawdown plan, Defense could ask DOE to direct
sales to DOD's suppliers for up to 10 percent of any given draw-
down volume.

Now, if the emergency should deteriorate further, the President
could, of course, invoke the Defense Production Act, which would
then enable DOD, through the Department of Energy, to impose
mandatory allocation for defense consumption.

And as an absolute last resort, the Defense Department could
draw on its war reserve stocks. Drawing on war reserves is risky,
in that it reduces both the readiness and sustainability of our mili-
tary forces.

I hope this brief discussion has provided some useful information
for you on the relationship between energy policy and national se-
curity in our emergency needs.

I would be pleased to respond to your questions, Mr. Chairman.
Senator WALLOP. Good. Thank you. It does add to the discussion,

and it tends to indicate that, no matter wbat one devotes to the
free market economy and the national interests of the country,
there has to be some manipulation in order to provide for survival.

[The statement of Dr. Ikle and Jeffrey Jones follows:]
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STATEMENT OF

DR. FRED C. IKLE

UNDER SECRETARY OF DEFENSE FOR POLICY

before the

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

SENATE COMMITTEE ON FINANCE

JUNE 21, 1985

Thank you for the invitation to appear before the

Subcommittee today to talk about the Department of Defense's

views on energy security. I will not address specific issues

concerning alternative energy tax policies as Secretary of

Energy Herrington has provided you with the Administration's

views on this subject. I would like to focus my comments on

DefensQ requirements for petroleum products and some of the

challenges-which face us in assuring an adequate supply of

petroleum for national security.

The Department of Defense is the world's largest single

consumer of petroleum products. DOD consumes about 500,000

barrels per day at. an annual cost of about $7 billion. Table I

(on the next page) shows DOD demand for petroleum by fuel and by

region for fiscal year 1984. During an emergency, this demand

could increase as much as 3 or 4 times this peacetime level.
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TABLE 1.
DEFENSE PETROLEUM PRODUCT DEMAND

(Fiscal Year 1984 - Thousands of barrels per day)

DEMANDbY REGION

PETROLEUM PRODUCT -TOTAL

DEMAND
PACIFIC EUROPE CONUS'

JET FUEL 47.6 44.6 265.0 357.2

JP-4 32.3 27.1 221.4 280.8

JP-5 15.3 7.1 43.6 66.0

JP-8 0.0 10.4 0.0 10.4

DIESEL FUEL MARINE 35.9 14.2 33.2 83.3

MOTOR GASOLINE 1.9 5.8 10.1 17.8

AVIATION GAS 0.0 0.0 1.1 1.1

DISTILLATE 3.3 5.2 9.9 18.4

FUEL OIL 1.4 8.5 9.0 18.9

RESIDUAL 6.0 4.1 16.4 26.5
TOTAL 96.1 82.4 344.7 523.2

US Supply Source 3.8 12.1 344.7 360.6

SOURCE. Department of Defense
CONUS = Continental United States, Hawaii is included in Pacific.

DOD's worldwide procurement, distribution, and storage

system is equivalent in size to some of the largest private oil

companies. We hold over $4.5 billion of petroleum products in

inventory, both for peacetime use and initial wartime

operations, at some 200 wholesale and many hundreds of retail

storage points. During the early stages of an emergency

requiring mobilization of military forces, our petroleum

-onsumptiun would increase quickly. Thus, we hold a large

portion of our stocks as war reserves to support the early



76

demands of mobilization or war until resupply can be

established.

Because we are such a relatively large consumer, DOD is

dependent on a continuous supply of petroleum products. Our

management of supply has improved, both because of the "soft"

market and because of various DOD and other government policies

and programs. We have reduced DOD fuel consumption by

increasing fuel efficiency in systems. Now, our ability to cut

consumption further during a future supply disruption is

extremely limited.

Three requirements for assuring fuel supply for national

security must be kept in mind: First, we must continue to

support a strong and efficient domestic petroleum industry. The

soft oil market and overcapacity worldwide create adverse

pressures on the domestic oil exploration and production

industry. Our energy policy should recognize the need for

continued domestic exploration and development of energy

supplies to avoid undue dependence on foreign supplies. Of

course, this objective must be balanced with our goal of

maximizing economic efficiency by allowing markets to determine

the course of energy supply and demand.

Second, we must maintain a refining industry adequate to
0

support national security needs. Our armed forces need

petroleum products, not crude oil. In this regard, we look
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forward to completion of a study by the National Petroleum

Council study on the domestic refining industry. This study

will address the likely impact of future imports of refined oil

products from new refining capacity in the Middle East and

elsewhere. We are also participating in an interagency study of

the trade aspects of oil product and petrochemical imports,

chaired by the Office of the United States Trade Representative.

Third, we must continue to attend to energy emergency

preparedness. A key measure here has been the development of a

large Strategic Petroleum Reserve. The SPR not only provides

over 470 million barrels of crude oil for use in times of

emergency, but also can have a calming effect on markets during

times of uncertainty, such as the recent attacks on tankers in

the Persian Gulf. DOD recognizes the contribution that the

Fiscal Year 1986 moratorium on SPR fill can make to reducing the

deficit. But seen in light of emergency preparedness, fill

should resume as soon as practical from a budgetary standpoint.

Another important element of energy emergency preparedness is

our commitment to the International Energy Program through US

participation in the International Energy Agency. The IEA

provides a useful forum to coordinate energy emergency

preaparedneso with our allies. Both bilaterally and within the

1EA, the US is working on implementing last year's IEA Governing

Board decision to coordinate -tock drawdown among 1EA member

nations in the event of a supply disruption. We are also
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striving to convince other nations of the benefits of investing

in larger strategic stocks.

Under probable emergency situations, our first response to

a petroleum supply disruption would be to draw on our peacetime

stocks. These stocks are small, however, equivalent to less

than two months' consumption. Therefore, we would then be

forced to rely on extraordinary procurement authority provided

last ycar by the Congress. This authority allows us better to

compete in the com ,ereial marketplace by waiving various

regulations and normal contracting procedures.

Furthermore, an agreement with the Department of Energy and

cancellation clauses in Naval Petroleum Reserve contracts would

allow DOD to claim up to 100.000 barrels per day from NPR

production, to exchange for petroleum products. And, under the

SPR drawdown plan, we could ask DOE to direct sales to DOD

suppliers for ip to 10 percent of any given drawdown volume. We

recognize, however, that. there could be other claimants on the

limited, directed sales under the SPR drawdown plan.

If the emergency should deteriorate further, the President

could invoke the Defense Production Act, which would enable DOD

through the Department of Energy to impose mandatory allocation

for Defense consumption. As an absolute last resort, DOD would

consider drawing down war reserve stocks. Drawing on war
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reserves is risky in that it reduces both the readinessand

sustainability of our military forces.

I hope this discussion has provided some useful information

concerning our views of the relationship between energy policy

and national security. I will be happy to respond to any

questions.
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Statement of Mr. Jeffrey A. Jones

Deputy Director, Energy Programs

Office of the Secretary of Defense

before the

Subcommittee on Agriculture and Energy Taxation

Senate Committee on Finance

June 21, 1985

Mr. Chairman and Members of the Committee:

INTRODUCTION

Thank you for the invitation to appear before the

Subcommittee today to talk about the Department of Defense's

views on energy security. This statement supplements Dr. Ikl4's

statement with additional details regarding DOD's petroleum

systems and emergency management concepts. Because, as Dr. Ikld

has noted, DOD is such a large purchaser of petroleum products,

it has a close relationship with energy industries, and an

interest in changes in the structure of the U.S. oil industry.

WHO WE ARE AND WHAT WE DO

DOD operates one of the country's larger petroleum supply

systems. As Dr. Ikl6's figures show, DOD's annual demand and its

worldwide inventories would place us among the top 15 U.S. oil
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companies. The distribution system combines U.S. tankers

operated by the Military Sealift Command and commercial tankers,

pipeline systems, barges, trucks and rail delivery. Overseas

commercial supply systems are complemented by NATO And U.S.

military supply operations.

Unlike commercial industry, DoD holds large inventories

needed to support the early demands of a war. But even with

these inventories, the entire stock turns over twice a year on

average, and many more times per year at high volume terminals.

Therefore DoD shares with industry the understanding that

petroleum shortages present urgent problems.

DOD'S POSITION IN THE PETROLEUM MARKET

During conditions like those presently prevailing, in which

there is an abundance of petroleum and no exceptional demand for

military needs, DoD is able to obtain adequate supply, with

plenty of competition and good prices. During periods of supply

disruption, however, DoD faces competition from private sector

demand. During both slack and tight markets DoD's internal

demand to sustain operations needed for military readiness is

relatively inelastic. This inelasticity increases the urgency of

solving DoD's supply problems when they arise. During past

periods of general supply shortage, DoD has experienced

difficulties obtaining oil supplies. While we do not anticipate

a future shortage, our Defense mission counsels us to be

cautious.

OVERVIEW OF DOD'S SUPPLY SITUATION
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Like all U.S. consumers, DoD has benefitted from recent

changes in petroleum markets and the supply environment. Because

the Comittee is already familiar with these trends, I will

simply summarize what seem to be the most Important indicators

for national defense, starting with two positive changes.

First the development of national stockpiles and positive

achievements of conservation in the major Western consuming

nations have altered the significance, if not the likelihood, of

a short-term disruption. Energy markets have matured and become

truly international. Before 1973 most of the world's oil was

controlled by western multinational companies. Now only half is

so controlled. As oil exporting countries learned the oil

*business' they made major commitments to economic development.

This development has a price in that the developing economies

urgently need the proceeds from oil sales. From DoD's viewpoint

this is a positive change because it raises the penalty for

export denial. The Strategic Petroleum Reserve and similar

reserves of other nations raise this cost even higher. I believe

it is this implicit "insurance" that has kept petroleum markets

relatively calm through the five years of the Persian Gulf war.

Second the oversupply of oil has resulted in much oil being

traded on a "spot" basis today, rather than on term contracts.
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Changes have begun occurring in the industry

structure that may or may not have defense implications. I would

like to illustrate a few of these points briefly.

1. Refinery closures versus DoD supply availability. Since

1981 over 140 U.S. refineries have closed. Most of these were

small business, single-plant independents or less efficient

plants of larger, multiple-facility corporations. The primary

cause of these closures was simple refining economics, aided by

some of the effects of decontrol after 1981. During the period

of these closures, however, competition to supply domestic DoD

requirements for the major bulk fuels increased dramatically.

During the most recent domestic procurement, the industry offered

nearly four times the amount needed for some products. In 1979

DoD was short up to 20 percent for some items in some regions.

2. Refinery closures and lower utilization at others have

produced unexpected benefits in some cases. In past years DoD

competed with commercial demand for facilities. Many fuel

terminals and even whole refineries were dedicated strictly to

commercial business. Now, with commercial demand down, DoD

receives not only product offers but offers of terminal and

supply services from some of these facilities.

3. On the potential "down" side, DoD has experienced

regional problems, such as in parts of the Southwest, where

refinery losses have increased the length of our supply lines.
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This change primarily increases costs in peacetime, but could add

some logistics burdens in a contingency.

4. The risks associated with continued refinery losses are

unknown. As the industry consolidates, the companies remaining

will be stronger than the ones left behind. But at some point

increased utilization of the remaining facilities will bring

about a new supply-demand equilibrium in which DoD may again

experience lower levels of supply availability.

5. We agree with members of the oil industry that point out

that closed capacity is essentially lost capacity - especially in

the short run. The capital cost and time needed to restart a

closed refinery are considerable. In a supply shortage, crude

oil or product needed to Oprime" the system would also be harder

to get and more expensive than during conditions in which the

refinery was unable to survive. Only during a protracted

national mobilization would it seem likely that Opickledm

facilities would be revived. We, therefore, support a strong

U.S. refining industry and encourage policies that lead in this

direction, without, however, subsidizing inefficiency.

TAX AND TARIFF ISSUES

Secretary Herrington has explained the Administration's

views of tax and tariff issues. The use of tax and tariff

mechanisms to influence other policy is not a new issue.

Changing specific tax or tariff provisions does not change the

principle. DoD's interest in these areas is only in effects: we



85

believe that tax and tariff policy should not discourage the

development of domestic energy resources in the long run. And

the *long run' consideration is important. For changes-in tax or

ta-riff law will cause short run restructuring, some of which may

strengthen drilling and exploration.

One can argue extensively about which specific allowance,

deduction or depreciation method provides the most public

benefit, that is the most oil discovered per tax dollar. But

from a security point of view, the objectives of energy tax law

should be directed more toward incentives for resource

development. DoD would defer to other federal agencies on the

specific approaches to achieving this objective. DoD believes

continued exploration of potential national energy resources is

essential to maintaining a capability to support a substantial

portion of our domestic energy needs from domestics sources.

Similiary U.S. tariff provisions should not discourage U.S.

energy production and productivity. Nor should they protect

inefficiency. This means striking a careful balance within the

framework of the General Agreement on Tariff and Trade that

facilitates beneficial trade, while preventing abuses. Before

considering new tariff provisions, it is important to make

certain that existing law is both enforceable and enforced.

IMPORTS

During the past several months DoD has heard differing

viewpoints from within the industry. Since elements of the

industry are the importers and others have investments in

overseas export refineries, we have not heard complaints from
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these sectors; and in fact some of these companies testify

against any new import restrictions. We have, however, heard

from the Independents and some other U.S. Majors with mainly U.S.

refining bases. These companies in particular have felt the

impacts of reduced refining margins during the past year or two.

What the U.S. is seeing is the advent of exporting

countries' building integrated companies with overseas marketing

power - basically along the lines of the once unique Western

multinationals. Oil, however, is rather late among U.S.

manufacturing industries to experience this change. The industry

that is surviving now is largely that segment that has kept up

technologically, and that portion serving special markets. Among

the latter are inland refineries supplying large DoD

installations.

Current estimates of Middle East export refinery capacities

suggest that volumes could reach about 2 million barrels per day

(b/d) of gasoline and distillate products within the next few

years. Other product export capacity from Latin America to China

adds another 2 million b/d or so to world capacity. Spread

around the world this is not a large figure. But if other net

consumer nations establish barriers to these imports, the U.S.

could be left to absorb a disproportionate share. Because the

oil market is more than ever a collective world wide system,

surpluses or shortages in one location spill over to every other

location.

As a customer, DoD will.benefit from the lower prices that

continued surplus capacity brings. Even if the U.S. were to lose
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another 1 to 2 million b/d operating capacity, it would be

difficult to argue that a national security threat existed.

However, there are other factors to consider.

European nations have not taken coordinated action to

protect national refineries. Yet they have lost about one third

of their refining capacity since 1977 and must close another ten

to fifteen percent before 1995 to stay at a 70 percent

utilization rate. If the U.S. were facing a 45 percent

industrial base loss, I believe there would be a greater

consensus to intervene. DoD's only present concern might be the

indirect effects of European refinery closures combined with U.S.

losses in a NATO oil-sharing contingency.

The worst case security problem posed by product imports

that can be described clearly would occur if the domestic

refinery base shrank to a point below which Strategic Petroleum

Reserve oil could not be refined at home to make up the loss of

both crude oil and product import losses. DoD has no way to

calculate what that level of essential capacity is, but it would

seem to lie below current projections through 1990.

One aspect of industry restructuring not addressed so far is

industry debt. The large increase in debt among many companies

resisting hostile takeovers, or engaging in mergers, reduces

their own flexibility to respond to market changes. Debt

especially impairs companies' ability to finance exploration and

development as well as capital equipment for plant modernization.

A recent article in Platts noted that U.S. companies participate
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less and less frequently in overseas offshore development because

of shortages of capital.

DOD'S EMERGENCY RESPONSE PLANS

Regardless of the likelihood of a supply crisis, DoD has

experienced two, and it must cope with future disruptions, should

they arise. Because this is of interest to the Congress, I will

describe DoD emergency management concepts.

PROGRESSION OF A CRISIS

DoD typically experiences a supply shortage first by price

indicators - existing contract prices begin to rise. If DoD is

"on the streetO for a product buy, it will begin to see responses

fall short of requirements. It will also see some price effects,

but as I noted above, these will be probably kept in line with

general trends.

As a crisis deepens, actual product supplied will begin to

fall short of demand. Depending upon the depth and breadth of

the crisis, the supply shortfalls could mount quickly.

COPING WITH THE CRISIS

In the past DoD's first line of defense has been inventories.

But its peacetime stocks equate to only about 2 months' demand

under ideal distribution conditions. In reality, these

inventories, as in industry, are meant to meet demand between

typical resupply events; and many locations would be short

quickly.

The second line of defense is extraordinary procurement

actions. In the past, DoD had little authority to do more than

increase the intensity of contracting activity. It had no way to
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substantially alter the contracting method in ways that might

increase industry's interest in making sales to DoD. During both

the 1973-1974 and 1979-1980 shortages, for example, DoD was not

able to "buy* its way out of a shortage.

Because of new authority given the Secretary of Defense last

year by the Congress, DoD can now attempt to obtain petroleum

supplies through more responsive contracting. In a crisis

neither supplier nor customer can afford the time consuming

paperwork of normal fuel purchasing.

The President's authority to direct allocation of petroleum

products under the Defense Production Act remains an option that

would be used if other means failed. Like any allocation scheme

DPA allocation has in the past and would probably in the future

prove complex logistically as well as administratively.

Therefore it is not a preferred option.

Last, as I noted before, DoD stores war reserves. These

inventories are intended to support certain force levels for

specified periods at the beginning of a conflict until a higher

level of resupply can be established. Using these reserves under

other conditions increases readiness risks. Therefore DoD by

policy places these stocks at the end of the list of preferred

options. In a crisis, when the stocks are most needed, they are

also hardest to replace. Nevertheless, some use of war reserves

cannot always be avoided. If the inventories must be used, we

reconstitute them as quickly as possible.

RESPONSE TO PREVIOUS CRISES
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In 1973 the third line of defense was the Defense Production

Act, under which DoD was able to impose mandatory delivery orders.

But implementation of DPA was time consuming. Problems relating

to establishing new suppliers and high prices remained. In 1979

reluctance to use DPA and the lack of alternatives brought about

serious inventory shortages. DoD at last called a special

meeting with Oil Company executives, in which the Secretary

"jawboned" them into making offers. Even in this situation

special anti-trust precautions had to be observed to permit the

meeting.

INITIATIVES

After 1979 DoD worked with DoE and other agencies to develop

alternatives. Some of the changes in supply security that have

occurred since then Includes

1. Defense fuel contract form and content were simplified

to reduce discouraging administrative burdens in an effort that

became a model for other DoD contract simplification efforts.

2. The Strategic Petroleum Reserve was built up with the

help of the Congress, DoE as executive agent and DoD as purchaser

of the oil. While not set aside for DoD requirements, the

Reserve clearly has major, positive implications for the overall

supply security of the United States.

3. DoD and DoE concluded an agreement that DoE contracts

for the sale of Naval Petroleum Reserve oil contain an emergency

ten day cancellation clause, that provides DoD the oil upon its

request. At this time DoD can gain access to roughly I00,000

barrels per day of crude oil which it can have refined. DoD
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tested a system for exchanging NPR oil for finished products from

1981 to 1984.

4. DoD advocated, and as I noted, Congress passed

legislation allowing the Secretary of Defense to waive normal

procurement procedures in an emergency.

REACTING IN A FUTURE SHORTAGE

Of course the first challenge in a crisis is determining

what is likely to happen before deciding the priority of one's

options. In any crisis DoD would need* to take some actions that

would resolve the short-term inventory effects. Conceivably the

most timely actions we could take would involve our new waiver

authority for contracts. On the other hand, if the crisis

appeared short-lived, we might have to accept the inventory

effects and rebuild levels after the crisis passed.

In the long-term, similar choices would have to be made.

The exchange or sale of government oil (such as NPR) for DoD

products would be examined - especially in terms of timeliness.

Implementing other alternatives, such as DPA allocation, would

face similar tests.

Last I should mention the very real difference between a

crisis that developed without any particular military

implications aavd one that came closely connected. DoD firmly

believes that the urgency of a potentially serious military

situation would throw a different light on the options we would

take first or recommend. Because the DoD's demand could rise

quickly to three or four times its 500,000 b/d peacetime use

rate, the inventory effects of a shortage could not be tolerated.
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Yet, as dramatic as the supply situation could become in a

defense crisis, we are equally confident that every option needed

for meeting DOD's needs would receive the fullest attention.

The crisis with no or only tenuous connection to a military

emergency poses the most difficult decision options. It is in

this type of situation where DOD finds itself in competition with

civilian demand, with less of a clear likelihood of national

acceptance of using the *hard options' if they become necessary.

And this situation must, to some extent, be expected.

CONCLUSION

At this point we find the data conflicting. We understand

the industry's concerns over the possibilities. We recognize

that many U.S. refiners have made substantial investments in

modernization in attempts to keep competitive during a period of

major market shifts. It is understandable that segments of the

industry would feel these circumstances keenly and argue

that deliberate trade and tax burdens should not be added. DoD

agrees that a sound industrial base is necessary for security.

But I think it is premature to conclude that current trends

accurately predict the future of that industrial base.

DOD has generally benefitted from the aggregate of recent

trends in the world oil market, and sees no immediate threat of

adverse change. These positive trends have benefitted the nation

as a whole. We have also added to our crisis response options

and believe ourselves better prepared to deal with a future

shortage, should it develop. But we know the energy environment

will probably change, and any change brings'uncertainty.
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Therefore we do need to watch world oil market events during the

next twelve or so months and periodically reevaluate. We also

should carefully consider proposed changes to tax and tariff law

to insure we neither subsidize unproductive energy industry nor

significantly increase our long-run dependence upon foreign

energy.

Again, I thank the Committee for the opportunity to speak to

these issues and will be happy to respond to your questions.

51-229 0 - 86 -- 4
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Senator WALLOP. On page 4 of your testimony, you talked about
the assistance that we may or may not gain from the International
Energy Agency. That is an area that concerns me.

There was an article in a recent issue of the Oil and Gas Journal
which highlighted the fact that the Soviet energy exports in 1984
hit the record level, worth nearly $47 billion to the Soviet Treas-
ury, which is of consequence; but as a matter of fact, their sales
last year made the Soviet Union the largest gas exporter and the
second-largest oil exporter behind Saudi Arabia. And the part that
alarms me is the biggest gain in oil exports were to noncommunist
countries, allies of ours, NATO allies-Italy, West Germany,
France, Belgium, and in addition Finland.

Has the Department of Defense taken this increase in Soviet ex-
porting activity into account in light of how this could affect not
only our allies energy requirements but our own as well, should a
mobilization be required? Does this take into account the agree-
ments under the IEA which require us to provide them with a sig-
nificant portion of their needs and share our shortage?

Dr. IKLE. Very much so, Mr. Chairman. In the first Reagan ad-
ministration we had an extensive effort going on with the partici-
pation of the Defense Department, State Department, and the Na-
tional Security Council, addressing in particular the security impli-
cations for the Alliance of the Natural Gas Export Program of the
Soviet Union that creates an energy dependence in Western
Europe and potentially in Japan. And you know of the efforts we
made in trying to persuade our allies not to subsidize credits to the
Soviet Union more than they subsidized credits to themselves and
to their own gas production facilities, to encourage alternative
sources in Western Europe for world gas production.

We had mixed success, and we were criticized both at home and
abroad, I think unfairly, for that effort. That still is, in some ways,
the best place where we can put in U.S. influence and the in u-
ence of the U.S. Government, more so than on the export of petro-
leum and petroleum products from the Soviet Union.

But we also still have, of course, certain restrictions on advanced
technology for oil exploration in the Soviet Union, where we are
concerned both about technology transfer and the implications it
creates on the dependence on Soviet exports, which would very
badly hurt the Alliance in an emergency.

Senator WALLOP. In light of the potential that exists for causing
us severe problems, should the availability of Soviet supplies be cut
off-and I would assume that that would not sort of trickle out but
that we would see that rather immediately-have we had any dis-
cussions, have we considered any of the undertakings we have
made to our allies with regard to the International Energy
Agency? Is there something that we have in the wind that leads
them to assess accountability under those circumstances?

It seems to me that we are sort of boxed by the circumstances
that exist now with the obligations that we have under IEA and
their increasing search for dependence upon Soviet sources of
supply.

Dr. ILKE. Yes. But to make progress on this problem, really what
you want is, to the extent possible and economically feasible, the
promotion of energy from sources that would be available in an
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emergency. It may not help you very much if the Soviet Union
should start a problem in the Persian Gulf that would lead to ces-
sation of the flow from the Middle East, and then at the same time
stop the Soviet exports to Western Europe to put on pressure, if
you had merely shifted European dependence to the Middle East,
because you would lose both.

So shifting to natural gas that is in the Western World is really
the direction to go from that point of view.

Indeed, this aspect has to be addressed in the International
Energy Agency. They have to look at potential emergencies where
the supplies may be cut off.

Senator WALLOP. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Let me welcome Dr. Ikle to the committee and thank him for his

-continuing contribution to the debate. It is always a pleasure to
have a chance to discuss any issue with him, and certainly this is
one on which I think he has a great deal to offer.

In your testimony on page 3, you said, "Our energy policy should
recognize the need for continued domestic exploration and develop-
ment of energy supplies to avoid undue dependence on foreign sup-
plies." In the next sentence you say, "Of course, this objective must
be balanced with our goal of maximizing economic efficiency by al-
lowing markets to determine the course of energy supply and
demand."

So I would like to ask you whether you agree or disagree, with
Prof. Robert Pyndik of MIT, who said in the Washington Post not
so long ago, "There is no national security justification for oil and
gas tax preferences. There is no good economic reason to have
them. Price, not tax preferences, is more effective in stimulating
production." Do you agree with that?

Dr. IKLE. I'm not sure. I don't recall that piece, and I'm not sure
how he defines his terms here. You could of course envisage an in-
crease in price which, from the point of view of the producer,
would be tantamount in terms of profits and stimulation to tax
preferences. Money is fungible, whether you save it from taxes or
get it from a higher price.

Senator BRADLEY. But in the market systun, it is the price that
sends the signal. Right?

Dr. IKLE. Right.
Senator BRADLEY. Let me pose a followup question. The article

goes on to point out that if we had a tariff on oil imports and the
strategic petroleum reserve, those two problems, the tariff and the
strategic petroleum reserve, would be more useful in protecting our
energy security than would be sizable subsidies for continued pro-
duction of domestic oil and gas. Do you agree with that?

Dr. IKLE. It might be more useful, everything else remaining the
same. A tariff on oil imports, of course, would have a vast effect
throughout the economy, and these effects could ripple through the
economy and do other damage, increase, possibly, the deficit and
undermine national security in that way.

So while the basic principle cannot be quarreled with, it is very
much a question of the quantitative effects and how they would
impact throughout the economy. -
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Senator BRADLEY. Well, do you mean that is a national security
question? If oil prices have dropped $20 a barrel, and you put on an
import fee the price would go back up, at most by the amount. of
the tariff. The industry would have additional revenue for explora-
tion and development and there would be the right price signal out
there to drill or to conserve or develop alternative energy sources.
You could even take some of that money and continue to fill the
SPR, which I am pleased to see that you heartily endorsed.
Wouldn't that be better?

Dr. IKLE. It would depend on what it does to the overall economy
to have higher oil prices. Economists tell me that the reduction in
the oil price has helped improve our economy, and improving our
economy increases the tax collection which reduces the deficit,
which helps defense, I'm told.

Senator BRADLEY. Sometimes. Not enough, I am sorry to say now.
In the President's tax proposal, though, if you look at the tax

subsidies for oil and gas, the subsidies for depletion are about $8
billion over a 5-year period, and $32 billion for intangible drilling
costs over that same period. We are subsidizing production of oil
and gas to the tune of $40 billion every 5 years.

Now, in your judgment would we have more energy security if
we had smaller subsides to independent producers and instead used
some of the money to continue filling the strategic petroleum re-
serve, which you have clearly stated was important and which you
regretted that the administration declared a moratorium on?

Dr. IKLE. I cannot give a full answer to that question. It depends
on calculations and forecasts as to whether a dollar of tax subsidy
on depletion drilling, hence a dollar lost for the Treasury Depart-
ment, gives you an equal increase in crude oil availability in an
emergency that would arise from that dollar taken out of the
Treasury and put in the SPR. It is really a question of calculations.

Senator BRADLEY. But isn't that the important point? I mean,
when Treasury Secretary Baker was up here, he said that the ra-
tionale for continuing these subsidies is energy security. So I would
have assumed that somebody would have already made the calcula-
tions and would be able to share them with this committee.

But the problem is, if there was a disruption, you would need the
oil in a hurry. But you don't get the oil in a hurry if you are just
drilling; the only way to get the oil in a hurry is if you have got it
stockpiled. So isn't it better to have more stockpiled that you can
get in a hurry, if your fear is energy security and disruption?

Dr. IKLE. Not quite.
Senator BRADLEY. With an oil import fee and higher returns for

domestic production?
Dr. IKLE. I will first try to hot answer your question but kind of

give you the structure, where we don't have the figures or at least
I don't have them, on whether a dollar taken out of the Treasury
to put into these tax allowances for drilling and maintaining our
production capability gets you more crude oil in the United States
than the dollar spent on the SPR.

Senator BRADLEY. But that is not the issue.
Dr. IKLE. And that was worked out by the Department of Energy.

I assume the answer is you get more. Then you put in the initial
qualification here that, if it is in SPR you get the crude out faster,
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much faster, than you would get it from a well-maintained produc-
tion capability in the United States.

But we don't only have to look at the contingency where what
we can get quickly is important; we also may have a drawn-out
emergency that could last 1 year, 2 years, or- more, and then the
additional crude that you would get as a result of maintaining a
domestic production capability, with various measures including
these tax incentives, may buy you more than having had some
quick additional barrels in the SPR.

Senator BRADLEY. Well, if you hypothesize a 1- to 2-year disrup-
tion of sizable proportions at the same time you are advocating
strong support of the IEA, what you would be telling our producers
is that they would be producing and sending the oil to our allies
around the world who experience a 7-percent shortfall.

Dr. IKLE. Again, that depends on the contingency and the emer-
gency. In our national security planning we have to look at many
alternative emergencies and crisis situations. In some, our allies
would be-completely at peace but may lose some of their vital im-
ports, and the IEA agreement would be operating; but there are
other contingencies that we have to look at.

Senator WALLOP. What I am going to do now is to put us on time.
Senator BRADLEY. I guess the point I am trying to make is, you

have got a pot of money at the Federal level that says energy, and
you define the problem as "what do we do if we lose oil and have a
disruption?" as you have defined it. What is the best way to spend
that pot of money? Is it to continue to subsidize domestic oil pro-
duction through the subsidy route as opposed to the price route, or
is it to buy oil and put it in stockpile? Which of those better pre-
pares you for the problem that you have defined, which is the oil
supply disruption?

Dr. IKLE. Simply put, the first gives you more crude in the
United States for a long drawn-out requirement than putting the
money in the SPR or the SPR gets the more quickly-available
crude. And to repeat myself, we really have to look at both contin-
gencies and make an allocation among the two.

Senator BRADLEY. Thank you.
Senator WALLOP. Senator Long.
Senator LONG. When you are talking about what you have in the

stockpile, it's based on your experience where you had to look at
the same type of problem. But doesn't it usually work out that you
just can't afford to draw on those stockpiles to feed consumer
demand in time of emergency, because you don't know how long
the emergency is going to last? Didn't we have to take that into
account the last time we had an energy emergency, during the Iran
crisis? How long could you keep the country going full blast operat-
ing out of the stockpile?

Dr. IRLE. Only the stockpile?
Senator LONG. What is your best estimation?
Dr. IKLE. Mr. Jones.
Mr. JONES. Senator Long, it would depend on what was cut off. If

you cut off just Persian Gulf imports, it would last over 1 year-
again, depending on which exports. If you are talking about all im-
ports, considerably less; over 100 days though, in either case.
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Senator LONG. Well, let's just assume that you had the situation
where not only was the Persian Gulf denied to you, but because the
fact that is denied it means that all the other people come in
saying that you have to share with them. It is easy to foresee a sit-
uation where you could get less than half of what you are getting
off the world market. Is that correct?

Dr. IKLE. Senator Long, we do import about half from the hemi-
sphere and half from outside the hemisphere, and of course we
very much like to anticipate that in almost all conceivable emer-
gencies the half that comes from our hemisphere would be still
available.

Senator LONG. I didn't know you had done this-and in some
ways I am dismayed about it, but I can understand why it is done.
We have this agreement with these other energy-consuming coun-
tries that we will share with them, don't we? We will share the
burden? So, looking strictly at the United States, if we wanted to
we could say, "Let's-make the deal where we can assure ourselves
that we can get Mexican oil and we can get Canadian oil, and we
can get Venezuelan oil when we need it." I think, frankly, that by
playing a hard hand right now we could get those deals with those
countries. Now, if we did that, we would have just about enough to
take care of our needs, wouldn't we?

Dr. IKLE. Your question is, if all the exports from the hemisphere
went into the United States?

Senator LONG. If we were shut off from the Persian Gulf and Ni-
geria, for example, we still would be able to get enough, wouldn't
we, to just about provide our needs in this country?

Dr. IKLE. Yes, I believe so. The exports from this hemisphere,
even if they were all diverted to the United States, would make up
for those imports we would lose-right, Mr. Jones?

Mr. JONES. Yes.
Senator LONG. Well, we could live within what we could get from

the Western Hemisphere, I believe. But the heck of it is that if the
Persian Gulf gets shut off, all Europe is going to demand of us that
we share what we have with them, aren't they? I mean, at least
they are going to demand that we share those Venezuelan reserves
and those Mexican reserves, aren't they? Isn't that right?

Dr. IKLE. The IEA Agreement provides a mechanism for coping
against such an emergency, an alliance, to minimize the adverse
impact on the alliance as a whole of an oil emergency.

You could also argue, of course, that our Department of Defense
needs would be much less if you didn't have alliances. It is the alli-
ance commitments, of course, which are important to our security
and our well-being. And meeting those puts a heavy burden on our
defense requirements, and it also puts a certain burden cn our pe-
troleum arrangements.

Senator LONG. Well, the point I am trying to make here is, if you
just look at a situation that is reasonably foreseeable, I should
think that it is easy enough to see that you could find yourself in a
situation where you get cut back a lot more than just what you are
now getting out of the Persian Gulf. That is what I am talking
about, a great deal larger cutback than that. If the Persian Gulf oil
gets shut off to you and meanwhile all your Europcan allies have a
right to call on you-that agreement I think requires you to coop-
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erate with them in making some of these-Western Hemisphere sup-
plies available to them if the Persian Gulf is not available to them,
does it not?

Dr. IKLE. The agreement is to equalize the shortfall from such an
emergency, correct.

Senator LONG. That's correct. And the last time we had an emer-
gency we had the same kind of complaint in the United States-
how we could be in such bad shape when we were producing
energy, and the other countries who weren't producing it were get-
ting by pretty well, all things considered. The answer was because
we had an obligation to help consider everybody else's problems as
well.

Now, when you take oil out of the stockpile, do you need to have
the capacity to refine the oil that is coming out of the stockpiles as
well as the oil that you are producing domestically?

Dr. IKLE. Yes, we do indeed.
Senator LONG. You know that if you can't get Saudi Arabian oil,

for example, you are not going to be able to get Saudi Arabian gas-
oline either; so you need your own refineries to refine it.

Thank you.
Senator WALLOP. Fred, thank you very much. I am going to sug-

gest that the committee members feel free to submit questions to
you on matters of national security if they have them. I appreciate
your taking time to come down here this morning to be with us.

Dr. IKLE. Thank you, Mr. Chairman.
[The questions follow:]
No questions for the record have been received as of July 9, 1985.
Senator WALLOP. The next witness is the Honorable Roger

Mentz, Deputy Assistant Secretary for Tax Policy, from the Treas-
ury Department.

STATEMENT OF THE HONORABLE ROGER MENTZ, DEPUTY AS-
SISTANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE
TREASURY, WASHtINGTON, DC
Secretary MENTZ. Good morning, Mr. Chairman. Good morning,

Senator Long. Good morning, Senator Bradley.
It is a pleasure to be here this morning on behalf of the Treasury

to testify on the subject of this hearing, the effect of the tax law
provisions on energy.

I congratulate you for convening this hearing on a very impor-
tant subject, a subject that indeed touches many of the aspects of
the President's tax reform proposal that is pending before Con-
gress.

I would like to associate myself with the remarks of Secretary
Herrington. Indeed, he made the Treasury Department's case so
persuasively that I almost wonder if there is very much more for
me to say.

What I would like to do this morning would be, of course, to
submit my written statement for the record. And with your posi-
tion, Mr. Chairman, I would just like to kind of hit the high spots.

Senator WALLOP. By all means, Mr. Secretary. Thank you.
Secretary MENTZ. Thank you.
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Current tax law has many provisions that specifically affect the
extractive industries. You have already heard a discussion of many
of them this morning. In addition, because the energy and minerals
industries are so highly capital-intensive and compete for funds in
the securities markets, they also are affected by other provisions in
the tax law that are of more general application. And, more broad-
ly, the overall level of tax rates will affect individual after-tax
income and therefore demand for certain of the products of these
industries.

So, really, the scope of this hearing is very broad. I will discuss
primarily the proposals that relate directly to energy, but I would
be pleased to take any questions on any other aspects of the pro-
posal.

The general philosophy of the tax reform proposals is to encour-
age investments in energy industries by lowering tax rates and pro-
viding generous capital cost recovery allowances which would be
indexed for inflation.

The notion is to recognize the importance of maintaining a
healthy domestic energy and minerals industry, and for that
reason the proposal retains some but not all of the tax benefits
that are currently available to investors in the extractive indus-
tries.

Furthermore, the general economic improvments, improvements
in productivity, that may be expected to result from adoption of the
President's proposals such as a reduction in interest rates, for ex-
ample, or an increase in economic growth should benefit all indus-
tries, including-the energy industry.

I will discuss the President's proposals, specifically that relate to
energy sources in the order of their relative importance. But I
would like you to bear in mind, and I would like to stress, that the
impact of these proposals cannot be divorced from the overall bene-
ficial impact that tax reform will have on the Nation's economy as
a whole.

Starting with oil and gas, which accounts for approximately 67
percent of the Nation's energy supplies, you all are quite familiar
with current taxation of oil and gas. Let me just outline very brief-
ly the President's proposals. They are specifically designed to en-
courage domestic exploration and development. As Senator Bradley
has pointed out in his earlier questioning, that is a departure from
the philosophy that runs through most of the tax reform proposals,
of total investment neutrality among different categories of assets.
There is no question that this is an incentive that was carefully di-
rected for national security reasons.

The current law would be retained with respect to intangible
drilling costs. That means that dry hole expenses will be fully de-
ductible for everyone. For independent producers, intangible drill-
ing costs on successful wells would continue to be fully deductible,
and for integrated oil companies, there would be 80 percent of cur-
rent deduction, and the remaining 20 percent would be subject to
the 36-month amortization, which is current law.

There is a change on intangible drilling costs relating to the min-
imum tax. Intangible drilling costs for productive wells would
become a tax preference. Eight percent of the intangible drilling
cost would be an item of tax preference for both the corporate al-



101

-ternative minimum tax-the new corporate alternative minimum
tax-and the individual minimum tax. That is a change, in that
income from oil and gas activities would not be available to offset
that tax preference. So someone who has intangible drilling costs
and also has income from oil and gas activity would not be able to
effectively zero out his or its minimum tax.

We discussed percentage depletion. Percentage depletion would
be phased out over 5 years. Of course, it is only available right now
for independent producers. Since 1975, the majors don't get per-
centage depletion. For independent producers, the 1,000 barrels a
day for oil, and the equivalent for natural gas, would be phased out
on a straight-line basis over 5 years, except with respect to stripper
oil and gas production. For stripper oil and gas production the per-
centage depletion would be continued for independent producers
but not for royalty owners. Royalty owners would also be phased
out of the percentage depletion.

Much of the investment in oil and gas, capital investment, is in
tangible assets which are subject to investment credit and the ac-
celerated cost recovery system under current law. As you know,
the general proposal is to repeal the investment credit and replace
ACRS with a new system of depreciation called capital cost recov-
ery, which would be indexed for inflation. The oil and gas equip-
ment that was previously eligible for 5-year ACRS would be treated
as class 3 assets in CCRS, which provides a slightly more favorable
depreciation structure under a reasonable modest inflation assump-
tion, slightly more favorable than the 5-year ACRS-not including
investment credit, but just comparing ACRS to CCRS, it is slightly
more favorable for equipment used in oil and gas exploration. And
that class-3 choice was a very deliberate choice, taking into account
the loss of investment credit on such equipment.

As Secretary Herrington mentioned, the conclusion drawn by the
Department of Energy is that these proposals, taken in total,
should result in less than a 1-percent reduction in domestic oil and
gas production. And the decisions here that do deviate somewhat
from the philosophy of getting rid of all exemptions, credits, subsi-
dies, and so forth is very definitely related to the national security
of our country.

The concern is, what do we do if the Arabs cut off the flow of oil?
Senator Long points out, not only do we have a problem right here
in America, but we are going to have allies who are also going to
need a supply of petroleum, of energy. So that is the underpinnings
of that decision.

I will move on to coal. I would just like to comment that I am
somewhat familiar with the coal industry on a personal basis, in
that on my mother's side my entire family comes from the anthra-
cite region in Pennsylvania, and I am well aware of the economic
problems. I have had cousins who worked in coal mines, either
ones that are operated by a company or, in one particular case, I
had a cousin who would go to an abandoned mine with a pick and
a wheelbarrow and would pick out coal and sell it and make 50 or
60 bucks a week, and that is the way he would support himself. So
I do have sort of a personal interest in the coal area.

The President's proposals on coal? Again, they have been pretty
well explained this morning. Coal represents about 24-25 percent
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of the Nation's energy, so coal is a very significant aspect of our
overall energy supply.

We start off with leaving current law on the continued expensing
of hard mineral exploration and development costs. It is 100 per-
cent for noncorporate producers. Current law provides 80 percent
expensing for corporate producers with the balance being de preci
ated as 5-year ACRS. This is, in effect, a departure from the ohilos-
ophy of 'you capitalize all of your capital expenditures in a perfect
tax system.' It certainly could be regarded as a subsidy to the coal
industry, but one man s subsidy is another man's necessity. But I
do want to point out that there is this provision for coal that is not
allowed for many other forms of capital investment.

The percentage depletion would be phased out over 5 years,
going to coat depletion. And cost depletion is indexed for inflation
under this proposal.

Capital gain treatment would also be phased out for coal royalty
income. There is a similar provision for timber, and also iron ore.

Mining equipment is tangible equipment, that is presently sub-
ject to ACRS and investment credit, would be classified as class-3
depreciable property, the same as for the oil and gas equipment.
This, again, provides somewhat a more favorable benefit than the
5-year ACRS-again, a conscious decision to take the particular
energy needs of our country into account.

In terms of the tax preference for exploration and development
expenses, they would be included in the corporate minimum tax,
alternative minimum tax, which is being proposed, and so would
percentage depletion in excess of cost depletion, so that as you are
going through the phaseout, when you still have some percentage
depletion, you have it included inthe minimum tax base. It would
also be included in the personal minimum tax base as well.

On electric power. Electric power is largely produced from coal,
gas, and oil. Nuclear power supplies about 5 percent of the Nation's
energy today. Electric power generating equipment and transmis-
sion equipment is extremely capital intensive; it is the most cap-
ital-intensive industry in America today.

Under current law we have a series of categories of ACRS classes
under which equipment may fit, and they fit in a 5-year ACRS,
into a 10, or in a 15, depending on the status of the regulation of
the industry. Also, electric-generating equipment qualifies for the
investment credit under current law, subject to the normalization
requirements.

Under the President's proposal, investment credit would be re-
pealed for all equipment. Investment in depreciable property would
b depreciated using the capital cost recovery system, and that
would generally mean classes 4 and 5 for electric-generating equip-
ment. So we have it in a longer stretchout than we do for the oil
and gas and the coal equipment.

However, we do have the indexation for infiation, and because of
that, the depreciation system is somewhat more beneficial than
ACRS, at least 15-year ACRS for electric generating equipment.

One other aspect of the electric power industry that I would like
to draw your attention to. You may well be aware of it anyway, but
there is a substantial amount of tax-exempt financing that is uti-
lized to finance electric generating facilities, even industrial devel-
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opment bonds to finance pollution-control equipment, which of
course is a large part of the cost, particularly the coal-fired electric
generating equipment. That is a large part of their capital costs.
That is eligible for tax-exempt financing under current law. And
for municipally-owned and operated electric generating equipment,
that is almost exclusively financed with tax-exempt bonds, and
those financing frequently involve power sales contracts by the mu-
nicipality or the governmental entity to industrial users-in other
words, a power and light company may well buy 20 percent of the
output of an electric generating facility, and those bonds used to
finance the facility are tax exempt under current law. The Presi-
dent's proposal would basically do away with the private-purpose
tax-exempt bond financing, and for that reason there would clearly
be an impact-perhaps it is a little more subtle impact, but never-
theless a real one.

Nevertheless, as was noted by Secretary Herrington, there would
be an overall benefit from these proposals on the whole for the
electric generating industry. Arid the reason is, primarily, the re-
duction in rates.

On renewable and alternative sources, we've got sort of a hodge-
podge of tax benefits here. Many of them are scheduled to expire at
the end of 1985. The energy investment credits would expire at the
end of 1985. And these credits for solar, wind, geothermal, and
ocean thermal property, and so on, have been recently the subject
of some tax shelter activity. You can produce a very, very attrac-
tive tax shelter package with a 15-percent energy credit plus the
regular investment credit, and I think California allows something
like a 25-percent credit. So you put up what in the jargon is known
as a 'wind farm' in California, and you wind up with overflowing
credits, and the result is a very, very active tax shelter industry,
one that is purely the creature of these energy subsidies.

These forms of energy, while they are growing and becoming an
important element of our overall energy production, they represent
about 4 percent of energy production under current circumstances,
and I think our perspective there, the President's perspective, is
that many of these that are expiring at the end of this year should
expire. Some others, such as the production tax credit, which
allows a tax credit currently in the neighborhood of about $4 a
barrel for certain qualifying fuels, goes until the year 2001. We
would be recommending that that be cut back.

Again, these recommendations do not reflect any inclination to
oppose this type of energy production but rather that the free
market will do it best, and as the price of energy increases these
have already gotten sort of a foothold, and we believe they will con-
tinue once the price of energy gets higher.

There is a lot more I could say about those renewable sources,
but I think in the interest of time I will pass it up.

I would just like to say, in conclusion, that the primary purpose
of the President's proposals on energy is to encourage, first of all,
investment in economic growth throughout the economy generally,
and that would be done by reducing tax rates; that is the funda-
mental cornerstone of the tax reform proposals, and of course
broadening the tax base as well as reducing the rates. But never-
theless, a policy decision was reached, and it was reached by the
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President, that certain incentives were needed to continue for pri-
marily national security reasons the production of particularly oil
and natural gas and perhaps to a somewhat lesser extent coal.

Those proposals have been critized by both sides. The oil and gas
folks testifying over at the Ways and Means Committee the other
day were very critical. Just about all except one said they thought
it would result in a disaster for the oil and gas industry. The other
side of it is, you have criticisms that it is inconsistent with the free
market approach, and why not just let the market do the job?

These factors were balanced-as I said, this was a very, very im-
portant part of the President's proposal. The decision was really
agonized over by the President, and he has made it; that's the way
he comes out on it.

The hope would be that, although we do have these particular
deviations from more or less a free-market approach, that they
would not and should not be used to replace market forces in the
allocation of resources, trying to encourage the search for the Na-
tion's oil, gas, and mineral resources. And I want to emphasize that
the key on oil and gas is searching for them; it is just not that easy
to find oil and gas. And that is particularly why the incentive is
provided.

But stressing the broader implication, that while perhaps you
could have greater incentives in the energy industries through
more direct incentives, you then would have perhaps too great a
distortion, and that would probably result in less overall economic
growth and less efficiency for the entire American economy.

One closing remark, Mr. Chairman, if I might. We get a lot of
folks coming in to see us on all kinds of issues-we've got the in-
surance folks, the bankers, the people on fringe benefits. There are
a lot of people beating down our doors, as I am sure they are on
your doors, and they all say, "You shouldn't tax us. We like the
rates; we like the lower rates. We like the benefits in this proposal.
But gee, you shouldn't come to us for revenue; you ought to get it
somewhere else. There are easier places to get it."

We ask them, "Well, do you have any suggestions," and many of
them say, "Well, how about energy?" So I am sure you are getting
the same question, but that is a very common question we find we
are asked.

Speaking of questions, I would be pleased to take those that you
have.

[Mr. Mentz's written testimony follows:]
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Mr. Chairman and Members of tiie Subcommittee:

I am pleased to have the opportunity to discuss with you the
impact of our federal tax laws on the implementation of domestic
energy policy.

Current tax law contains many provisions specifically
relating to the extractive industries. In addition, the energy
and minerals industries are highly capital intensive, and compete
for funds in the securities markets, and are thus also affected
by those tax laws which relate to the taxation of alternative
investments. And, of course, the overall level of tax rates also
affects individual aftertax disposable income, and thus demand
for the products ot Lhese industries, as well as the specific tax
burdens faced by each company. Accordingly, the scope of this
hearing is very broad, cutting across much of the business-
oriented provisions of our tax code.

No review of the impact of the tax laws on the energy sector
can ignore the President's proposal on tax reform. The
President's Proposal on tax reform generally seeks to encourage
investment in all industries by lowering tax rates and by
providing a generous capital cost recovery system which allows
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adjustment for inflation. The proposal also recognizes the
importance of maintaining a healthy domestic energy and minerals
industry. For this reason the proposal maintains some, but not
all, of the tax benefits currently available to investors in the
extractive industries. Moreover, general economic effects which
may be expected to result from its adoption, such as a reduction
in interest rates and an increase in the rate of economic growth,
should benefit all industries, including the extractive
industries.

In the balance of my testimony, I will describe the current
tax law and the changes suggested in the President's tax reform
proposal. For convenience, I will discuss each of the several
energy and mineral industries separately, in the order of their
relative importance to the nation's energy use. Although I shall
focus on those proposals which directly affect the extractive
industries, I again want to stress that the impact cannot be
divorced from the overall beneficial economic implications of
these proposals.

I. Oil and Gas.

Oil and gas currently supplies approximately 67% of the
nation's energy needs. Under current law, the treatment of
investment in oil and gas extraction depends upon the nature of
the expenditure. Lease acquisition costs and most geological and
geophysical costs are required to be capitalized as depletable
assets. These costs are recovered though cost or percentage
depletion (if allowed). Investment in lease equipment and
drilling rigs, as well as tangible drilling costs (which include
the cost of casing and wellhead) are treated as five year ACRS
depreciable property, and qualify for the investment tax credit.
Intangible drilling costs, which include the costs of preparing
the site for drilling, and the cost of labor, fuel, and materials
used in the drilling process and in the installation of the
casing and wellhead, may generally be expensed in the year
incurred. Integrated oil companies must, however, capitalize 20%
of the intangible drilling costs on successful wells. These
capitalized costs may be amortized over 36 months.

Under current law, independent producers and royalty owners
may claim percentage depletion with respect to 1,000 barrels per
day of oil production or the equivalent amount of gas production.
Integrated companies are not entitled to claim percentage
depletion. Percentage depletion is a deduction based, not on the
actual depletable costs incurred, but rather on the gross income
from production, calculated on a property-by-property basis. The
deduction is equal to fifteen percent of the gross income,
limited however to 50% of the taxable income from the property,
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and further limited to 65% of the taxpayer's taxable income.
Unlike cost depletion, or all other methods of capital recovery,
percentage depletion may be claimed even after all the depletable
costs have been written off.

The tax treatment of oil and gas extraction income under the
President's proposal is predicated on the desire to encourage
domestic exploration and development, while at the same time
reducing those special tax benefits which primarily serve to
reward owners of the richer or more prolific mineral deposits.
In particular, the President's tax reform proposals call for:

1. The continued expensing of intangible drilling costs
(including dry hole costs) for independent producers, and the
current law expensing of 80% of such costs, with a 36 month
amortization of the balance, for integrated oil companies. The
intangible drilling cost tax preference is tightened by removing
the net income offset, as I will describe in greater detail. In
addition it is proposed that this tax preference also apply to
the corporate alternative minimum tax.

2. The phase out of percentage depletion over five years,
except for stripper oil and gas production by independent
producers (but not royalty owners). Depletable assets will be
eligible for cost depletion, adjusted for inflation.

3. The continued expensing of qualified tertiary injectant
expenses.

4. The use of an inflation-adjusted capital cost recovery
system (CCRS) depreciation, in place of ACRS depreciation for
depreciable equipment. Oil and gas equipment would be treated as
class 3 assets, which is slightly more favorable, under expected
inflation rates, than five year ACRS recovery. For example, at
an assumed 5% inflation rate the net present value of the CCRS
deductions are approximately 92% of the cost of the asset,
whereas the present value of the ACRS deductions are
approximately 84% of the cost. The investment tax credit would,
however, be repealed for all assets, including those employed in
the oil and gas business.

Treasury and the Department of Energy estimate that these
proposals, together with the lower tax rates and other aspects of
the President's proposal, should result in less than a one per-
cent reduction in domestic oil and gas production. Since only
independent producers (and royalty owners) may currently claim
percentage depletion, only such producers would be adversely
affected by its repeal. Because percentage depletion is to be
retained for stripper wells, even the impact on domestic oil and
gas production by independent producers should be quite modest.
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Some may argue against the repeal of percentage depletion by
noting that any reduction in existing tax benefits would reduce
the amount of investment which might be made in oil and gas
drilling. in a sense this is true in that any tax payment would
reduce the amount of funds any person in the oil business would
otherwise be able to reinvest. However, there has been a dra-
matic decline in oil and gas investment due to falling oil prices
even under current tax policy, which suggests that petroleum
economics, rather than cash flow, is a primary determinant of
industry investment. In addition, royalty owners currently claim
approximately half of the total oil and gas percentage depletion,
and approximately another ten percent is claimed by independent
producers with repect to stripper oil production, for which per-
centage depletion may continue to be claimed under the
President's proposal. Thus the maximum loss in reinvestment by
those engaged in oil production resulting from the repeal of per-
centage depletion is at most only forty percent of the total
amount claimed.

Percentage depletion does provide some incentive for
exploration and development. However, because it is directly
related to gross income, percentage depletion tends to favor
owners of more productive wells, and its benefit also increases
with the price of oil. Thus, allowing percentage depletion to
owners of the most successful wells, who do not need such incen-
tives to develop their properties, cannot be justified. The loss
of percentage depletion would have the most adverse impact on the
more marginal wells -- those producing less Ahan__0 barrels of
oil per day -- and therefore might cause premature abandonment of
such stripper wells (and once abandoned, the remaining reserves
are essentially lost). To avoid this loss, the President's
proposal allows percentage depletion to continue to be claimed by
independent producers with respect to production from such wells.

Others may argue that the President's proposal is "too easy"
on oil and gas producers. While it is true that allowing
expensing of intangible drilling costs does treat such investment
differently from the treatment of investment in depreciable
assets, it is also true that capitalization of such costs would
significantly alter the economics of a drilling venture. Fewer
exploratory ventures would be undertaken, and the number of dry
holes which may be tolerated before abandonment of the project
would be reduced. as a result, the search for new domestic oil
reserves would decline, and ultimately so too would domestic oil
and gas production. This would leave the nation more vulnerable
to possible foreign supply disruptions.

The President's proposal is also predicated on the notion
that all citizens should pay their fair share of tax. For this
reason the intangible drilling cost tax preference has been modi-
fied. Under current law this preference item is reduced by the
taxpayer's net oil and gas income, with the result that those
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producers with sufficient extraction income could entirely wipe
out this tax preference item. This net oil and gas income offset
would be eliminated in the President's proposals. The tax
preference instead would be the difference between the amount of
intangible drilling cost on successful wells which may be
expensed and the present value of the deductions which may be
claimed by treating such cost as CCRS class 3 depreciable
property (which is how tangible drilling costs are treated under
the proposal). As noted earlier, the present value of the CCRS
class 3 deductions is 92% of the amount expensed, leading to the
proposed 8% intangible drilling cost tax preference. Moreover,
it is proposed that this tax preference item also apply to the
alternative corporate minimum tax.

II. Coal

Coal supplies approximately 24% of the nation's energy needs.
Current law taxation of investment in coal and other hard mineral
extraction depends upon the nature of the expenditure. Explor-
ation and development expenditures may generally be expensed. In
the case of a corporation, 20% of these costs must be capitalized
and recovered as five year ACRS depreciable property. The
expensed exploration costs (but not the expensed development
costs) must be recaptured when production begins, generally by
reducing the amount of depletion which may be claimed. The
excess uf the exploration and development costs expensed over the
deduction which would have been claimed had such costs been capi-
talized and amortized over 10 years is a tax preference item for
the noncorporate alternative minimum tax.

Percentage depletion may currently be claimed by all tax-
payers with an economic interest in the roperty. The percentage
of gross income from mining which is allowed for coal is 10%, and
is further subject ti a 50% net income limitation. Corporate
taxpayers must reduce the percentage depletion claimed in excess
of their basis in the property by 15%. Taxpayers receiving coal
royalty income may generally claim long term capital gain treat-
ment for such income. Such taxpayers cannot, however, also claim
percentage depletion with respect to such income.

Consistent with the objective of maintaining incentives for
undertaking risky coal exploration and development within the
context of a more neutral tax treatment of all business activity,
the President's proposal calls for:

1. The continued expensing of hard mineral exploration and
development costs by non-corporate producers, and the current law
expensing of 80% of these costs for corporate producers (with the
balance of these costs depreciated as five year ACRS property).

2. The phase-out of percentage depletion over five years.
Cost depletion, adjusted for inflation, would be used instead.
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3. The phase-out of capital gain treatment of coal royalty
income.

4. The treatment of mining equipment as CCRS class 3 depre-
ciable property. As noted, such treatment is more somewhat more
favorable than that provided by five year ACRS recovery.

5. The inclusion of the current law mineral exploration and
development expense tax preference (the excess of the amount
expensed over the amount that would be claimed if amortized over
10 years) for the proposed corporate alternative minimum tax.

Some may argue that the loss of percentage depletion may also
result in the abandonment of some marginal mines, and thus per-
centage depletion should be allowed for such mines, just as it is
proposed to continue percentage depletion for stripper well
production. The Administration is, of course, aware of the
depressed state of much of the mining industry, and for this
reason has proposed a phase-out of percentage depletion. Never-
theless, there are several reasons for not proposing continuation
of percentage depletion. First, because of the net income
limitation, it is more difficult to identify a class of mines
whose production currently qualifies for percentage depletion and
which would likely be abandoned if percentage depletion were
lost. Second, whereas premature abandonment of stripper wells
generally leads to the permanent abandonment of the reserves,
those mines which may be shut down can more readily be reopened
when economic conditions improve.

III. Electric Power

Electricity is largely produced from coal, gas, and oil.
Nuclear power supplies about 5% of the nation's energy needs.
Under current law, some electric generating equipment qualifies
as five year ACRS property. Other Investment, which is treated
as public utility property with a class life of not more than 25
years, is treated as 10 year ACRS property, while investment in
public utility property with a class life greater than 25 years
is treated as 15 year ACRS property. In general, all such
investment qualifies for the investment tax credit. In order to
encourage state regulators to allow the benefits of accelerated
depreciation and tax credits to be passed on to the stockholders,
and thus allow regulated utilities to compete in the market for
funds, certain "normalization" requirements apply.

Under the President's proposal, the investment tax credit
would be repealed, and investment in depreciable property would
be depreciated using the Capital Cost Recovery System (CCRS).
Public utility property (other than autos, trucks, computers,
etc., which are treated as CCRS class 1 and 2 property) would
generally be treated as class 4 or 5 property. Because of the
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indexation for inflation, such treatment is somewhat more favor-
able than the corresponding ACRS treatment (excluding the effect
of the loss of the investment tax credit). Corresponding normal-
ization rules are also proposed.

Under current tax law, electric generating facilities are
frequently financed, at least in part, through the use of tax-
exempt bonds even where the facility is privately owned. In
general, the President's proposal would deny tax exemption to any
obligation issued by a state or local government where more than
one percent of the proceeds were used directly or indirectly by
any nongovernmental person. Thus, if power sales contracts to
non-exempt persons exceed 1%, the interest would be taxable. In
essence, this proposal would prevent the issuance of tax-exempt
bonds to finance any facility other than facilities to be owned
and operated by the state or local governmental unit. Thus,
public roads, parks, and government office buildings could
continue to be financed by tax-exempt bonds, but bonds could no
longer be issued on a tax-exempt basis to finance facilities
intended for private use.

IV.Renewable and Alternative Energy Sources

Hydropower, solar, wind, and other sources of energy provide
about 4% of the nation's energy needs. Since 1978 Congress has
adopted a number of tax measures designed to provide incentives
for individuals and businesses to conserve energy and to
encourage the development of renewable and alternative energy
sources. These incentives were deemed necessary because oil and
gas price controls understated the replacement cost of those
energy sources. Because of price controls, consumers did not
have the incentive to invest in energy conservation.
Furthermore, low oil and gas prices discouraged investment in
alternative fuels. The energy tax incentives were enacted as
temporary provisions that were designed to provide a bridge
between the period in which energy prices were controlled and the
period in which energy prices would be set in a free marketplace.

Under current law, three major categories of tax incentives
remain temporarily available for businesses:

1. Energy Investment Tax Credits. Solar, wind, geothermal
property and ocean thermal property qualify for a 15 percent
energy investment tax credit in addition to the regular ITC.
Certain hydroelectric generating property qualifies for an 11
percent credit. Qualified intercity buses and biomass property
are eligible for a ten percent energy credit. These energy
credits terminate on December 31, 1985.

A ten percent energy investment tax credit was available for
certain other types of energy property but this credit generally
expired on December 31, 1982. However, if such energy property
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qualifies under "affirmative commitment" rules, the credit
continues to be available until December 31, 1990. Under these
rules, projects requiring two or more years for completion will
continue to be eligible if (a) all engineering studies were
completed and all necessary permits filed before January 1, 1983,
(b) binding contracts for 50 percent of specially designed
equipment are entered intes before 1986, and (c) the project is
completed and placed in service before 1991. In addition, in the
case of hydroelectric generating property, the credit is
available through December 31, 1988, if an application has been
filed with the Federal Energy Regulatory Commission before
January 1, 1986.

2. Production Tax Credits. A credit of up to $3 per barrel
of oil equlvaleii-tTajst-e--d-Tr inflation, is available for
certain qualifying fuels. In general, the credit is available
for qualifying fuels produced from facilities placed in service
after December 31, 1979, and before January 1, 1990, and sold
after December 31, 1979, and before January 1, 2001. The credit
phases out as the average wellhead price of domestic crude oil
rises from $23.50 to $29.50 per barrel, adjusted for inflation.
The maximum credit and the phaseout range are adjusted for
inflation. Qualifying fuels include (a) oil produced from shale
and tar sands, (b) gas produced from geopressured brine, Devonian
shale, coal seams, a tight formation, or biomass, (c) synthetic
fuels produced from coal, (d) fuel from qualified processed wood,
and (e) steam from solid agricultural byproducts.

3. Alcohol Fuels Credit and Excise Tax Exemptions.

a) Alcohol fuels mixtures. Present law provides a six
cents per gallon exemptio-From the nine cents excise tax on
gasoline and a similar six cents per gallon exemption from the 15
cents diesel fuel excise tax if the taxable products are blended
in a mixture with at least ten percent alcohol (*gasohol*). The
term alcohol is defined to include only alcohol derived from a
source other than petroleum, natural gas, or coal (including
lignite). The provision terminates after December 31, 1992.

b) Alcohol fuels. Present law provides a nine cents per
gallon exemption from thF excise tax on special motor fuels for a
fuel consisting of at least 85 percent alcohol derived from a
source other than petroleum or natural gas and a four and one-
half cents per gallon exemption if the source is natural gas.
The provision terminates after December 31, 1992.

c) Alcohol production credit. A 60 cents per gallon
income tax credit i; provided for alcohol used in gasohol
mixtures with gasoline, diesel fuel, and special motor fuels. A
like credit is allowed for alcohol used as a fuel other than in a
qualified fuels mixture. A lesser credit of 45 cents per gallon
is provided for alcohol of at least 150 proof but less than 190
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proof. The term alcohol is defied to include only alcohol
derived from a source other than petroleum, natural gas, or coal
(including lignite). This credit terminates on December 31,
1992, and may be carried forward for 15 years, but not to a tax
year beginning after December 31, 1994. If a production credit
is claimed with respect to alcohol, the exemption from the
gasoline and special fuels excise taxes is not allowed.

d) Taxicabs refund. A four cents per gallon exemption
from the excise tax on gasoline, diesel fuel and special motor
fuels is provided if used in certain taxicabs that are rated at
above-averaye fuel economy. The exemption expires on September
30, 1985.

In addition, under current law there are two categories of
residential energy credits:

1. Conservation credits. A 15 percent credit is available
to individuals for the first $2,000 of expenditures for certain
energy conservation equipment, such as insulation or storm
windows and doors, for a maximum credit of $300.

2. Renewable energy credits. A 40 percent credit is
available to indivas for the first 5I0,000 of expenditures for
solar, wind or geothermal energy property, for a maximum credit
of $4,000.

To be eligible for the residential energy tax credits,
expenditures must be with respect to the taxpayer's principal
residence. In the case of the residential conservation credits
the residence must have been in use before April 20, 1978. The
credits expire on December 31, 1985. Unused credits may be
carried over through 1987.

Under the President's proposals for tax reform most of these
credits would be allowed to terminate as called for under current
law. In the case of the production credits, however, the period
of availability would be shortened from a current law termination
date of January 1, 2001 to January 1, 1990.

Since the enactment of these subsidies, world oil and gas
supply conditions have eased. Domestic crude oil prices have
been decontrolled and natural gas prices have been partially
decontrolled. individuals and businesses have succeeded in
reducing their energy usage. Even if it were felt that
conservation and the development of alternative fuels should be
encouraged, energy tax credits are not particularly effective for
such purpose. Subsidies provided for alternative fuel are
significantly in excess of the price that should be paid for
replacement of crude oil. For example, with an alcohol fuel
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production credit of 60 cents per gallon, the Federal government
is paying a subsidy of $25.20 (in addition to the price paid by
the consumer) in order to save a barrel of oil currently valued
at under $30.

The energy tax credits also add to the complexity of our tax
laws and impose additional administrative burdens upon the
Internal Revenue Service. A taxpayer compliance study with
respect to individual income tax returns for taxable year 1979
disclosed that of $473 million of taxpayer claims for energy tax
credits, $126 million in claims would have had to be disallowed
had the Internal Revenue Service been able to fully audit all
returns. Taxpayers failed to claim only $26 million in credits
that they were otherwise entitled to claim. Thus, by Internal
Revenue Service estimates, more than one-quarter of the amount of
energy credits claimed by taxpayers for 1979 should not have been
allowed.

Finally, many of the conservation improvements subsidized by
the residential energy credits would have been made without the
tax credits because of-decontrol and the increase in world oil
prices since 1979. Thus, in many cases, tax credits have served
merely to reduce the tax burden of middle- and upper-income
households, rather than to encourage additional energy
conservation efforts.

In light of these changes in energy economics, it is the
policy of this Administration to rely upon the free operation of
the marketplace to allocate resources efficiently and to
determine energy use. If business investment is to be
encouraged--and certainly that has been a primary goal of this
Administration--then it should generally be encouraged through
broad-based tax reduction. Thus, except to the extent that
national security interests require the continued search for oil
and gas reserves, the most effective government policy is not one
specifically targeted toward subsidizing conservation or
conventional and alternative fuel production, but one which
improves the overall economic outlook and investment climate by
reducing tax rates and expanding capital investments generally
within the economy. To that end, the President's proposal calls
for the temporary tax incentives available under present law to
terminate as scheduled.

V. Conclusion.

The primary thrust of the President's proposal is to
encourage investment and economic growth by reducing tax rates
and broadening the tax base. At the same time, some existing
incentives for undertaking risky exploration and development
investment are retained. Some may criticize these proposals for
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being too generous to the extractive industries, while others may
decry any change in the existing tax law. The U.S. is not now
energy independent, and is not likely to ever be entirely self-
sufficient in energy and mineral production.

While the tax laws may be used to encourage somewhat greater
domestic production, and thus minimize the potential adverse
effects of foreign energy supply disruptions, they cannot, and
should not, be used to replace market forces in the allocation of
resources. The President's proposal encourages the continued
search for the nation's oil, gas, and mineral resources. It does
so through certain direct incentives, and also by generally
encouraging economic growth. While it may be possible to
encourage even greater investment in the energy industries
through direct tax incentives, too great a distortion of the
allocation of capital is likely to result from such an approach,
producing less economic growth for all American free enterprise.
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Senator WALLOP. Thank you, Mr. Mentz.
I am sure you know and have discovered Senator Long's old saw

about "I won't tax you if you don't tax me; we'll tax that feller
behind the tree" is inherent to everything.

I have a sneaking suspicion that it is easy to deal in abstractions,
whether you are talking defense policy or tax policy. I might sug-
gest that you yourself, though you didn't read that portion of it, did
it in your own statement, which from my personal opinion is not
helpful to the argument and thesis of tax reform. To quote you, the
effort was to reduce "those special tax benefits which primarily
just serve to reward owners of the richer and more prolific mineral
deposits." I don't think that adds philosophy; it adds a certain
amount of rhetoric to this discussion.

Mr. MENTZ. That's why I didn't read it.
Senator WALLOP. Well, the problem is this, I assume you were

talking about percentage depletion, and I wonder if you cou!d tell
me the theoretical underpinnings of the concept of percentage de-
pletion and how it relates to the replacement of capital, which is
an encouraged item in other segments of American industry.

Mr. MENTZ. Well, I think the way I view percentage depletion is,
percentage depletion provides an incentive to engage in the explo-
ration of oil, gas, coal, whatever the depletable mineral is, because
the explorer, the wildcatter, knows that if he is successful, and if
he finds the mineral that he is searching for, the resultant income
stream will be less heavily taxed than if he were simply to invest
in a bond.

Senator WALLOP. That is a very old fashioned, I mean very flam-
boyant way of referring to this, but in point of fact, it is the means
by which that industry has replaced capital the way other indus-
tries have replaced capital with other tax structures. It is the idea
in mind that, having invested, you immediately that day have your
capital pool declining. It is in effect-is it not?-the same as depre-
ciation on a building which you have built. And so to get out of
that concept is to get out of the philosophy of the taxation today.
You may consciously want to do it, but it is a bad idea to conscious-
ly want to do it because you read everybody's newspaper article.

And clearly, if it is just a very favorable tax treatment for an
income stream as you have described it, then it is easier to get out
of than it is to say, "It is nothing more than the depreciation that
is permitted to every other industry on its capital pool once it is
established."

Mr. MENTZ. Well, the difficulty with that approach is, if that is
what it is, then the comeback, it seems to me, is, "Well, then, why
isn't it just another one of those CCRS numbers? And why should
there be a special-?" I am not arguing for that, but it seems--

Senator WALLOP. Why wouldn't it be? Why wouldn't you just put
it into that, then? If you recognize the legitimacy of replacement of
capital under the thesis of depreciation, then of course, you would
have a Capital Cost Recovery system that is part and parcel of the
theory of taxation in this country, which is a good one. But you
didn't do either; you just eliminated it.

Mr. MENTZ. Well, we didn't eliminate it. We switched it over to
cost depletion. It is not totally eliminated. Cost depletion ii a Cap-
ital Cost Recovery system.
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You can make the same argument for intangible drilling costs or
mining exploration costs, which we did not eliminate.

Senator WALLOP. Well, we will hear it. The thing that concerns
me-and I am going to ask us all to abide by the light because we
have a big witness list-is a rather simple thing; which was the
projection of Chase Econometrics showing that over the course of
the next 2 years this is going to cause a depletion in capital invest-
ment in this country of $48 billion, a decline in GNP of $25 billion,
and I think that you would agree with me that that $48 billion
comes primarily out of the industries that are related here, not
only the oil and gas but the hard-rock industries, the people who
rely most specifically on the availability of capital cash-flow. So, in-
stead of leveling the playing field, which was a laudable purpose,
you have flipped it from here to here. And I don't think that has
achieved what the President's ultimate goal is in tax reform. That
is an observation, not a question.

Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
There is a difference between Treasury-1 and Treasury-2, as Mr.

Mentz knows.
And in the energy area, one obvious difference is that in Treas-

ury-2 expensing of intangible drilling costs is back in, plus percent-
age depletion for strippers. How much does that cost in revenue?

Mr. MENTZ. The percentage depletion costs about $1.8 billion
fully phased-in; in other words, 1990.

Senator BRADLEY. But over the first 5 years, the numbers that I
was given was $8 billion for the depletion and about $32 billion for
the intangible drilling costs. Is that right?

Mr. MENTZ. That sounds right.
Senator BRADLEY. About $40 billion.
Now, in Treasury-I they went into some detail to talk about who

benefits from these provisions. I think they said over half the bene-
fit goes to incomes of more than $75,000. Is that right? Can you
give me that breakdown?

Mr. MENTZ. Yes, that is right.. I don't happen to have Treasury-1
with me. Treasury-1 we have discarded over at the Treasury; we
are working from the new document.

Senator BRADLEY. Yes, that's what happens when you destroy
history. [Laughter.]

But I assume Treasury-2 has the breakdown. As I understand it
about 31,000 taxpayers making more than $100,000 a year get an
average tax benefit from intangible drilling costs of about $28,000.
Is that right?

Mr. MENTZ. I don't have the numbers specifically before me, Sen-
ator, but there is no question that high income taxpayers do bene-
fit from intangible drilling costs and percentage depletion, of
course.

Senator BRADLEY. Would you say that because you chose for na-
tional security reasons to put the intangible drilling costs back into
Treasury-2 plus the percentage depletion, and because those bene-
fits are used primarily by people making more than $100,000, that
in order to be distributionally neutral you had to raise that top tax
rate up to 35 percent? You had to keep it at 35 percent?

Mr. MENTZ. We didn't raise it; we kept at 35.
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Senator BRADLEY. You kept it at 35.
Mr. MENTZ. I think the way it is viewed--it is not really the

Treasury; it is the administration, the President. The way it is
viewed is that, despite whom they benefit, these tax expenditures,
if you will, are essential in order to keep domestic oil and gas pro-
duction at roughly current levels. And the conclusion as to who ac-
tually gets the tax benefit is simply a flow of whoever owns the in-
terest that is eligible for the benefits.

Senator BRADLEY. And did or did you not weigh the tradeoff be-
tween keeping this perference for upper income individuals on the
one hand, and keeping the rate at 35 percent, versus the general
benefit of reducing this perference to uper income individuals and
cutting the top tax rate maybe back to 30?

Mr. MENTZ. Oh, sure. It was weighed, and frankly it was an
effort to get all of the pieces of the puzzle to try to fit together -
you know, a very clear national security reason for keeping the
production "subsidies" if you will. There is no question at all that
that was taken into account, Senator, and taken into account by
the White House, by the President.

Senator BRADLEY. The question is "to subsidize, or not to subsi-
dize." Would you agree that the way oil is treated in Treasury-2 is
a slight anomaly, or at least inconsistent with the general philoso-
phy of Treasury-2?

Mr. MENTZ. Well, I wouldn't call it an anomaly. As I indicated in
my testimony, it is a departure from a pure theoretical system
where all capital has exactly the same tax incentive so that every-
thing is neutral. I think there is no question that it is a departure
from that, and it is a departure from that for a very specific
reason.

Senator BRADLEY. National security?
Mr. MENTZ. yes, sir.
Senator WALLOP. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
Mr. Mentz, is it the policy of the administration to encourage the

development of alternative renewable energy?
Mr. MENTZ. The policy is to allow the free market to work on al-

ternative energy sources without direct tax subsidy, Senator.
I would say that indeed that is the policy of the Congress, too,

because many of the credits, the energy credits, are expiring at the
end of 1985. So I would say it's a yes.

Senator MATSUNAGA. It is, you say?
Mr. MENTZ, Yes.
Senator MATSUNAGA. And still, the President's tax proposal

would eliminate not only the energy tax credit-15 percent for
those-but the ITC of 10 percent, which would mean a reduction of
25 percent in incentives. Do you think this is within the policy of
encouraging the development of alternative energy?

Mr. MENTZ. I think we will also discourage the kind of wind tax
shelters that are springing up.

Senator MATSUNAGA. That is only in California, because Califor-
nia has a State law which provides the additional 25 percent. Is
that not it?

Mr. MENTZ. Yes, but don't you think a 25-percent credit is a
pretty rich subsidy?
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Senator MATSUNAGA. Yes, but it is only in California."
Mr. MENTZ. No, I am talking about a Federal subsidy.
Senator MArSUNAGA. Oh, the total?
Mr. MENTZ. Yes.
Senator MATSUNAGA. Well, you are proposing the complete elimi-

nation, of 25 percent.
Mr. MENTZ. Right.
Senator MATSUNAOA. I don't know if you know the situation in

Hawaii or not. Do you?
Mr. MENTZ. You are speaking of macadamia nuts?
Senator MATSUNAGA. I am speaking of alternative energy.
Mr. MENTZ. No. Please tell me.
Senator MATSUNAGA. Pardon me?
Mr. MENTZ. Please explain.
Senator MATSUNAGA. You are in charge of energy for the admin-

istration?
Mr. MENTZ. No, I'm not in charge; Secretary Herrington is in

charge.
Senator WALLOP. Just the tax man, not the energy tax.
Senator MATSUNAcZA. We used to throw the bagasse-you know

what bagasse is, sugarcane waste-into the ocean. And the thought
occurred, "Well, why should we not burn the sugarcane waste?"
That is biomass energy. And I talked to the plantation people
there. They said, "If you'll give us some incentive to go ahead with
the proposal, which means capital investment, we'll go ahead and
build plants to pelletize the bagasse into fuel for our steam
generators."Just as we gave them incentives in the development of
macadamia nuts, a 10-percent investment tax credit was agreed
upon.

As a consequence, the island of Hawaii, where just about 5-6
ears ago 100 percent of all the electric power was produced by
urning imported petroleum, today 20 percent of its electric power

is produced by indigenous alternative resources, primarily through
the burning of sugarcane waste and wood chips. Another project
which we went into through government assistance, was the plant-
ing of eucalyptus trees which fully mature for burning in about
years. That has been very successful. The same plan was adopted
over on the island of Kauai, my home island, and over 20 percent
today of the electric power there is produced today by burning bio-
mass.

So if this is an indication of what can be done in the Nation, I
think we ought to encourage and continue to encourage the devel-
opment of these alternative sources. I am speaking not only of bio-
mass now; I am talking about OTEC, Ocean thermal Energy Con-
version, and other renewable resources.

Without the 15-percent investment tax credit for energy, we
would not have any private entrepreneur going into the develop-
ment of OTEC. And we must look forward to the long-term future.
The problem of energy policy has been that we look only to the im-
mediate future, "What is it today? What is it tomorrow" and not
what it is next year or 5 years after that.

Liquid hydrogen is the greatest promise for transportation fuel.
As you probably know, liquid hydrogen is the safest form of trans-
portation fuel for air transportation as well as ground transporta-
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tion, and with the production of cheap electricity we can lead the
world in the development of liquid hydrogen, and we had plans to
go into it in Hawaii. As a matter of fact, Lockheed had a plan to
build a liquid hydrogen plant, provided we would go ahead and de-
velop geothermal as well as ocean thermal to produce the required
power. But when this administration, in its first budget proposal
called for repeal of the energy tax credit, potential investors-who
had even incorporated to go into development of wind energy as
well as ocean thermal and geothermal and wind-just pulled out of
Hawaii, and we lost that possibility.

Well, I'm sorry I exceeded my time, Mr. Chairman, but I think
we are overly shortsighted in removing the incentives which have
served very well. And when you speak of "broadening the tax
base," yes. You may check this, but the studies to which my atten-
tion has been called say that for every $1 of tax credit we have
given for the development of alternative renewable energy the
Treasury has enjoyed $9. That's an investment, not an expense to
the Government.

Mr. MENTZ. Senator, I certainly understand that Hawaii has
been very successful in developing these alternatives you speak of,
and I congratulate you and your State for it; but on the subject of
the biomass that you mentioned, there is an production tax credit
which, under these proposals, would be continued until 1990.

With regard to the ocean thermal, that is an energy credit that
would expire under current law at the end of 1985. Now, I think
the proper tax policy here should be that, if you want to encourage
particular industries or an energy source such as biomass or ocean
thermal, perhaps you give it some subsidy, whether it is a tax sub-
sidy or some other form of subsidy, at the outset. But the idea
should be to wean that industry away from a subsidy. And indeed
that was what the law did when it was enacted in 1978 on your
energy credits for ocean thermal, and the same is true with bio-
mass. The idea is a phaseout period or a period of time for the
supply to become economically self-sufficient. You certainly don't
want to have an energy source that has to be an investment to be
subsidized.

Senator MATSUNAGA. Certainly. I agree with you that we should
phase out the support and make industry self-supporting; but I am
referring to new business. Now, we have investor "A" in the solar
power business; well, if he has a phaseout of 5, 6, 7 years, then B,
who starts the business today, if granted that same phaseout assist-
ance, would go into the business which he otherwise would not go
into. This is what I am talking about.

Senator WALLOP. Mr. Mentz, just one final question. Can you or
anyone in Treasury tell me that the excess depreciation recapture
is anything but a revenue measure? It certainly isn't part of the
tax reform concept, is it?

Mr. MENrZ. Let me explain it.
Senator WALLOP. Well, at the same time you explain it, would

you explain why we don't carry the concept to everything else?
Mr. MENTZ. Sure. I'll take that one first. The reason that it isn't

carried to other items is primarily just the technical difficulty in
doing it. But if Congress is interested in broadening that approach,



121

certainly the Treasury would be supportive and would be prepared
to work with you on that project.

Senator WALLOP. Tax dependence and other things?
Mr. MENTZ. Well, I was thinking more of, for example, the con-

cept applies to a deduction taken in the year when the tax rate is
at 46 percent. That creates an asset that produces income and is
expected to produce income, and the income is going to be generat-
ed. You expect it at 46 percent. But when the rate goes down to 33,
K ou have in effect a benefit, because you have your deduction over

ere at 46 and the income at 33.
Senator WALLOP. The theory behind that is that you should have

known we wouldn't keep our word about the Tax Code that would
pass?

Mr. MENTZ. No, I don't agree. I think the theory of that is, when
a taxpayer invested in an asset, he expected to get an Accelerated
Cost Recovery deduction, and he also expected that when the recov-
ery period expired that the lines would cross and in effect he would
be picking up income. He expected the deduction at 46, and he ex-
pected the income at 46. When the income comes in at 33, he has
got an unintended benefit, at least a benefit th,-t was not contem-
plated; he will certainly take it if he can. T1 t is basically the
theory of it.

Senator WALLOP. If the theory holds true, i can it to pension
plans and take it to everything else.

Mr. MENTZ. Well, I think pension plans are different.
Senator WALLOP. And in as much as there really wasn't any at-

tempt--
The reason I ask is because, of all the places that it falls most

heavily, is with the sickest industry in America today, and that's
the mining industry. And, it seems to me if one were to view that
from the perspective of tax reform policy, you might find a way to
even that out by spreading it over all of those people who invested
at one level and recaptured at another, as you describe it, just in
the interest of--to use the administration's incessant term-"fair-
ness."

Mr. MENTZ. I find that position very sympathetic, Senator. And I
might say I have heard it from others who are also severely affect-
ed, and I think that is something that needs to be looked at.

Senator WALLOP. Thank you very much for coming down here
this morning.

Mr. MENTZ. It is my pleasure.
Senator WALLOP. We now move to the panels. I will ask the

panels to strictly obey the light; we have a number of people yet to
go. It is my intention to move straight on through them.

We have told the first panel that they can have -10 minutes, be-
cause they are economists and economists can't speak in 5-minute
segments. [Laughter.]

No; in all seriousness, theirs is the more complex presentation to
make, and we did invite that.

I would ask, seriously, that if there is a possibility in any way to
reduce that 10 minutes, that you feel free to do so, and we will go
straight through.

The panel consists of Mr. G. Henry. M. Schuler, director of the
Bartlett Council on Energy and National Security, the Center for
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Strategic and International Studies at Georgetown; Mr. John
Lichtblau, the president of the Petroleum Industry Research Foun-
dation, New York; and Mr. Richard Morgan, Research Coordinator
of the Energy Project, Environmental Action Foundation.

Mr. Schuler.

STATEMENT BY G. HENRY M. SCIIULER, DIRECTOR OF THE BART-
LETT COUNCIL ON ENERGY AND NATIONAL SECURITY, CENTER
FOR STRATEGIC AND INTERNATIONAL STUDIES, GEORGETOWN
UNIVERSITY, WASHINGTON, DC
Mr. SCHULER. Thank you, Senator Wallop and Senator Long. Al-

though you are correct that I hold the Dewey F. Bartlett Chair of
Energy Security Studies at CSIC, I want to make it clear that the
Center does not adopt corporate positions; so this is my own per-
sonal views at the invitation of the committee.

Senator WALLOP. I thank you.
Mr. SCHULER. Just very quickly by way of background, my inter-

est in energy security goes back to the early 1970's as a result of
having been responsible for trying to defend a major oil field in
Libya against Colonel Qadhafi's maneuverings, and as a negotiator
with OPEC. And those experiences, frankly, left me convinced that
we couldn't rely on oil imports.

It was for this reason that I was deeply disturbed to read last No-
vember that the Treasury Department accepted with complete
equanimity-some would say complacency-the prospect that the
proposed tax changes would reduce U.S. production and increase
reliance upon imports. In fact, their analysis openly advocated less
U.S. investment in oil and gas production. I found it especially
ironic that our Treasury Department could accept greater depend-
ence on oil imports in the 1980's and 1990's, when it was exactly
that same Treasury Department which had made formal findings
for both Reputllican and Democratic Administrations in the 1970's
that oil imports represented a threat to energy security, the na-
tion's overall security. The irony of that situation prompted ne to
investigate our current energy prospects, whether they had really
changed so drastically that complacency was justified.

That investigation, conducted along the lines of the government's
earlier methodology, and supported in part by the American Petro-
leum Institute, led to the publication of monograph which I have
submitted for the record.

[The pamphlet follows:]
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Introduction

T he Treasury Department's tax proposals of November 27, 1984
contain a number of provisions that Treasury analysts acknowl-

edge would cause a decline in domestic production of crude oil,
natural gas, and natural gas liquids. The analysts contend that the
corresponding increase in dependence upon oil imports would be
justified by the desirability of shifting investment capital to less
costly forms of energy development or to industries outside of the
energy sector. That contention contrasts with explicit findings in
1975 and 1979 by then-Treasury Secretaries William E. Simon and
W. Michael Blumenthal that dependence upon oil imports pre-
sented a threat to national security-as broadly defined by Con-
gress-that justified measures to encourage domestic petroleum
production.

Although the Treasury's 1984 tax analyses failed to include any
reassessment of the national security implications of increased oil
imports, Congress must consider those overall concerns in reaching
a balanced judgement of the tax proposals. This paper reviews the
methodology employed in the 1975 and 1979 assessments-includ-
ing ascertaining the views of numerous Cabinet departments and
agencies-to provide a qualitative as well as quantitative appraisal
of the fundamental security issues as they appear in the mid-1980s.

Before undertaking the appraisal, this paper briefly addresses
several preliminary issues.

* What conclusions did prior Treasury Secretaries reach about
the relationship bet-ween oil imports and national security?

* How did the petroleum industry respond to efforts to encour-
age domestic development?

* What is the current and projected oil balance in the absence
of tax changes?

+ How would the proposed changes affect oil imports?

Moving on to its principal purpose, the paper employs text, tables,
and current assessments by government officials to compare the
overall security situation in 1985 with the situations prevailing in
1975 and 1979 when the Treasury Department made formal findings
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that oil imports posed a threat. Those findings reflected a wide range
of considerations that will be examined under three broad headings:

# The extent of the vulnerability or burden at the consuming
end of the oil supply line;

* The source of the threat or risk at the exporting end of that
line;

+ The outlook for immediate and future relief from those bur-
dens and threats.

Based upon input from seven Cabinet Departments, the Central
Intelligence Agency (CIA), the Federal Reserve Board, and the
Council of Economic Advisors, the Treasury analyses identified the
following vulnerabilities or burdens:

* The military burden, which includes
-peacetime fuel re(luirements for readiness training and

exercises,
-wartime fuel requirements for combat and defense industries,
-military commitments to protect oil facilities in the Persian

Gulf,
-vulnerahility to interdiction of tanker routes in the event of

war.
• The foreign policy burden, which includes

-increased leverage by foreign states that do not share U.S.
strategic and diplomatic objectives,

-greater destabilization of international economic order and
currency markets,

-strained relations with less richly endowed allies vho resent
U.S. unwillingness to develop domestic energy resources
filly,

-doubts by other countries about U.S. willingness and ability
to honor commitments in an oil crisis.

+ The strategic burden posed by an imbalance between the U.S.
and the USSR, which includes
-less Soviet vulnerability to supply interdiction,
-growing Soviet export earnings to finance the hard currency

cost of imports,
-substantial control over Council for ,Mutttal Economic Assis-

tance (COMECON) allies,
-growing leverage over North Atlantic Treaty Organization

(NATO) customers.
* The economic burden of a Supply distipti ,. which includes

-gross national product (GN )),

51-229 0 - 86 -- 5
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-unemployment,
-inflation.

* The economic burden of continued supply, which includes
-higher overall U.S. and world energy costs,
-growing U.S. trade deficits,
-the relationship between the international banking crisis

and oil earnings or expenditures.
Using the same approach, the paper assesses the threats and risks

identified by contributors to the earlier Treasury analyses.
* The risk posed by overt hostilities is discussed in terms of the

Gulf War that broke out in September 1980.
* The threat of covert terrorism and sabotage is related to specific

attacks on oil facilities in Lebanon, Turkey, and Kuwait as well
as to the general increase in terrorist incidents in the 1980s.

* The risk of internal upheaval is analyzed in the context of
growing threats to political stability including
-the growing appeal of Muslim assertiveness,
-the increasing difficulty of dividing a shrinking economic

pie.
* The risk posed by divergent political interests in the Arab-

Israeli dispute is assessed in terms of increased Arab frustra-
tion over
-the unfulfilled promise of the Camp David Accord,
-the growing threat of radical intimidation.

* Renewed threat of divergent economic interests is discussed
in the context of
-collaboration during the 1980s of non-Organization of Petro-

leum Exporting Countries (OPEC) producers,
-possible changes in Saudi attitudes toward oil prices.

* The risk of Soviet interdiction or seizure is discussed in terms
of the Pentagon's concerns about enhanced Soviet capabilities.

Proceeding to the third broad heading, the paper discusses the
outlook for immediate and future relief, including the following
considerations that were raised in prior Treasury analyses:

* The availability of unused production capacity is assessed in
terms of its location.

* The availability of oil in storage focuses questions on therole
of private stocks and the overall vorld situation.

* The availability of savings from reduced oil consumption raises
questions about the impact of past investments in energy effi-
ciency and disenchantment with mandatory controls.
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* The prospects for additional fuel switching are derived from
the Energy Information Administration's (EIA) latest forecast.

+ The prospects for reduced dependence on Middle Eastern oil
is discussed in terms of the location of the world's proven
reserves.

* The prospects for enhancing the security of Middle Eastern-
exports is discussed in terms of military preparedness and
alternative pipelines.

This paper concludes with a discussion of fundamental precepts
and a summation of the principal findings.

1. Although the burden of oil imports hais been somewhat reduced
since imports peaked in 1977, the constituent vulnerabilities
are as bad or worse than they were in 1974 and 1978, the years
on which the earlier Treasury assessments were based.

2. The constituent threats to Middle Eastern oil supplies-still
the dominant source of exports-are considerably worse in the
mid-1980s than they were in the 1970s when the findings were
made.

3. Although the decline in world consumption and the partial
completion of the Strategic Petroleum Reserve (SPR) have
created a cushion of unused production capacity and govern-
ment-owned storage, their availability and adequacy are highly
uncertain during an oil shortfall.

4. U.S. and world dependence upon Middle Eastern oil is likely
to grow rapidly, and the prospects for their security will
deteriorate.

5. Therefore, legislation to encourage the development of U.S.
crude oil, natural gas, and natural gas liquids is required in the
1980s as it was during the 1970s.
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1
Oil Imports and National Security

A cting under congressional mandate in section 232 of the Trade
Expansion Act of 1962, two secretaries of the Treasury-one in

a Republican and the other in a Democratic administration-made
formal, well-documented findings that dependence upon oil imports
threatened the national security, and they recommended the adop-
tion of steps to increase production of domestic energy sources.'

*On January 14, 1975, Secretary of the Treasury Simon sent a
memorandum to President Gerald Ford stating:

As a result of my investigation, I have found that crude oil,
principal crude oil derivatives and products, and related prod-
ucts derived from natural gas and coal tar are being imported
into the United States in such quantities as to threaten to impair
the national security... I therefore recommend that appropri-
ate action be taken to reduce [such] imports ... to promote a
lessened reliance upon such imports, to reduce the payments
outflow and to create incentives for the use of alternative sources
of energy to such imports.'

* On March 14, 1979, Secretary of the Treasury Blumenthal sent
a similar memorandum to President Jimmy Carter stating that
his predecessor's conclusion was "even more valid today" and
that:

The continuing threat to the national security which our inves-
tigation has identified requires that we take vigorous action at
this time to reduce consumption and increase domestic pro-
duction of oil and other sources of energy. To the extent fea-
sible without impairing other national objectives, we must
encourage additional domestic production of oil and other
sources of energy, and the efficient use of our energy supplies,
by providing appropriate incentives and eliminating programs
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and regulations which inhibit the achievement of these impor-
tant goals.3

Those currently charged with reassessing the implications of oil
imports should recognize that Congress defined national security in
the broadest possible manner in the applicable legislation.

For the purposes of this section [232 of the Trade Expansion
Act) the Secretary and the President shall, in the light of the
requirements of national security and without excluding other
relevant factors, give consideration to domestic production
needed for projected national defense requirements, the capac-
ity of domestic industries to meet such requirements, existing
and anticipated availabilities ofthe huian resources, products,
raw materials, and other supplies and services essential to the
national defense, the requirements of growth ofsuch industries
and such supplies and services including the investment,
exploration, and development necessary to assure such growth,
and the importation of goods in terms of their quantities, avail-
abilities, character, and use as those affect such industries and
the capacity of the United States to meet national security
requirements. In the administration of this section, the Secre-
tary and the President shall further recognize the close relation
of the economic welfare of the Nation to our national security....

In pursuing that congressional mandate,' Simon and Blumenthal
obtained reports from their colleagues at the Defense, State, Energy,
Interior, Transportation, Commerce, Labor Departments and from
the CIA, the Federal Reserve Board, and the Council of Economic
Advisors. They provided assessments of oil import dependence-
often in considerable detail, especially in 1979 when a full year had
been made available for study-and concluded that those imports
posed a threat to the component of national security in their respec-
tive departments. Highlights of those reports will be quoted and
summarized in Chapters 7-9 of this paper to establish a basis for
comparing the oil import situation existing in the mid-1980s to that
Of the 1970s.
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Notes

1. There was an earlier such finding issued on March 10, 1959
(see Presidential Proclamation 3279, 24 Federal Register 1781);
however, the situation changed so dramatically during the 1970s
that it no longer provides a useful precedent.

2. U.S. Department of Treasury, "Report of Investigation of the
Effect of Petroleum and Petroleum Product Imports on the National
Security," 40 Federal Register 4457 (January 30, 1975).

3. U.S. Department of Treasury, "Report of Investigation of the
Effects of Oil Imports on National Security," 44 Federal Register
18818 (March 29, 1979).

4. The Trade Expansion Act of 1962, section 232, as amended
(Title 19, U.S. Code) and section 232 regulations, 15 CFR 359 (1982).
Note that, under a 1979 reorganization plan, responsibility for
administering section 232 was transferred to the secretary of com-
merce under Executive Order 12188 of January 2, 1980, 44 Federal
Register 69273; however, the criteria were not changed.
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2
The Petroleum Industry's Response

A although the full implementation of the Treasury recommenda-
tions of 1975 and 1979 suffered from political concerns and

intermittent bouts of energy complacency during periods of steady
or even falling real oil prices, reductions in government interfer-
ence, and increased market prices-experienced and anticipated-
stimulated private sector efforts to develop domestic energy resources.
Despite the imposition of a heavy excise tax on crude oil production
and the continued regulation of much natural gas, the overall finan-
cial returns provided both the incentive and the means for 10 years
of massive investments in domestic petroleum development.'

Over the period from 1974 to 1984, companies invested almost
$300 billion in exploration and development and paid an additional
$36 billion to the federal government for offshore drilling rights.'
Those investments stopped a decline in domestic production in a
variety of ways. They

* drilled 635,827 exploration and development wells (almost 3
billion feet of hole) that added reserves of about 20 billion
barrels and 134 trillion cubic feet;3

+ prolonged the productive life of over 400 thousand stripper
wells, accounting for 1.3 million barrels per day (bpd) of
production;4

* created some 600 projects to enhance oil recovery from depleted
reservoirs, a category of production that accounted for 400
thousand bpd last year and holds the potential to make an
enormous contribution;

* financed over 125 costly plants to strip natural gas liquids
(NOL), a largely unnoticed form of petroleum that accounted
for over 1.6 million bpd (almost 1 barrel of the NGL for every
5 barrels of crude oil).

Some of these efforts, such as infill drilling and the prolongation
of stripper wells, provide an immediate benefit, while others, such
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as lease acquisition, wildcat drilling, and enhanced oil recovery,
may involve time lags of 10 or more years between investment and
benefit. In any event, the cumulative impact has been to maintain
a decade-long plateau of U.S. petroleum liquid production at approx-
imately 8.5 million bpd of crude oil or lease condensate and 1.5
million bpd of natural gas plant liquids. With total demand for oil
declining as the result of fuel switchfn, efficient use, and reduced
growth in the industrial sector, the maintenance of this plateau
prompted a significant ebb in oil imports from their 1977 crest at 47
percent of U.S. oil consumption.
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Notes

1. Although this discussion focuses on investment in U.S. oil and
gas production, it should be recognized that the larger U.S. energy
con pansies have also invested billions of dollars in development of
U.S. coal, synthetic fuels, and renewables, as well as in the North
Sea and other areas that have helped to diversify the source of U.S.
oil imports.

2. Based upon Chase Manhattan Bank's Annual Energy Survey
(1974 to 1983); the Oil and Gas Journal's estimate for 1984; and the
M i neral Management Service, Federal Offshore Report (September
1984).

3. Based on the EIA's Monthly Energy Review, "Oil and Gas
Resource Development," p. 68 for the period of 1974 to 1983, plus
the Oil and Gas Journal's estimate for 1984.

4. See the National Petroleum Council, "Enhanced Oil Recov-
ery" (June 1984) and the Department of Energy (DOE) "Increased
Understanding of the 300 Billion Barrel U.S. Residual Oil Resource,"
Office of Fossil Energy (DOE/BPO/SP-84/1) (February 1984) for
reserves and production attributable to enhanced recovery and strip-
per wells.
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3.
Current and Projected Oil Balance

T he level of activity has started to decline even without adverse
tax changes as a result of oil price uncertainties and outside

capital curtailments, the level of investment in domestic petroleum
development has fallen from $56.5 billion in 1981 to $39.8 billion
in 1984, and renewed price softness has led some to forecast a further
decline to $34.5 billion in 1985.' Those reductions in investment
are only starting to be reflected in the oil balance statistics that still
benefit greatly from the delayed impact of large investments during
the 1970s. Table 1 shows the projected impact of lower oil prices.

TABLE 1

The U.S. Oil Balance
(Millions of barrels per day)

1974 1978 1984 1985 1990 1995

Oil & NGL
consumption 16.65 18.85 15.71 15.77 16.74 18.00

Oil & NGL production 10.50 10.33 10.38 10.50 9.73 8.48
Crude oil imports 3.24 6.36 3.44 4.33 5.23 6.69
Refined product imports 3.01 2.01 1.97 1.57 2.15 2.74

Total oil imports& 6.25 8.37 5.38 5.89 7.38 9.44
Imports as a % of

oil consumption 37.5% 44.4% 34.2% 37.3% 44.1% 52.4%
Source: Energy Information Administration, Annual Energy Outlook (January 1985).
'Note that these gross import figures are based on the EIA data that do not include
imports into the Virgin Islands, Puerto Rico, and Guam, therefore, Commerce Depart-
ment figures used elsewhere in this analysis (where source is important) will be
somewhat larger.
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The highlights of this projection are as follows:
* Imports of crude oil and refined products in 1985 are expected

to equal the 1974 share of total U.S. oil demand which Simon
found to be a threat to national security;2

* By 1990, crude and product imports are forecast in the EIA
base case to regain the 1978 share that Blumenthal found to
be an even clearer threat;

* By 1995, such imports are forecast to exceed 52 percent of total
U.S. demand, some 5 points worse than the previous peak of
47 percent in 1977.

Although forecasting supply and demand has proved to be an
inexact science, the EIA estimate tends to underestimate oil imports
rather than overestimate them. The estimate reflects the EIA's base
case, employing "middle world oil price" and "middle economic
growth" scenarios that the Reagan administration and many fore-
casters doubt will occur.

* The EIA assumed that the U.S. refiner acquisition cost for
domestic and imported crude oil would average (in 1984 dol-
lars per barrel) $28 in 1985, $27 in 1986-1987, $29 in 1989, $30
in 1990, and $40 in 1995, an assumption that many forecasters
consider too high.3 Former Secretary of Energy Donald Hodel,
for example, foresaw a decline to $25 in 1985, and some Wall
Street analysts have predicted $20 or lower.4 The EIA's low
price case ($24 in 1985 and increasing in real terms to only
$25 in 1990) forecasts an increase of almost 1 million bpd in
1990 imports as consumption rises and domestic production
declines. As a result, imports would account for 48 percent of
U.S. oil demand in 1990 and 65 percent by 1995.5

* The EIA assumed fairly rapid near-term economic growth,
averaging 3.1 percent per annum real GNP increase between
1985 and 1990, to be followed by a tapering off to 2.3 percent
per annum from 1990 to 1995.6 The President's Economic
Report to the Congress of 1985 forecasts an average 3.9 percent
per annum real increase over the 1985-1990 period.7 If the
administration's growth targets are met, the EIA calculates that
oil imports will increase over 500 thousand bpd by 1990 and
account for 46 percent of total oil requirements in that year."
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Notes

1. Based on Chase Manhattan Bank's 1981 survey and Oil and
Gas Journal's preliminary 1984 and 1985 surveys.

2. It should be noted that the EIA data consistently understate
die true level of imports because, unlike the Commerce Depart-
ment, the EIA excludes the Virgin Islands, Puerto Rico, and Guam
from its statistics. As a result crude oil imported by U.S. refineries
based in those territories, including the Aamerada Hess refinery
with a rated capacity of 500 thousand bpd in the Virgin Islands, does
not count as U.S. imports. By the same anomalous reasoning, U.S.
oil shipments to the territories are counted as U.S. exports and
accounted for at least a quarter of so-called exports during 1984. In
order to "wash-out" these distortions, we have elected-here to use
EIA's gross import figures.

3. EIA, Annual Energy Outlook - 1984, Table A16, Petroleum
Product Prices, p. 219.

4. Forecasts include: $15/bbl (Henry Wojtyla, cited in Wall Street
Journal, August 2, 1984); $17-18 (Dresel Burnham, cited in WSJ,
January 21, 1984); and $26.50 (Salomon Brothers, Stork Research
Report of January 1, 1985).

5. See EIA, Annual Energy Outlook - 1984, p. 53 and Table D15,
pp. 277-78.

6. EIA, Annual Energy Outlook - 1984, p. xi.
7. Economic Report of the President, transmitted to the Congress

in February 1985, Table 1-5, p. 64.
8. EIA's high economic growth case employs a 3.9 percent rate.

See Annual Energy Outlook - 1984, page 10 and Table C15,
pp. 257-58.
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4
The Impact of Proposed Tax Changes

T he modified flat tax proposal announced on November 27, 1984by then-Secretary of the Treasury Donald Regan would adversely
affect the petroleum industry's ability to recover and attract invest-
nient capital in a number of ways.' Because the underlying structure
and premises of the current and proposed tax provisions are too
complex for summary treatment, this paper will not attempt to ana-
lyze specific impacts. Instead, it will use as a starting point the
Treasury's acknowledgement that each of the following proposals
would restrict the internal formation of capital by one or more seg-
nients of the petroleum industry.'

* Intangible drilling costs (IDC) incurred for services and unsal-
vageable materials would have to be capitalized and amortized
unless the property is abandoned.

* Indirect costs, including interest and lease acquisition expenses,
would be similarly treated.

* Certain costs involved in enhanced oil recovery, including
tertiary injectants and injection wells, would also be capitalized.

+ Amortization of investments in most tangible equipment would
be limited to 12-18 percent per annum upon repeal of the
Accelerated Cost Recovery System (ACRS).3

* Investment Tax Credits (ITC) for qualifying plant and equip-
ment would be repealed.
The 22 percent depletion allowances, now restricted to inde-
pendent producers and made subject to percentage limitations
and minimum tax requirements, would be repealed.

The Treasury's analysis of the petroleum industry changes dis-
cussed other proposals purportedly more favorable to taxpayers gen-
erally (by reducing corporate and individual rates) and to oil pro-
ducers specifically (advancing by a year or two the statutorily sched-
tiled phaseout of the crude oil excise tax).5 The analysis did not,
however, suggest that those aids to capital formation would ade-
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quately offset the previously outlined limitations. Rather, the Trea-
sury analysts argued for reduced investment in domestic oil and gas
production and acknowleged their own preference for energy sources
that would require"

* exploration methods that were less expensive than drilling
wells,

+ development technologies that were less capital-intensive than
the costly projects typically involved in frontier and offshore
operations,

* resources that were not subject to depletion.
While many would agree with the desirability of finding such

alternatives to petroleum, the Treasury analysts did not suggest a
cost-effective, politically acceptable, and environmentally desirable
way to eliminate-or even significantly reduce-the U.S. reliance
on petroleum. Indeed, the EIA estimates that oil and natural gas
met 66 percent of total U.S. energy demand in 1984, only 10. per-
centage points lower than the 76 percent that petroleum provided
a decade earlier before the two oil price shocks. 7 Moreover, the EIA
forecasts that the next decade will see petroleum's contribution
shaved by only 5 points to 61 percent in 1995. In short, there is no
foreseeable escape from the paramount importance of petroleum in
total U.S. energy supplies.

Although the Treasury Department did not quantify the adverse
impact of its proposals on U.S. petroleum production, others have
attempted to do so. The Department of Energy believes that the
proposals will cause the loss of 500 thousand barrels per day of oil
and 1 trillion cubic feet per year of gas by 1987; the American
Petroleum Institute (API) foresees the loss of 500 thousand bpd of
oil and gas equivalents by 1986, 1.1 million bpd in 1990, and 1.5
million bpd in 1995; and the Independent Petroleum Association
of America forecasts 30 thousand fewer wells per year." Although
there is no agreement on the precise quantification of the domestic
production decline, each of the activities that has contributed to
maintenance of a combined crude oil and NGL plateau in the 10
million bpd range over the last decade will be undermined. Major
impacts will include the following:

• Required capitalization of the IDC and dry hole costs will
reduce the amount of exploration and development drilling at
a time when about half the rigs active at the 1981 peak of
drilling are already idle?
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Notes

1. Unless otherwise indicated, "petroleum" as used in this anal-
ysis includes oil, lease condensate, natural gas plant liquids, and
natural gas. An appreciation of that broad, but technically accurate,
definition is especially important because the proposed tax changes
would adversely affect efforts to find and produce natural gas as
well as crude oil and plant liquids.

2. Although the discussion is limited to the direct impact upon
internally generated funds, there will be additional indirect impacts
upon the external generation offunds. For example, corporate access
to borrowed funds is typically limited to about one-third of internally
generated funds, and unincorporated exploration ventures will be
hurt by proposed restrictions on the use of limited partnerships to

-attract outside investors.
3. The elimination of ACRS and ITC would affect all industries,

yet note that the petroleum industry is especially capital-intensive
with an estimated $40 billion expended on exploration and devel-
opment of U.S. petroleum in 1984.

4. Percentage depletion has not been available to the major inte-
grated companies or larger independents since 1975. 5. The decline
in oil prices has already eliminated some of the burden of the so-
called Windfall Profits Tax.

6. "Tax Reform for Fairness, Simplicity and Economic Growth,"
Treasury Department Report to the President (November 1984).
The relevant text appears on pages -131-132 and reads as follows:

Drilling is favored relative to less expensive means of explo-
ration that are not tax-preferred. Investment in energy sources
where capital costs are a relatively high share of total costs are
favored relative to others.

[and)
Percentage depletion encourages over-production of scarce
domestic resources...
7. Annual Energy Outlook-1984, the EIA (January 1985), Table

A2, p. 204.
8. See statement of Deputy Energy Secretary D. Boggs, reported

in the Oil Daily, February 27, 1985; API draft dated February 21,
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* Elimination of percentage depletion will destroy the econom-
ics of much stripper production."'

* Changed treatment of tertiary injectants and requirements to
capitalize steam injection wells will combine with other pro-
posals to affect enhanced oil recovery adversely."

* Elimination of the ACRS and the ITC will deter investment
in the costly plants needed to produce natural gas liquids,
which have accounted for a growing share of total U.S. output
of petroleum liquids. 2
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5
Reassessing the National Security Implications

he Treasury analysts readily acknowledged the inevitableincrease in oil imports required to meet the shortfall in domestic
production that their proposals would create.

Some will argue that these subsidies [sic] for the production
of minerals provided by special tax treatment cannot be elim-
inated because doing so would reduce domestic production
-and increase American dependence on foreign sources of oil
and other minerals .... While these effects may occur and might
be burdensome in the short run, the proposed reforms would
be beneficial in the long run because the capital and labor
released from the energy and minerals sector as a result of a
more neutral tax policy would be employed more productively
in other industries.'

Econometricians may debate the theoretical long-term benefit
claimed for the general economy,. but this paper will focus on the
failure of the Treasury analysts to follow the pattern established by
their predecessors of considering the practical, immediate conse-
quences for the nation's energy security. It will do so by attempting
to replicate the diverse inputs and analyses employed in the assess-
ments prepared by Secretaries Simon and Blumenthal.

Careful reading of those earlier assessmei.ts identifies a number
of guidelines and warnings tat must be established before com-
paring the situations of 1975, 1979, and 1984.

* First, the danger posed by dependence upon oil imports arises
from vulnerability at the consuming end of the oil supply line
and from threat at the exporting end of that line. The degree
of danger is, in effect, a function of threat times vulnerability.

* Second, the threats and risks involve political, religious, eth-
nic, historical, and personal factors that realistically lend them-
selves only to a qualitative assessment.
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1985; Independent Petroleum Association of America Executive
Report, December 1984.

9. The EIA, Monthly Energy Review, "Oil and Gas Resource
Development," p. 68.

10. See, for example, the study released by the Interstate Oil
Compact Commission (IOCC) in January 1985.

11. Ibid.
12. Unlike crude and natural gas reserves, proved reserves of

NGLs have been growing since 1980 and increased 9 percent in
1983. See the EIA Advance Summary of year end 1983 reserves
released in September 1984 (DOE/EIA - 0216[83]).
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0 Third, although the vulnerabilities and burdens may be quan-
titatively assessed, they too require the exercise of judgement
to avoid the following pitfalls:
-Data gaps such as lack of knowledge about the source of

crude oil refined abroad for reexport to the U.S. as products.
This masking of U.S. vulnerability is growing as products
occupy ever larger shares of total imports. 1,

-Statistical distortions as in the EIA treatment of the U.S.
Virgin Islands and Puerto Rico, both important refining cen-
ters, as foreign countries so that their crude oil imports are
excluded from U.S. totals while U.S. shipments to them ate
treated as exports when developing so-called net import
figures.

-Misleading labels such as "OPEC," which does not include
all of the exporters collaborating to manipulate production
and prices, and "OAPEC," which does not include all of the
countries championing Palestinian causes.

* Fourth, assessments invariably involve comparisons, but by
selecting the years of greatest U.S. vulnerability as the base
period leads to complacency, therefore, this paper will com-
pare the current situation with those that prompted the earlier
findings.

* Fifth, the United States is an integral part of a worldwide
supply and pricing system so its situation must be examined
within an international framework.

* Finally, although it is exceedingly difficult to look into the
future with any precision, it is useful nonetheless to establish
the direction in which the danger is moving.

Although it is sometimes difficult to distinguish cause and effect, it
is organizationally helpful to group the considerations examined in
prior Treasury analyses under three headings:

* The extent of the vulnerability or burden at the consuming
end of the oil supply line,

+ The source of the threat or risk at the exporting end of that
line,

* The outlook for immediate and future relief from those bur-
dens and threats.
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Notes

1. Treasury Department Report to the President (November 27,
1984), 132.
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6
The Extent of the Vulnerability or Burden

T ie earl ier Treasury assessments reached the conclusion that oil
imports represented an overall burden or threat to national

security by identifying a wide range of individual national interests
that were at risk by insecure or costly energy supplies. Despite the
lack of a well-documented Treasury assessment, this paper will
attempt to replicate the earlier methodology through comparison of'
the current situation with the circumstances that gave rise to security
concerns.

The Military Burden
Citing concerns about readiness training, war mobilization capa-

bility, overextended commitments, and allied steadfastness, Secre-
tary of Defense Harold Brown called oil vulnerability "the single
surest threat that the future poses to our security and to that of our
allies,'''

Examination of those individual national defense concerns reveals
that the burdens are generally more onerous today than they were
when the earlier assessments were made.

Militaryfuel requirements continue to impose a special vul-
nerability even during peacetime because the Department of
Defense (DOD) remains the nation's largest single consumer
of petroleum products-and indeed of total energy-despite
massive investments in conservation and fuel efficienc, as
well as reduced readiness training. Table 2 make it clear that
concerns expressed about 1974 and 1978 volumes and costs
have grown more acute in the 1980s.

Although there has been a 5 percent reduction in the DOD's
overall petroleum demand during the past decade, it has been
t'lWiev'ed through conservation and fitel-switching at stationary fuel-
biirtiing installations for heating and power generation. In the more



TABLE 2

Defense Petroleum Requirements
and Costs

FY 1975 FY 1978 FY 1984

Total petroleum consumption 189 million 170 million 178 million
(millions of barrels)

Total mobility fuel consumption 156 million 138 million 166 million
(millions of barrels)

Total petroleum costs NA $3.1 billion $7.6 billion
(billions of dollars)

Source: Department of Defense Statistics.
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militarily significant category of mobility fuels, the Reagan admin-
istration's increased emphasis on military preparedness and deploy-
ment has erased the savings that were achieved through develop-
ment of more efficient engines in the late 1970s. U.S. planes, ships,
and land vehicles now consume more fuel than they did in 1975
when the DOD expressed concern about supply interruption, and
the DOD's budget for petroleum is two and a half times as large as
it was in Fiscal Year (FY) 1978 when concern was expressed about
the impact of rising costs upon readiness. The DOD expects its
petroleum consumption to rise at a rate of 2 percent per annum,

An anticipated quadrupling of fuel requirements in the event
of war con: i,',is to prompt serious concern among military
planners. Prepositioned War Reserve Stocks (PWRS) are
intended to meet fuel requirements in a conventional war for
30-60 days, however, inadequate tankage and peacetime dip-
ping into wartime reserves have reduced the PWRS to an
estimated two-thirds of desired levels in 1984.1 As the deficient
P\VRS are being drawn down in a wartime scenario, military
logistics experts foresee an immediate requirement for 2.5-3
million bpd of crude oil to meet the demand for 2 million bpd
of refined products as mobility fuel for U.S. forces and as much
as 4.5 million bpd of crude oil to meet total NATO force
requirements of 3 million bpd. Pentagon planners have little
confidence in the availability of foreign crude and refining
capacity to meet these expanded requirements, and they note
with concern that the Strategic Petroleum Reserve is commit-
ted to civilian uses. Therefore, they must rely on the mainte-
nance of adequate U.S. oil production and refining capacity.

* U.S. military responsibilities in the Persian Gulf have been
dramatically expanded since the Siton and Blumenthal
assessments. The Carter Doctrine of January 1980 and the
subsequent Reagan Corollary have led to the creation of the
Central Command (formerly tile Rapid Deployment Force),
the construction of basing facilities in the area, the preposi-
tioning of supplies and equipment, and the stationing of a
carrier battle group in the Indian Ocean. Although allocating
the defense budget to specific missions is controversial, Dr.
Earl C. Ravenal, a former DOD official currently teaching at
the Georgetown University School of Foreign Service, has
testified that the addition of a specific Persian Gulf mission
adds $47 billion to the FY 1985 budget and that the cumulative
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10-year cost to prepare to fight a war to defend its oil exports
will reach $727 billion.4 While the DOD cannot accept that
enormous number, the armed forces could not undertake the
additional far-flung mission in Southwest Asia without an enor-
mous infusion of forces and funds. Moreover, it would be much
more difficult to justify those military commitments if threats
to U.S. and allied energy security no longer existed.

Long and vulnerable sea lanes remain a significant source of
concern about dependence upon oil imports during a conven-
tional war. The earlier DOD assessments indicated a relative
preference for imports from the Western Hemisphere because
of the seemingly easier task of protecting tanker routes close
at hand. Some military analysts question the validity of that
logic in light of failure to assign naval forces to a hemispheric
mission, but the general perception remains and much has
been written about the increased availability of Mexican crude
oil. Even if we apply that questionable criteria, however, table
3 demonstrates that the principal Western Hemisphere sup-

TABLE 3

Imports from the Three Largest Western
Hemisphere Suppliers
(Millions of barrels per day)

1974 1978 1984

Canada 1.1 0.5 0.6
Venezuela 1.0 0.6 0.5
Mexico NS 0.3 0.7

Total Big Three

Western Hemisphere 2.1 1.4 1.8

TOTAL imports 6.3 8.4 5.4

Big Three
Western Hemisphere
as a % of Total 33% 17% 33%

Source. The Energy Information Administration Statistics.
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pliers provide no larger share of U.S. imports than they did a
decade ago.

Once the source of U.S. imports moves outside the Western Hemi-
sphere, the /ulnerability of various sea lanes is not significantly
different. Therefore, it is difficult to argue that oil imports from the
North Sea are less exposed to potential submarine attack than those
from the MI iddle East.

The Currenit Defense Department Assessment

Although the Treasury Department has not invited the Depart-
ment of Defense to assess whether the oil import burden on national
defense has been adequately relieved since the 1970s, the DOD
has made its position clear in two recent statements urging devel-
opment of domestic petroleum as "one of the nation's highest
priorities."

Focusing on military fuel requirements, the DOD wrote the
Department of Commerce in November 1983 supporting develop-
ment of the Santa Ynez Unit offthe shores of California.

Simply put, without sufficient fuel the forces cannot operate-
in peace or war. For the foreseeable future, the fuel that DOD
must depend on is liquid hydrocarbon fuel from traditional
sources. Key weapon systems in the inventory and on the draw-
ing boards are designed to operate on liquid hydrocarbon fuels
only. Thus, it is vital that DOD have ready access to such fuel.
It is evident that the most secure sources of that fuel are domes-
tic ones.... In the absence of that development, America's
crude oil reserves will ultimately suffer. And, to the extent that
domestic reserves are diminished, military readiness and sus-
tainability are impaired.'

Addressing DOD's concerns about additional financial, logistical,
and strategic burdens to protect foreign suppliers, Secretary of the
Navy John F. Lehman, Jr., told Congress in June 1984

We think that offshore leasing with follow-on exploration and
production is one of the highest priorities of national security.
Our energy dependency abroad results in additional costs to
our Defense budget and adds additional risks of our becoming
embroiled in conflicts abroad. So, we have a very strong inter-
est, in the Defense Department, in programs that ... have the
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promise of making contributions that will reduce our depen-
dence on foreign oil.6

The Foreign Policy Burden

Secretary of State Henry A. Kissinger wrote candidly in 1975 that
the

massive transfer of wealth will greatly enhance the economic
and political power of the oil rich states which do not share
our foreign policy objectives.7

In 1979, the State Department said,

the way in which we deal with this situation is widely regarded
by other countries as a test of United States leadership and
determination to play a constructive role in international
relations. 8

The Department of Defense then wrote

Decisions of hostile nations which could entail intervention in
the affairs of, or aggressive act toward, other nations will depend
as often on our economic health and the will of our people as
on our military capabilities. Other nations' perceptions of these
factors, as well as the objective facts are critical to the national
security."

In sum, dependence upon oil iinport! raised concerns about the
vulnerability of U.S. foreign policy to embargoes, financial leverage,
or other coercive measures. Those concerns endangered relations
across the international spectrum-with exporters who thought they
possessed new leverage, with allies who resented U.S. failure to
develop its own resources, and with adversaries who questioned
U.S. resolve.

The potential for hostile manipulation knows no boundaries, but
it is usually discussed in terms of the Arab-Israeli dispute, which
has given rise to three such efforts in the past. Although the oil
exports and financial reserves of the Middle East and North Africa
have declined in recent years, it is impossible to conclude that those
states lack economic and political power should they choose-or be
forced by internal or regional pressures-to employ it.

* US. reliance on imports from the Middle East and North
Africa is probably close to I million bpd. Table 4 provides a
comparison of direct U.S. imports from the Organization of
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TABLE 4

U.S. Imports from OAPEC*
(In millions of barrels per day)

1973 1974 1978 1984
Total Direct U.S. Imports** 6.3 6.1 8.4 5.4
Direct Imports from OAPEC 0.9 0.8 3.0 0.8
OAPEC as a % of total 14.3% 13.1% 35.7% 14.8%
Source: The Energy Information Administration Statistics.
*The Organization of Arab Petroleum Exporting Countries that imposed the 1973-
197.1 embargo and production curtailment. It includes Algeria, Libya, Saudi Arabia,
United Arab Emirates, Iraq, Kuwait, and Qatar.
-Does not include imports of petroleum products derived from OAPEC crude oil
but refined outside of OAPEC.

Arab Petroleum Exporting Countries (OAPEC) during the rel-
ev'ant years.

The reduction in U.S. reliance upon OAPEC oil since 1978
is significant; however, several caveats are noteworthy.
-The OAPEC classification used by the EIA does not include

all of the Arab countries that might be forced by local pres-
sures to participate in a future embargo. And, while OAPEC
is not a significant exporter to the United States at the moment,
it does not include Iran, which eschewed the Palestinian
cause under the Shah but has become one of its strongest
champions under the Ayatollah Khomeini.

-More important, table-4 only covers direct crude oil and
product imports from the Middle East and North Africa,
because it is difficult to trace the crude oil origins of products
refined outside those regions. In other words, the crude oil
effectively loses its identity when it is refined abroad or
even in U.S. territories such as the Virgin Islands and Puerto
Rico that have over 500 thousand bpd of refining capacity.
The overdependence upon Arab and Iranian oil is made
worse by increased Arab investment in European refineries
(especially by Kuwait), by increased use of processing
arrangements to get around OPEC quotas, and by a growing
U.S. shift from crude oil imports to product imports. (Prod-
ucts represented 36 percent of total imports in 1984, up 50
percent over the 1978 level.) Analysts estimate that the U.S.
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imports perhaps 250 thousand bpd of products derived from
Arab and Iranian crude, but the volume may be considerably
higher.

# The dependence of U.S. allies upon Arab and Iranian oil remains
extensive as demonstrated in table 5, which shows imports
during the first six months of 1984.

# The Middle East and North Africa provide over half the crude
oil, refined products, and natural gas liquids moving in world
trade even though their production is as much as 12 million
bpd less than the 1977 peak of 26 million bpd. Table 6 details
the source of those exports during 1983 (the latest year for
which export detail is available).

The fact that the Arab states and Iran continue to meet a predom-
inant share of world import requirements-even at the probable
nadir of their oil production-is of crucial importance. Any signifi-
cant curtailment of their exports is certain to drive up spot prices
and ultimately set the standard for official world oil prices regardless
of source.

TABLE 5
Allied Imports from the Middle East and
North Africa
(In millions of barrels per day)

Imports from Mid-East &
Total Oil Mid-East & No. Africa

Consumption No. Africa as a % Total
Japan 4.7 2.8 60%
West Germany 2.3 0.6 26%
France 1.9 0.8 42%
Italy 1.7 1.1 65%
Great Britain 1.7 0.2 12%
Canada 1.5 NS NS
Other OECD 4.3 2.0 47%

Europe*
Other OECD

Outside Europe** 0.7 0.2 29%
Source: The Energy Information Administration.
*Includes Turkey but excludes Yugoslavia
**Excludes U.S.
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TABLE 6

Oil Exports from the Middle East and
North Africa
(In thousands of barrels per day)

1983 1983
Coun try Exports Production

Saudi Arabia* 4,500 5,225
Iran 2,150 2,505
Kuwait* 1,000 1,115
I raq 800 970
United Arab Emirates 1,200 1,300
Libya 1,000 1,105
Egypt 375 720
Algeria 850 965
Om1an 335 390
Qatar 300 315
Tunisia 80 120
Syria None 170
Bahrain 20 50

Total Mid-East 12,610 14,950

& No. Africa

Total World 24,300 56,033

.Iid-East &
No. Africa as
a % of World 52% 27%

Source: CSIS data base.
Includes one-half of Neutral Zone production

The fi n acial leverage of Middle Eustern oil exporters remains
extensive. Table 7 reveals that the income of OPEC countries
was higher in 1983 (the most recent official data) than in 1978
or 1974, which provided the basis for earlier Treasury decisions.

Although OPEC, as a group, slipped into a current account deficit
in 1982 and began withdrawing assets held abroad, the rich OPEC
States (Saudi Arabia, Kuwait, the United Arab Emirates, Qatar, and
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TABLE 7
OPEC Revenues
(In billions of dollars)

1974 1978 1983
Algeria 3.3 4.6 9.7
Ecuador 0.4 0.5 1.2
Gabon 0.2 0.6 1.3
Indonesia 1.4 5.2 10.9
Iran 17.8 19.3 18.7
Iraq 5.7 10.2 8.4
Kuwait 6.5 7.7 8.7
Libya 6.0 84 10.9
Nigeria 6.7 7.9 10.2
Qatar 1.8 2.2 2.4
Saudi Arabia 22.6 32.2 47.6
U,,ited Arab Emirates 5.5 8.2 11.7
Venezuela 9.3 7.3 12.3

Total 87.2 114.3 153.
Source: OPEC Statistical Bulletin.

Libya and non-OPEC Oman) still enjoyed a cumulative current
account surplus of $329 billion at the end of 1984."0

Current State Department Assessment

Despite the reduction in Arab and Iranian output in recent years,
the Department of State still views energy security as a critical
component of alliance relations and foreign policy. Therefore, the
State Department continues to urge the development of U.S.
petroleum.

New indigenous petroleum production is essential to national
security. The experience of the last decade has demonstrated
the fragility of our supply of imported energy. While autarky
[energy self-sufficiency] is not an option, we need to take every
available action to minimize our dependence on insecure for-
eign energy supplies ... Without such new production, U.S.
dependence on imported oil will increase sharply.

The U.S. has been a leader in urging our allies to take appro-
priate actions to increase domestic energy production. At the
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\Villiamsburg Sunmit the President emphasized the impor.
tance of developing economic alternatives to imported energy
... the current outlook for investment in the development of
indigenous energy sources is less than satisfactory. We have
urged our allies to take steps to improve this situation, and are
committed to act ourselves.

Development of our energy resources will also contribute to
the strength of the U.S. economy and of friendly nations ...
and] can make a substantial contribution to strengthening our

balance of payments. Such production will also reduce upward
pressure on oil prices, which we expect to rise as oil markets
tighten later in the decade."

The Strategic Burden

The Departments of State and Defense and the CIA all expressed
concern to the Treasury Department that the petroleum balance,
frequently overlooked in discussions of the strategic balance between
the United States and the Soviet Union, tilted toward the USSR
because of its self-sufficiency and export leverage. Secretary of State
Kissinger described U.S. dependence upon imports, "a serious ero-
sionI of the political power of the United States and its allies relative
to the Soviet Union."' 2

TFable 8 demonstrates that the petroleum imbalance has widened
considerably since Secretary Kissinger expressed concern.

* Since 1975, the USSR has overtakeii the United States as the
world's leading producer of both crude oil and natural gas.
Over the past decade Soviet production of crude oil and natural
gas liquids has increased by one-third while U.S. production
has remained essentially flat. As a result, the Soviet Union
held a 17 percent advantage last year even though its oil pro-
duction dropped slightly. Although the Soviet Union will be
hard pressed to meet its 1985 target of 12.6 million bpd,
expanding output of NGLs should more than offset declining
production of crude oil from older fields while the United
States is threatened with a significant overall decline if the
proposed tax legislation is enacted.' 3

Much has been written about Soviet failures to meet even more
ambitious targets in the oil sector while Soviet successes in sur-
passing targets in the equally vital natural gas sector have largely
been ignored. Thus, the last decade has also seen the USSR more
than double its gas production to 20.7 trillion Cubic feet (TCF) per
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Petroleum in the Strategic Balance: U.S. versus USSR
1974 1978 1984

Proven oil reserves ....... ... ,.J bill. on

U.S.
Soviet

Crude oil & NGL production
U.S.
Soviet

Crude oil reserve life
U.S.
Soviet

Proven gas reserves
U.S.
Soviet

Annual gas production
U.S.
Soviet

Gas production
(bbls of oil equivalent)

U.S.
Soviet

Natural gas reserve file
U.S.
Soviet

Total petroleum production
U.S.
Soviet

35.3 billion bbls
8.34 billion bbls

10.5 million bpd
9.2 million bpd

11 years
25 years

237 TCF*
812 TCF

22.2 TCF
9.2 TCF

11.1 million boe/d**
4.7 million boe/d

10.7 years
88.3 years

21.6 million boe/d
13.9 million boe/d

28.5 billion
71.0 billion

10.3 million
11.5 million

9 years
17 years

NA
NA

19.5 TCF
12.9 TCF

9.8 million
6.5 million

NA
NA

20.1 million
18.0 million

V.1.4 billion
63.0 billion

10.4 million
12.2 million

8.5 years
14.7 years

198 TCF
1,450 TCF

17.9 TCF
20.7 TCF

9.0 million boe/d
10.4 million boe/d

11.1 years
70.0 years

19.4 million boe/d
22.6 million boe/d

Source: CSIS data base.
rCF: trillion cubic feet

"Oboe/d: banrl of all equivalent per day
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year, while U.S. gas production declined 20 percent, to 17.9 TCF.
As in oil, the Soviet Union supplanted -the United States as the
world's leading gas producer in 1982 and exceeded U.S. output by
16 percent last year. Moreover, after a 10 percent increase in 1984,
Moscow expects to increase production in 1985 by 8 percent, to at
least 22.3 TCF, while U.S. production is threatened by declining
prices and proposed tax changes.4

If oil and natural gas production are combined on an oil equiva-
lency basis, the Soviet Union has increased output by 63 percent
over the past decade and now leads the United States by 17 percent,
due to a U.S. decline of 10 percent over the same period.

The Soviet Union's petroleum advantage in the strategic balance
is likely to increase in the future, for proven Soviet crude oil reserves
are over twice as large as U.S. reserves, and Soviet gas reserves are
seven times as large. Thus, despite larger current Soviet production
levels, the USSR reserve life is 15 years for oil and 70 years for gas
while that for the U.S. is 8 for oil and 11 for gas.

Beyond self-sufficiency, significant-and rising-petroleum
exports provide the Soviet Union with about two-thirds of its
total hard currency requirements. Table 9 demonstrates the
growth in Soviet exports and earnings since the assessment of
1974.

Over the past decade, net Soviet oil exports-have increased 70
percent, while net gas exports have increased more than 40-fold.
Moreover, use of net figures understates the level of Soviet exports,
because many of its 250 thousand bpd of crude oil imports come
from Libya and Iraq in payment for arms. The Soviet Union thereby
promotes its political goals by exporting arms to friendly or client
states, gets paid in oil on highly favorable terms, and then sells the
oil to Europe for hard currency.

Soviet exports of oil to non-Communist trading partners have
almost doubled over the past decade to about 1.9 million bpd last
year, and gas exports have increased 12-fold to about 6 billion cubic
feet per day (f/d). As a result, while U.S. outlays for imported oil
and gas have increased some two and a half times since 1974,
accounting for $63 billion of last year's total trade deficit of $123
billion, the Soviet Union's revenues from oil and gas exports have
increased some sevenfold, contributing an estimated $22 billion to
last year's overall surplus of $10 billion. On a cumulative basis over
the decade, the United States has spent over $550 billion on energy

51-229 0 - 86 -- 6



TABLE 9
Petroleum in the Strategic/Economic Balance: U.S.

1974 1978

versus USSR
1984

U.S. Petroleum Imports
Oil imports 6.2 million bpd

Gas imports 2.5 billion cf/d

Combined expenditures (- $24 billion)

Soviet Petroleum Exports
Oil exports to free world 1.0 million

Oil exports to communist countries 1.1 million

Net oil exports 2.0 million

Gas exports to W. Europe 0.5 billior

Gas exports to E. Europe 0.8 billior

Net gas exports 0.2 billior

Combined hard currency revenues $3.4

n bpd
" bpd
n bpd
cf/d

icf/d
icf/d

8.4 million2.7 billion
(- $43 billion)

1.5 million
1.8 million
3.1 million
2.4 billion
1.5 billion
3.0 billion

$6.8 billion

5.4 million2.2 billion
(- $63 billion)

1.9 million
1.7 million
3.4 million
6.0 billion
2.7 billion

NA
$22 billion

Source: CSIS data base.
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imports while the USSR has earned over $125 billion on energy
exports.

The declining value of Soviet gold exports has placed even greater
importance on petroleum earnings in recent years. The USSR, like
other petroleum exporters, is paid in dollars and thereby benefits
w en the stronger dollar enables it to purchase more strategically
i;niportant goods and services in the depreciated currencies of its
West European trading partners.

Despite forecasts of Soviet oil production problems, domestic
fiel-switching is expected to release additional oil fbr export in the
coning years so overall earnings may continue despite declining
prices."' The Soviets also hope to earn $10 billion per year from
natural gas exports by the end o" the decade.

In addition to earning hard currency, Soviet petroleum exports
also provide a measure of political leverage, especially over its
Communist allies. Soviet exports of oil to partners in the Warsaw
Pact, Cuba, and Vietnam have increased over 50 percent in the last
decade, and gas exports have risen three and a half fold. Although
the Soviet Union does not receive hard currency for these sales,
tle), play a vital strategic role in forcing restive allies to toe the line,
especially on economic matters.' The sales also enable Eastern
Europe to export an additional 300 thousand bpd of refined products
to earn \Vest European foreign exchange for themselves.

Although Soviet leverage over Western Europe is considerably
less, it has been increasing. (See table 10.) Soviet oil exports to
Western Europe increased almost 60 percent between 1980 and
1984. These oil volumes have never created excessive concern about
NATO vulnerability, however, U.S. strategic planners view with
tlanii the growing dependence upon Soviet gas supplies.

Beginning with sales of small volumes to Austria in 1968, the
USSR had become a major West European supplier by 1980. The
NATO allies of the United States have contracted for an additional
30 billion cubic meters per year of gas to be delivered via the
controversial pipeline from the Urengoi fields in Siberia. The Sibe-
rian gas began to flow in 1984 and will reach full capacity by the
end of the decade at which time European dependence on Soviet
gas will be significant. The estimates of table 11 could be low if
pipeline gas from deep offshore Norwegian fields and liquefied
natural gas (LNG) from the Middle East or Africa turn out to be

economically uncompetitive.



TABLE 10

Soviet Oil Exports to Western Europe
(Thousands of tons)

USSR as %
Crude Oil* Products Total of total imports

Jan.-June 1983 Jan.-June 1983 Jan.-June 1983 Jan.-June 1983

Austria 706 7 713 18.0
Belgium 1,231 1,016 2,247 12.9
Denmark 417 25 442 7.8
Finland 3,653 887 4,540 87.0
France 2,310 1,195 3,505 7.7
W. Germany 1,864 2,887 4,751 8.7
Greece 669 318 987 12.1
Iceland - 118 118 74.2
Ireland - 64 64 3.0
Italy 2,819 229 3,048 6.6
Japan 25 240 265 0.26
Netherlands 1,356 5,920 7,276 19.2
Norway 82 61 143 7.5
Portugal 198 - 198 6.6
Spain 404 481 885 4.9
Sweden 977 337 1,314 11.8
Switzerland 45 1,366 1,411 21.6
Turkey - 44 44 0.6
United Kingdom 927 480 1,407 7.1
United States 1 I

Total 17,684 15,675 33,359 5.4

Sourm: The Petroinm Eonons.
*lnduft gatural t liquid and ninety feedstks



TABLE 11

Soviet Natural Gas Exports to Western Europe
(Billions of cubic meters per year)

Volume in % of total Volume in % of total
1980 consumption 1990 consumption

Austria 2.9 55% 4.4 65%
West Germany 10.7 20% 21.9 33%

(including West Berlin)
Italy 7.0 22% 15.0 34%
France 4.0 10% 12.0 30%
Switzerland - - 0.9

Total 24.6 54.2
Source: Stem, International Gas Trade in Europe.
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Current Defense Depart merit Assessment

Soviet oil and gas gains since the two earlier Treasury assessments
have raised serious concerns among U.S. military strategists. For
example, the deputy director of the Defense Intelligence Agency
recently described the threat posed by the U.S. failure to keep pace
with Soviet output as follows:

The outlook for Soviet energy, from the perspective of the
USSR's leadership, is highly favorable. Prospects for the full
satisfaction of domestic needs, planned energy exports to East
European Communist countries, and negotiated quantities for
customers in Western Europe appear to meet Soviet expecta-
tions through the 1980s and beyond. In addition to providing
solid economic benefits for the USSR, Soviet energy self-suf-
ficiency is also likely to result in greater political influence by
the Soviet Union over certain decisions of its West European
customers and, perhaps to a lesser extent, of Japan ....

Soviet planners clearly understand the politics and econom-
ics of oil. This knowledge is and will be used to meet their
hard currency requirements, place pressure on world supplies
and prices, and through oil exports, seek to influence political
decisions of other states ....

The Soviet Union's massive reserves of gas represent the
cornerstone of a long-term energy policy that has far-reaching
implications, both domestically and internationally. Within the
USSR itself, natural gas is expected to play a major role in
meeting Soviet energy needs during the late 1980s and early
1990s... . Internationally, these natural gas resources will enable
the USSR to continue providing the states of Eastern Europe
with 70-80 percent of their hydrocarbon requirements.... [and
to) deliver $8-10 billion worth of gas, with deliveries begin-
ning in the mid-to-late 1980s to West Germany, France, Aus-
tria, Italy, Belgium, and the Netherlands. 7

The Economic Burden of a Supply Disruption

In his 1975 findings, Secretary Simon identified two distinct types
of economic burden imposed by reliance upon oil imports.', First,

Any sudden supply interruption in excess of [1 million bpd]
and particularly a recurrence of the 2.4 million barrel per day
reduction which occurred during the OPEC embargo, would
have a prompt substantial impact upon our economic well-
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being, and, considering the close relation between this nation's
economic welfare and our national security, would clearly
threaten to impair our national security.

And second,

In addition, the price at which oil imports are now purchased
causes a massive payments outflow to other countries [and]
poses a more intangible, but just as real, threat to the security
of the United States as the threat of petroleum supply inter-
ruption. On both grounds, decisive action is essential.

Secretary Simon's identification of two economic problems is
entirely correct, but as he wrote, it is easier to quantify the more
tangible impact of a supply disruption. In fact, neither the general
public nor the policy-making community appears willing to focus
on energy security in the absence of a real or hypothetical oil shock.

This was no problem in 1975, when minds were still focused by
the first shock of 1973-1974. Citing oil's unique role in the economy,
the Departments of Commerce, Labor, and Transportation as well
as the Council of Economic Advisors, emphasized the impact of
reduced availability and higher prices upon the key macroeconomic
variables: gross national product, unemployment, inflation, private
investment, and personal consumption expenditures.

The events of the first shock, and, indeed, those of the second oil
shock in 1979-1980, have receded from public memory in the United
States thanks to the remarkable resiliency of the U.S. economy when
free from government intervention and controls. Still, even though
oil demand, energy consumption, and the ratio between energy use
and economic growth have all declined, Secretary Simon's concern
is no less valid in the mid-1980s, when oil And natural gas still
provide two-thirds of total U.S. energy requirements.

Fortunately, those examining the impact of reduced U.S. oil and
natural gas production have the benefit of a current assessment
published by the U.S. Congress, Office of Technology Assessment
(OTA) in response to a request from the Senate Committee on For-
eign Relations. The OTA analysis opens with a valuable observation
about the oil shocks of 1973-1974 and 1979-1980.

The U.S. econoiny and energy supply system were jolted by
two oil r'upply disruptions during the decade of the 1970s. In
each case, deliveries of liquid fuels were restricted or unreli-
able for several months after the onset of the disruptions, and
oil prices rose rapidly. Following these initial instabilities,
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deliveries became more reliable; but petroleum prices remained
permanently higher than before the disruptions, a situation
that is economically equivalent to a permanent reduction in
petroleum supplies. Thus, both disruptions can be character-
ized as resulting in a temporary period of instability, but a
permanent reduction in oil supplies. 9

It is not necessary to postulate supply interruptions of an unlikely
duration to foresee long-term impacts on the U.S. economy. In fact,
the OTA hypothesizes that a temporary shutdown of Persian Gulf
exports in 1985 (for example, as the result of interdicting the Strait
of Hormuz or damaging export and production facilities) could raise
real world oil price levels by 65-130 percent and prompt fuel switch-
ing that would curtail U.S. imports by 3 million bpd for the remain-
der of the decade. 20 That hypothetical scenario isnot unrealistic, for
the OTA points out that real oil prices increased 120 percent after
each of the two earlier shocks and that U.S. imports declined 4
million bpd after the second.

To assess the pace at which the U.S. could replace 3 million bpd
of oil imports, the OTA modeled an optimistic scenario (Case A) in
which domestic energy sources would respond to relatively modest
price increases, an average $54.30 in real 1983 dollars over the
period of 1985 to 1990. The OTA also considered a more sluggish
scenario (Case B) in which prices would have to average $74.17
before domestic supplies would fill the gap.2' In its analysis, the

*OTA assumes a prompt drawdown of 1.5 million bpd from the Stra-
tegic Petroleum Reserve and commercial inventories but avoids
forecasting the government's fiscal and monetary response to the
immediate disruption on the grounds that such cyclical phenomena
have little effect on the long-term macroeconomic impact. The fol-
lowing five figures and commentary portray the OTA's projection of
that impact on the key economic variables.2

* Gross national product is adversely affected by oil import
curtailment and higher prices in several ways.

During the second year of the cuitailm6nt, the rate of GNP decline
from the previous year is 1.3 percent under the optimistic case and
5.2 percent under the low response case. Forpurposes of compari-
son, note that a real GNP decline of 1.7 percent between 1981 and
1982 constituted the worst recession since the Great Depression
and that a decline of 5.2 percent is well outside recent historical
experience.

Over five years, the GNP is lowered an average 3.5 percent in the
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FIGURE 1

GNP: Two Shortfall Projections.
Percentage Reductions From
Reference Case

0 1 2 3 4 5 6

Year

High-response
case A

Low-response
case B

Sou rce. OlTice of Technology Assessment.

optimistic case and 6.2 percent in the other. The level of the GNP
does not catch tip with preturtailment base case projections for five
to seven years, depending upon price scenario.

SItiemplOyinient( increases signifiii itlj in the immediate wake
of oil import curtailnet.

In tile first two years, the annual rate of tnemployment increases
by over 4 points and apprO aches the 1982 postdepression high of
9.7 percent under the optimistic case, while it increases by 6 points
and sets a new post(lepression high in the low response case. On
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FIGURE 2

Unemployment: Two Shortfall Projections
Percentage Point Changes From
Reference Case
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Source: Office of Technology Assessment.

average over five years, unemployment would be increased by 1.7
points in Case A and by over 2.3 points in Case B.

Although the figure shows a sharp decline in unemployment after
the second year and a fall below the noncurtailment scenario in the
fifth year, the OTA cautions against placing excessive reliance upon
the optimistic projections, noting that the massive curtailment could
exacerbate the chronic macroeconomic problem.
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FIGURE 3

Inflation: Two Shortfall Projections
Percentage Point Changes From
Reference Case
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Suimrce, Office of Technology Assessment.

* Inflation jumps dramatically before oil prices level off, per-
mittinag the general rate of increase to return to precurtail-
ment levels.

Under the higher oil price scenario, Case B, the curtailment adds
almost 20 points, and the general rate of inflation reaches a level
unmatched since 1946. Even the optimistic price scenario adds
about 9 points to overall inflation. Over the five year curtailment,
the average annual rate of inflation increases 2.7 points under Case
A and 5.4 points under Case B.
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The model assumes that money supply will be held to a constant
rate of growth, however, the OTA cautions that these forecasts will
be heavily influenced by federal monetary and fiscal policy.

* Private investment in plant and equipment is dramatically
affected.

Capital will not expand at its precurtailment rate, so investments
in domestic energy alternatives, presumably made attractive at $55-
75 per barrel, will crowd out other investments. Investment in tech-
nologies that would increase labor productivity will decline as higher
oil prices push labor costs down the ranking of costs.

FIGURE 4

Investment in Producer Durables
Percentage.Change From
Reference Case
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Source: Office of Technology Assessment.
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FIGURE 5

Personal Consumption Expenditures
Percentage Change From
Reference Case
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Sourcte: Office of Tehmology Assessment.

* Personal consumption expenditures (PCE) willfall below those
indicated by the pre-oil shock trend for two years as the econ-
omy goes into recession.

The PCE fall more rapidly than the GNP, declining an average
4.7 points over the five years under the optimistic scenario and 8.8
points under the second case. Certain consumer durables, like auto-
mobiles, bear the brunt of the CPE curtailment. Housing starts
decline due to higher interest rates induced by inflation.

Current Treasunj Departmen t Assessment

Those responsible for promoting U.S. economic growth view the
prospect o1" increased oil imports with concern. In fact, the threat
posed by massive macroeconomic dislocations like those outlined

,.

i-.
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above has recently prompted Treasury to adopt a position on oil
imports which is very similar to that espoused by Secretary Simon
a decade ago. In late 1983, Treasury issued the following statement
about the economic benefits of encouraging oil development.

From a general point of view, Treasury sees significant benefits
from the development of domestic energy resources. Such
development contributes to economic activity, lowers import
bills, and reduces dependence on unreliable sources ofsupply.
All three contribute to national security, the first two by
strengthening the economy and the last by reducing vulnera-
bility to oil supply interruptions.a

The Economic Burden of Continued Supply

Although the economic burden of inability to procure oil imports
in emergencies captures the most public and governmental atten-
tion, the on-going burden of procuring such supplies in ordinary
circumstances is just as threatening to the national economy. Citing
concerns about oil prices, import costs, overall trade deficits, cur-
rency fluctuations, and unstable financial markets, Federal Reserve
Board Chairman G. William Miller called for the reduction of oil
imports in his 1979 submittal to Secretary Blumenthal.

The U.S. oil import bill is now running at an annual rate of
over $40 billion, up from $8.5 billion in 1973; oil imports now
constitute one quarter of the dollar value of U.S. imports. The
trade balance, meanwhile has moved from an approximate bal-
ance in 1973 to a deficit of almost $35 billion in 1978.24

Miller's statement provides some interesting benchmark statistics
for comparing the situation in 1984 and leads to the clear conclusion
that the on-going economic burden of oil imports is more onerous
now than it was during the earlier Treasury assessments. (See table
12.)

* The world price of oil has increased in real terms as well as
in dollars of the day. Stated in terms of 1973 dollars, the current
price of OPEC's "marker crude" ($13.02 in February 1985) is
50 percent higher than it was prior to the second oil shock
($8.70 in December 1978) and five times the level prior to the
first oil shock ($2.59 in September 1973).

Because of this price increase, the cost of U.S. oil imports has not
declined proportionally with the 35 percent reduction in volume



TABLE 12

U.S. Energy Import

Average oil cost per barrel
Dollars of the day
1974 dollars

Oil Imports Volumes
Oil Import Costs

Natural Gas Import Volumes
Natural Gas Import Costs

Electricity Import Volumes
Electricity Import Costs

Total Energy Import Costs

Total U.S. Import Costs

Energy as a Percent of Total
Source: CSIS data base.

$11.10
$11.10

6.2 million bpd
$26.6 billion

2.5 billion cf/d
$0.5 billion

0.133 quads/year
NA

$27 billion

$104 billion

26 percent

$14.28
$10.04

8.4 million
$42.3 billion

2.7 billion
$0.7 billion

0.204 quads

NA

$43 billion

$176 billion

24 percent

$29.24
$13.84

5.4 million
$59.2 billion

2.2 billion
$3.4 billion

0.371 quads
$ 0.9 billion

$64 billion

$341 billion

19 percent

Costs
1974 1978 1984
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between 1978 and 1984. In dollars of the day, the oil import bill in
1984 was 40 percent higher than in 1978. In 1978 dollars, it was
about the same, $40 billion in 1984 .as compared to $42 billion in
1978.

* Increased oil prices have also raised other energy prices. The
overall cost of U.S. energy, as measured by tie Consumer Price
Index, has continued to climb steadily through the end of 1984,
even though the price of gasoline has declined from its peak
in 1981.1

# U.S. oil imports still represent about one-fifth of total import
costs. Although this is down from the level of approximately
one-fourth in 1974 and 1978, oil imports are still the largest
single component of the total U.S. import bill by a wide margin.
In 1984, transportation equipment, principally autos, was the
second largest category, but, at $22 billion, it represented only
37 percent of the $59 billion outlay for crude oil and refined
products. Oil imports also dwarfed the other large categories
of imports: primary metals ($17 billion), electrical machinery
($16 billion), and apparel ($13 billion).

* Energy import costs represent a significant portion of the U.S.
merchandise trade deficit, which may reach $140 billion in
1985.6 Expenditures of $64 billion on energy imports repre-
sented over half of the total U.S. merchandise trade deficit-
$123 billion-in 1984. The cumulative oil import cost over the
past decade has been about $550 billion, 29 percent of total
import costs and 167 percent of the overall trade deficit.

The cost of U.S. energy imports is 50 percent higher than the net
earnings of the nation's three largest export categories combined:
agricultural products ($20 billion), chemicals ($10 billion), and
nonelectrical machinery ($9 billion).

The individual U.S.-OPEC merchandise trade deficit jumped 40
percent in the last year, from $9.6 billion in 1983 to $13.7 billion in
1984 and accounted for 11 percent of the total deficit. 7 This dete-
rioration is likely to increase as the strong dollar prompts OPEC to
switch even more to European and Japanese suppliers of manufac-
tured goods. Virtually all of the deficit is accounted for by OPEC oil
sales to the United States.

. Energy imports worth about $10 billion accounted for just half of
the U.S. merchandise trade deficit of $20 billion with Canada in
1984 (17 percent of the total deficit). Moreover, this situation is likely
to get worse, for although most assessments of energy import costs
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focus on oil, Canadian exports of natural gas and electricity are a
growing cost to U.S. consumers. Some analysts estimate that U.S.
imports of Canadian natural gas will double by 1990 to 1.7 TCF per
year while the cost of imported Canadian electricity will increase
tenfold to $10 billion by 2000.2

Mexico's oil exports, valued at close to $8 billion, accounted for
all of the $6.3 billion overall U.S.-Mexican trade deficit (5 percent
of'total U.S. merchandise trade deficit). (See table 13.)

* Because of the dollar's appreciated value, the local currency
cost of oil imports for countries other than the United States
is higher now than it was prior to the OPEC price reductions
of March 1983 and February 1985. Table 14 reveals that the
price expressed in a basket of EEC currencies is almost 20
percent higher than the OPEC price of $34 -per barrel that
prevailed prior to the $5 price cut in March 1983.

These higher oil import costs have helped to dampen economic
growth-and the prospects for U.S. exports-outside of the United
States. For example, while U.S. gross domestic product increased
an astonishing 6.7 percent in 1984, most U.S. allies and trading
partners grew much more sluggishly: Japan (5.4 percent), Italy (2.9
percent), Germany (2.5 percent), Britain (2.2 percent), Brazil (2.0
percent), and France (1.8 percent).2v

On the other side of the coin, because oil exporters-including
the USSR and Great Britain-are paid in dollars, the appreciation
of the dollar has increased the purchasing power of oil exporters
vis-a-vis European and Japanese suppliers. This has significantly
cushioned the reduction in official prices. Britain's tax revenues on
North Sea production have similarly benefited.

While the United States has reaped the full benefit of the dollar
price reduction, any future depreciation of the dollar could have the
reverse affect-raising U.S. costs and prompting oil exporters to
seek protection of their purchasing power through price increases.

* The price anid volume -f oil moving in world trade play a
central role in the delicately balanced international debt sit-
uationi. Oil exporters are among the world's largest interna-
tional debtors with Mexico owing $96 billion, Venezuela $35
billion, and Nigeria $15 billion. A significant decline in the
world price of oil could trigger the collapse of their painfully
renefrotiated payment schedules.

Large oil importers also overextended themselves in the 1970s,
especially Brazil with $100 billion in international debt. The large



Energy Imports and Trade Deficits
(Billions of dollars)

1974 19"78 1984

Total U.S. Merchandise Trade Balance + $ 8.9 (-$34.0) (-$1233)

Merchandise Trade Balance with OPEC (- $8.9) (- $18.5) (- $ 13.7)

Merchandise Trade Balance with Canada + $1.7 (- $ 2.5) (- $ 20.4)

Merchandise Trade Balance with Mexico NA NA (-$ 6.3)

Total U.S. Energy Import Costs ($27) ($43) ($64)

Cost of Energy Imports from Canada NA NA (-$10.0) est

Cost of Energy Imports from Mexico NA NA $ 8.0) est

Source: Department of Commerce Statistics.
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TABLE 14

Impact of Dollar Appreciation on the
Cost of OPEC Crude

March 1983 March 1985 % Change

OPEC Market Price $29 $28 -3%
European Currency Unit* $29 $40.22 +38.7%
German Mark $29 $37.80 + 30.3%
UK Sterling $29 $37.41 +29%
Japanese Yen $29 $30.26 +4%
Source: CSIS data base.
"Reflects the value of all EEC currencies except for the Greek drachma

oil importers could theoretically benefit from lower world oil prices,
but the favorable impact for them would be drawn out and less
dramatic than the immediate adverse impact on oil exporters. (See
table 15.)

Oil exporters control a significant portion of the large volume
of liquid assets that overhangs world currency markets. Mill-
er's concern about excessive depreciation of the dollar (10
percent during 1978) has been replaced by Chairman of the
Federal Reserve Board Paul A. Volcker's concern about exces-
sive appreciation of the dollar (12 percent during 1984 and 65
percent since the end of 1980), but that switch simply reem-
phasizes the transient vagaries of currency and capital markets
where fundamental circumstances can, on occasion, be over-
whelmed by perceptions and comparative opportunities. The
danger, as Volcker has pointed out, is that market psychology
can change rapidly and lead to a sharp decline in the value of
the dollar, in which case the U.S. would once again face the
problems of inflation and a tightened monetary policy.30

Current Pederal Reserve Assessment

Although public and congressional attention focus on the impor-
tation of manufactured goods from Japan, oil imports still impose
the largest single burden on the U.S. balance of trade. Therefore,
any assessment of the implications of U.S. dependence must con-
sicter the warning contained in the Federal Reserve Board's semi-
annual report, presented February 20, 1985 to the Senate Committee



TABLE 15

OPEC Investments of June 30, 1984
United States

Bank deposits
Treasury bonds and bills
Other investments

Total
Great Britain

Sterling deposits
Eurocurrency deposits
British government

instruments
Other investments

Total
Other industrialized countries

Bank deposits
Other investments
IMP & IBRD
(including gold)

Total
Loans to developing countries

Total

$19.1 billion
$31.7
$32.9

$ 5.7 billion
$52.5
$ 2.7

$ 3.8

$ 83.7 billion

$ 64.7 billion

$52.4 billion
$72.2

$21.9
$146.5 billion
$ 55.0 billion
$349.9 billion

Source: Bank of England report.
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on Banking. Citing the rapidly rising trade deficit, Volcker ques-
tined the sustainability of that trend.

The rising trade deficit helps account for the failure of a
number of important sectors to participate at all fully in the
expatision. Agriculture, heavy capital equipment producers,
and the metals industry, all of which fIae difficult structural
problems in any event, are examples ...

Looking ahead, the stability of our capital and money mar-
kets is now dependent as never before on the willingness of
foreigners to continue to place growing amounts of money in
our markets. So far, they have been not only willing but eager
to do so. But we are in a real sense living on borrowed money
and time.3'

Sumnary

The current situation, with respect to each ofthe specific burdens
and vulnerabilities identified in the 1975 and 1979 Treasury anal-
yses, may be summarized as follows:

* The military burden is much greater in terms of the mission
added in 1980 to protect the Persian Gulf, marginally greater
in terms of mobility fuel requirements, and about the same
with respect to access to Western Hemisphere oil.

* The foreign policy burden has been significantly reduced if
measured by U.S. dependence upon Arab and Iranian oil but
only marginally reduced if measured by allied and world
dependence upon those suppliers.

+ The strategic burden is much greater because of the growing
gal) between U.S. and Soviet petroleum production, which
permits the USSR to increase its hard currency earnings and
leverage over importers.

+ The economic burden of a supply disruption depends upon a
great many unpredictable factors but could equal or exceed
that caused by the embargo.

# The economic burden of continued supply, although partially
relieved in the United States by reductions in OPEC prices
and import volumes, remains the largest single component of
a growing balance of trade deficit; the relief in Europe and the
Third World has been even less due to the strong dollar.

In short, the relief from the overall burdens of the 1970s has not
created a sufficient cushion to justify the adoption of measures that
will increase oil imports.
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7

The Source of the Threat or Risk

T he 1975 and 1979 Treasury assessments cited a wide range of
situations and attitudes that could trigger adverse consequences

if the United States ard its allies continued to depend on oil imports.
Since those assessments were made, much has changed, but a cur-
rent reassessment of the situations and attitudes leads to the coitclu-
sion that they are no less threatening and pose no less of a risk than
they did in 1975 and 1979. In many instances, the fundamental
situation has deteriorated in the intervening years.

The Risk Posed by Overt Regional Hostilities

In the 1979 assessment, both the Department of Defense and the
Central Intelligence Agency concluded that regional hostilities could
lead to the destruction, interdiction, or harassment of oil exports.
The DOD wrote

Many ideological disputes in the Middle East have the poten-
tial to escalate to armed conflict in a single country, on a regional
scale within the Middle East, or could draw in powers outside
the Middle East.'

Similarly, the CIA concluded

There are a number of regional territorial and political disputes
involving Middle Eastern oil exporting nations that could esca-
late to armed conflict, including insurrections, guerrilla wars,
and more conventional international wars."

Some 18 months after they issued those warnings in early 1979,
the hypothetical risk was transformed into a real war in which bel-
ligerents attacked each others' oil facilities. The ensuing four and a
half years of conflict have had a devastating impact upon Iraqi and
Iranian facilities and operations, including the following:
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* Permanent destruction of such key facilities as Iraq's 3 million
bpd export terminal on the Gulf and Iran's 500 thousand bpd
refinery at Abadan.

* Intermittent damage to other facilities, including key pumping
stations in northern Iraq and Iran's Kharg Island terminal.

* Cancellation of plans to develop new Iraqi fields (including 7-
14 billion barrels at Majnoon Island, which was seized by
Iranian forces) and of plans to install needed pressure main-
tenance in depleting Iranian fields.

* Attacks, principally by Iraq, on over 50 nonbelligerent tankers
and vessels employed in offshore oil operations, leading to
several dozen casualties and about $1 billion in insurance
claims.

As a result of those attacks, combined Iraqi and Iranian production
declined from an average 5.3 million bpd (two-thirds Iraqi and one-
third Iranian) during the eight months of' 1980 prior to the outbreak
of war to about 600 thousand bpd in October. During the remainder
of 1980, production barely exceeded internal consumption, so exports
essentially halted. Although production gradually resumed, it did
not exceed 45 percent of prewar levels in 1981, 55 percent in 1982,
or 65 percent in 1983 and 1984. These later levels have been reflected
in OPEC ceilings, but it is doubtful that either country is currently
capable of significantly increasing its exports in the face of continu-
ing attacks and threats.

Some analysts would argue that these hostilities have had little
impact on oil markets because of increased production by the other
Arab exporters. Those arguments, however, ignore the- possibility
that oil prices might have declined even more if neither country
had been constrained by damage and interdiction. Moreover, there
is little basis for assuming that other exporters and world markets
would necessarily react in the same way under a different set of
circumstances. Finally, it would be rash to dismiss the continuing
threats by the belligerents to escalate and broaden the conflict.

Crtrrei-et Defense Department Assessment

The military establishment is not sanguine about current pros-
pects for peace and stability in the region. In his Fiscal Year 1986
authorization request to Congress, Secretary of Defense Caspar
Weinberger expressed concern that oil worth $106 billion per year
comes from an area where
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Causes of instability and conflict .. . are many: ethnic and
religious cleavages, irredentism and territorial disputes, rival-
ries for regional power and domination, and economic fluctua-
tions and grievances. Although many of these problems are
rooted deep in the past, the reach and intensity of Third World
conflict in recent years have been exacerbated by the prolif-
eration of technologically advanced weapon systems and, above
all, by increased Soviet support-both direct and through prox-
ies-for terrorism, insurgency, and aggression.4

Similarly, the joint chiefs of staff, in presenting their military
posture report for Fiscal Year 1985, said

- The Middle East and Southwest Asia contain a large per-
centage of the world's known petroleum reserves and oil pro-
duction. Continued Free World access to the region and these
oil resources is a vital concern of the United States. Regional
stability and the limitation of Soviet influence are also impor-
tant U.S. security objectives for the area.

Threats to stability within this region are numerous and
complex. Local disputes, fueled by religious and nationalistic
differences and complicated by social and political changes,
have drawn many regional factions into armed conflict. Where
possible, the Soviets have attempted to exploit these differ-
ences in ways inimical to the interests of the United States and
its friends. Three major conflicts persist. Serious differences
remain among factions in Lebanon. If not resolved, these dif-
ferences could lead to even greater tensions in the region. In
the Persian Gulf' area, the Iran-Iraq war continues. This war
could increase in intensity and scope, thus endangering other
Gulf states and oil fiVlds and threatening free passage through
the Strait of Hormuz. In Afghanistan, the Soviets have estab-
lished a strong, permanent military presence, increasing pres-
sure on other nations in the region.'

If Iran were to prevail in the Gulf war, warned former Secretary
of State Kissinger in February 1985, the consequences for oil sup-
plies and prices would be enormous.

Iran especially would not hesitate to impose on a defeated
enemy and its impotent neighbors the production cutoff that it
accepted for itself in the 1970s. It would thereby achieve uni-
laterally what it has been urging on OPEC for years: sharply
reduced production, greatly increased oil prices and a black-
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mail position vis-a-vis the industrial democracies. A victory for
Iran would be as well a political disaster because it would
enhance the prestige of the most radical version of Islamic anti-
Western fundamentalism from Southeast Asia to the shores of
the Atlantic Ocean.6

The Risk Posed by Covert Terrorism and Sabotage

In addition to concern about open hostilities between nations in
the region, in 1979 U.S. security authorities were concerned about
covert activities by disaffected elements. Although there had been
no actual instances of peacetime sabotage or terrorism directed at
oil facilities, the CIA warned that

There is a high probability that acts of nature, human error or
a deliberately targeted terrorist act will interrupt the flow of
oil in one or more of the oil exporting nations during the next
several years.

Interruptions of oil supply owing to [these cuts] are not
likely, by themselves,.to be of a magnitude and duration which
would result in severe economic disruption of Free World
economies though they would exert strong upward pressure
on prices in a tight world oil market. Extensive terrorist action
against key oil storage and transportation facilities in the Per-
sian Gulf could, in particular, significantly affect the market by
substantially reducing oil supplies for the time required to put
those facilities back into operation, which could be several
months.!

The deteriorating Gulf security situation and increasing Iranian
terrorism of the past five years have turned the abstract fears of 1979
into realities. There have been a number of Iranian-backed covert
attacks on oil facilities since 1979, including the following:

# In January 1982, Iran's Shi'ite partisans in Lebanon sabotaged
the Kirkuk to Tripoli pipeline and launched a rocket attack on
a tanker lifting Iraqi oil at the terminal in Tripoli. Although
damage was minimal, the attacks may have helped persuade
Syria to close the pipeline two months later.

* In a similar effort to disrupt Iraqi oil exports, Iranian-supported
Kurds sabotaged the Kirkuk to Ceyhan pipeline inside Turkey.
While Iran has been unwilling to pursue the-campaign with
vigor against neutral Turkey, the incident serves as a reminder
that pipelines may be as vulnerable to attactas tankers.Vi
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On December 12, 1983, the Teheran-headquartered Al Dawa
organization of Iraqi Shi'ites planted car bombs at six targets
in Kuwait. Although one suicide mission destroyed a U.S.
Embassy annex and killed several people, a larger bomb in a
car parked alongside the Kuwaiti government-owned Shu'aiba
refinery and petrochemical complex failed to detonate. Despite
the failure, the Kuwait bombings demonstrated the general
inadequacy of security in the Gulf and the vulnerability of oil
facilities that are often highly centralized at remote desert
locations or within easy access of seaborne saboteurs.8

Current State Department Assessment

Recognizing the ever-increasing threat of terrorism, Secretary of
State George Shultz has made four major public addresses on the
subject in the past eight months.9 Although there were few signifi-
cant attacks on oil facilities, the tragic 1983 and 1984 suicide bomb-
ings in Beirut have demonstrated a combination of fanaticism and
sophistication that few would have considered possible at the time
of the earlier Treasury assessments. Any installation is vulnerable
to determined terrorist attack.

The State Department's most recent annual report on terrorism
summarizes the current situation.

The United States and its allies around the world enjoyed no
respite from international terrorist violence in 1983. The year
set new records both in total terrorist casualties (1,925) and in
the number of U.S. victims (387) .... The Middle East domi-
nated the global terrorism picture in 1983. The region accounted
for nearly 60 percent of terrorist casualties worldwide although
continuing to rank third (after Western Europe and Latin Amer-
ica) in the actual number of individual terrorist incidents. Ter-
rorist activity in the Middle East-notably that apparently
sponsored by Iran in Lebanon-caused the greatest damage
not only in lives and property, but also in terms of political
stability.10

The Risk Posed by Internal Upheaval

In addition to open hostilities and externally supported terror-
ism-or perhaps in conjunction with-there is an ever present dan-
ger that local grievances will lead to internal upheaval and changed
oil policies. The ousting of the shah of Iran at the time that Blumen-
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thai was concluding his 1979 assessment made policymakers espe-
cially wary of such risks. Indeed, the CIA warned that

As demonstrated by recent events in Iran, oil supply interrup-
tions can emerge from political upheavals among the govern-
ments of major oil producers in the Persian Gulf. The proba-
bility that another oil exporter may suddenly undergo an unset-
tling change in the next several years is hard to assess. But,
should a political discontinuity occur, one possible conse-
quence would be a reduction, for an indefinite period of time,
in oil output. The underlying motivations of the new leader-
ship in such a contingency could range from the desire to
conserve resources, to the desire to pressure importers to act
on some issue of interest to the oil exporter."

This assessment is important, not so much because it hypothesizes
about the possibility of admittedly unpredictable political upheav-
ials, but rather because it postulates the probability of an entirely
predictable new oil policy in the event that an overthrow takes place.
The assessment reflects postwar experience in the Middle East
where conservative, Western oriented, governments have been
replaced by radical, regionally oriented, or inward-directed govern-
ments every 10 years or so: the first ouster of the shah by Mossadegh
in 1950, the beheading of King Feisal of Iraq in 1958, Mu'ammar
Qadhafi's coup d'dtat against Libya's King Idris in 1969, and the
Iranian Revolution of 1979. Few would predict the year or location
of the next upheaval, but it is hard to deny the likelihood of adverse
consequences for oil importers if such an upheaval takes place.

Some analysts have argued that oil will remain available regard-
less of who controls the Middle Eastern taps, but that argument
ignores the most important questions about volume, price, and terms.
The answers have been provided by repeated examples of reduced
output, increased prices, and contract abrogation following past
upheavals, and such experiences are likely to be repeated because
of the political dynamics of such situations. Sparked by an aggressive
search for identity, each upheaval has led to a government that
emphasizes belligerent assertiveness rather than cooperative inter-
dcwndlence. That assertiveness is revealed in a state's foreign pol- -

icy by its rejection of foreign ideas, its economic development pol-
icies, and its oil policy-the most important area to Middle Eastern
countries. Therefore, revolutionary governments have adopted pro-
duction levels and pricing policies that maximize their immediate
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revenues and leverage, even at the risk of damaging their longer-
term prospects.

Although there have been no successful overthrows since the 1979
assessment, there have been serious incidents in Saudi Arabia (Shi'ite
demonstrations and the seizure of the Great Mosque) and in Bahrain
(the discovery of arms and explosives). This paper cannot assess the
internal security situation in each country, but an outline of the
sources of tension demonstrates that there is no room for complacency.

* The growing appeal of Muslim identification, after decades of
alleged political subjugation, cultural assimilation, strategic
manipulation, and economic exploitation, provides a rubric
that can bring together such otherwise disparate elements as
-Western educated youth who are disenfranchised by the

feudal political system,
-Conservative tribesmen who cannot accept the pace of change,
-U.S.-trained and armed military personnel who resent the

U.S. strategic tilt toward Israel,
-Disappointed businessmen and job seekers whose unreal-

istic expectations can no longer be met.
* The increasing difficulty of dividing a shrinking economic pie

encourages the politics of greed and envy and aggravates exist-
ing societal divisions such as those
-between Shi'ite majorities in several Gulf states and the

Eastern Province of Saudi Arabia (where the oil fields are
located) and their Sunni rulers,

-among tribes that enjoy favor with the ruler,
-among family factions seeking government contracts,
-between provinces or cities that share historic identification

with ruling families and provinces.

Current Assessment by Henry Kissinger

These sources of tension are not new to the region, but the polit-
ical and economic conditions for their exploitation have escalated
markedly since the earlier Treasury assessments were made. More-
over, dissatisfactions with political orientation and oil policy have
come together in a dangerous combination in recent months. The
prospects for enduring cooperation between oil producers and con-
sumers took a turn for the worse in January 1985 when the revolu-
tionary regimes of Iran, Libya, and Algeria refused to accept the
pricing proposal of the moderate regime in Saudi Arabia. The radi-
cals lost out at Geneva but the verdict from the region is not yet in.'I
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Dr. Kissinger's February 1985 remarks emphasized the current
dangers for moderate Arab oil exporters.

Collapsing oil economies would strain moderate regimes
whose stability depends on economic growth. Successor radi-
cal revolutionary regimes would then have the choice of caus-
ing a new oil crisis by shutting down oil production on the
niodel of the early years of the Iranian revolution or of selling
their oil and using the revenues to foment revolutionary dis-
order, following the example of Colonel Mu'ammar Qadhafi of
Libya. Or they could do both successively.

OPEC's effort to control prices, even when it fails, puts
extraordinary pressure on the most moderate and responsible
members of OPEC. For example, the oil income of Saudi Ara-
bia has fallen from $110 billion in 1981 to below $40 billion in
1984, and it is likely to fall further in 1985. One does not have
to agree with every decision of the Saudi government to con-
sider its role over the past decade more compatible with West-
ern interests than any likely alternative. And the political ori-
entation of the Gulf states in the 1990s will continue to be a
matter of preeminent interest to the industrial democracies. By
then the exhaustion of currently known non-OPEC oil reserves
and the cumulative impact of a slowly rising demand could
well resurrect the energy shortage-especially if economic
growth continues and the industrial democracies fail to push
the development of alternative energy resources."3

The Risk Posed by Divergent Political Interests

History has repeatedly demonstrated that governments may cur-
tail output or raise prices to achieve political goals-or fend off
political pressures-even when there has been no internal upheaval.
No exporter is immune from the temptation to exercise its oil lever-
age (witness the U.S. embargo of Japan following the invasion of
China in 1937), but politically motivated supply curtailments are
generally associated with the Arab-Israeli conflict, which triggered
embargoes on three occasions.

Although Blumenthal issued his findings at a time of high hopes
for resolution of that dispute, just three days after the signing of the
Camp David agreement, he noted cautiously that,

Despite the intervening years and strengthened relations with
Middle Eastern nations, the United States cannot discount the
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possibility of another political disagreement with the region's
oil exporters.4

Blumenthal's caution has been more than justified by develop-
ments-since March of 1979.

# The promise of the Camp David Accord has given way to the
frustration of resolving the ideological debate over Palestinian
autonomy.

* The Israeli invasion of Lebanon and extensive battles with
Syrian forces have served as reminders that Egyptian with-
drawal from armed confrontation has not eliminated the threat
of open Arab-Israeli hostilities. Such hostilities raise tensions
and pressures for retaliation throughout the region.

* The assassination of President Anwar Sadat and the rise of
terrorism have generated reluctance by moderate Arab leaders
to adopt initiatives or accept risks designed to promote a nego-
tiated settlement.

* The replacement of the shah by an assertively Muslim regime
in Iran has strengthened potential Arab oil power and embold-
ened the most belligerent hard-liners.

* The expansion and consolidation of Israeli settlements on the
West Bank (now over 40 thousand inhabitants at 114 locations)
has created an urgency to resolve the problem before it is too
late.

Current State Department Assessment

Despite continuing efforts to bridge the differences between Arab
and U.S. views of the Palestinian issue, the divergence remains
intractable at this time and seems likely to widen under pressures
from the more hard-line oil exporters. The impact of these divergent
political interests on future oil supplies is difficult to assess, but it
is possible that increasingly frustrated Arab governments may turn
once again to some form of oil leverage. While that leverage is not
as great as it once was, the role of Arab and Iranian oil in world
trade is still enormous. (See tables 5 and 6). In any event, use of oil
as a political weapon is not dependent upon a willingness-or abil-
ity-to pursue the same tactics as in 1973. Instead of adopting open
and concerted coercion, individual states could quietly choose, or
be pressured, to tighten oil supplies as a reminder to the United
States of the importance of Arab oil.
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Although tighter supplies and higher prices would not serve the
long-term global economic interests of the major Arab producers, a
more confrontational oil policy might be the price required by the
radicals for relief from immediate regional political pressures. As
Secretary of State Shultz recently pointed out

One of the great tragedies of the Middle East, in fact, is that
the nmny moderates on the Arab side-who are ready to live
in peace with Israel-are threatened by the radicals and their
terrorist henchmen and are thus stymied in their own efforts
for peace.'-)

The Risk Posed by Divergent Economic Interests

In the absence of dramatic events-war, sabotage, revolution, or
embargo-simple recognition of divergent economic interests can
prompt producers to take advantage of, or create, tight market con-
ditions. Charles L. Schultze emphasized this component of oil import
vulnerability in the Council of Economic Advisor's submittal to
Secretary Blumentha, saying,

Even in the absence of interruptions of supply, continued high
levels of U.S. imports threaten to induce substantial increases
in the world price of oil in the 1980s exposing the United States
to the risk of severe economic harm in the future.' 6

Although Schultze's timing underestimated the impact of world-
wide recession, c ,nservation, substitution, and exploration, the
exporting nations are not as powerless as many would like to believe.
Most analysts concede that rising demand will restore producer
power in the 1990s, but that distant prospect provides little hope
for hard-pressed oil exporters during the next five years. This paper
will, therefore, exaAnine the options available to oil exporters over
the next few years.

Although oil exporters cannot ignore market forces in their pricing
decisions or significantly influence demand (except at prices of per-
haps $15 per barrel, which are unacceptably low from their point of
view), the), can manipulate those same markets through their output
decisions. Note that this discussion contains no reference to the
Organization of Petroleum Exporting Countries because formal
membership has proven to be an inaccurate measure of the degree
of commitment to self-interest and discipline. Thus, while many
commentators gloat over the alleged indiscipline of individual OPEC
members, few have remarked on the cooperative restraint of non-
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members. For example, Mexico, Egypt, Brunei, and Malaysia have
all announced production curtailments to tighten supplies and sup-
port prices at levels above those that would prevail in a truly com-
petitive market.' 7

Although such collaboration has proved erratic, the OPEC countries
possess the potential to set world export prices at even higher levels
during the time that would be required to find and develop replace-
ment supplies. Table 16 reveals, for example, that half of U.S. imports
still come, directly or indirectly, from OPEC sources. If Mexico, a
collaborator with OPEC, is added, it becomes clear that almost two-
thirds of U.S. imports are subject to price manipulation by exporting
countries.

The principal Arab exporters-Saudi Arabia, Kuwait, and the United
Arab Emirates-have worked against a confrontational price policy
in recent years because they have seen a convergence of economic,
and other, interests with the United States as the world's largest
individual importer. They have argued that lower prices will revive
oil demand in the United States and other industrial countries.
Although they cut official prices by $5 per barrel in March 1983, the
more financially hard-pressed producers feared that such reductions

TABLE 16

The Threat of Producer Manipulation of
Output and Prices on U.S. Imports
(Millions of barrels per day)

1974 1978 1984

Total U.S. imports 5.8 8.7 5.4
Direct imports from OPEC 3.5 5.6 2.3
Indirect imports from OPEC

(est.) 0.9 1.6 0.4
Total imports from OPEC 4.5 7.2 2.7
OPEC as a % of

total U.S. imports 75% 83% 50%
Imports from Mexico 0.01 0.31 0.74
Imports from Egypt 0.01
OPEC & collaborators as a

% of total imports 64%
Source: Energy Information Administration Statistics.
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would increase the need to cheat on quotas and volumes because
the reductions would diminish OPEC revenues without signifi-
candy reviving demand.

The skeptics proved to be right for a combination of reasons.
Delayed reaction to the earlier price increases, smaller elasticities
in growth than anticipated, the stronger dollar, large inventory draw-
down, and increased consumer taxes in France and Japan all affected
demand. In any event, market forces continue to buffet oil exporters.
When the Saudis and their allies proposed to cut prices again in
January 1985, the Libyans and Algerians joined the Iranians, who
had formally disassociated themselves from the March 1983 reduc-
tion, in renouncing this second reduction in OPEC history. In effect,
those three countries signalled their desire to resume the aggressive
policies of the 1970s by reducing production and raising prices.
Their logic is simple: a further 10 percent reduction in OPEC pro-
duction from current levels of 15 million bpd to 13.5 million bpd
would forfeit $42 million per day in revenues on volume (1.5 million
bpd times $28/bbl) but would permit price increases of $5/bbl, thereby
recovering $67 million in revenues on price (13.5 million bpd times
$5/bbl). While the hawks admit that such a strategy might hurt
demand for OPEC oil in the long run, they contend that it would
provide a net $25 million per day in immediate revenues and thus
reduce further cheating on quotas and prices.

The outcome of that rising debate will be affected by the extent
to which Saudi Arabia and its immediate allies continue to see a
convergence of interests with the United States. The outcome is not
a foregone conclusion, for, even setting aside volatile political issues
such as U.S. Middle East policy and arms sales, developments could
reawaken awareness of divergent economic interests.

# Immediate Saudi revenue requirements are threatened by
continued pressures, encouraged by the United States, for
lower export prices.'8

# Longer-term Saudi hopes for expanded oil demand, already
threatened by the strength of the dollar, would be shattered if
the United States elected to impose a crude oil import fee as
a budget-balancing measure.'9

Current Iranian Assessment

Ifthe Saudis decide, for a combination of reasons, that they should
abandon their exports to cooperate with the United States on oil
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prices, the balance within OPEC will probably shift toward the
policies long advocated by Iran.

We believe that nothing is wrong with a gradual decline in the
demand for OPEC oil if it is accompanied by an equal or faster
rate of price rise so that export revenues do not decline.20

The Risk Posed by Interdiction or Seizure in a General
War

The ultimate threat to oil imports is their vulnerability to inter-
diction or seizure by Soviet forces in a general war. Although it is
beyond the scope of this paper to compare the relative capabilities
of U.S. and Soviet forces to protect or attack far-flung facilities and
sea lanes in 1975, 1979, and 1984, Secretary of Defense Weinberger
recently assessed the global reach of Soviet power in his Annual
Report to the Congress:

Having long declared its global interests, the Soviet Union
has now developed the military reach of a true global power.
The Soviets have transformed their navy's role from limited
coastal missions toward expansive "blue water" capabilities,
have increased their ability to project force quickly to regions
far from their borders, and have acquired access to naval facil-
ities in crucial areas of the world....

In some key areas, most notably the oil-rich Persian Gulf
region, Soviet power projection would not require wide-rang-
ing airlift or naval operations. Soviet ground and tactical air
forces are directly available for cross-border operations. Although
the rugged terrain in the area and logistical challenges would
impose constraints on military operations, the Soviets have
enhanced their ability to project power into the region with
the recent modernization of their ground and air forces in the
military districts opposite Turkey and Iran. Finally, with their
growing presence in Afghanistan, Syria, Libya, South Yemen,
and Ethiopia, the Soviets have, in effect, nearly encircled the
Persian Gulf region-the location of three-fifths of the world's
proven oil reserves, That is why we and our allies must have
the capability to deter any Soviet attempt to seize the oil fields,
or to deny us access to and from them, and why we must acquire
the capability to project our defenses to this vital area quickly
and effectively.21
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Sum mary

Middle Eastern oil exports, vital to the needs of U.S. allies and to
the avoidance of another world price explosion, remain subject to a
range of risks that appear more threatening now than they did when
the earlier assessments were made.

* The risk posed by overt regional hostilities has been demon-
strated for the first time by the Gulf war, which threatens to
expand at any moment.

* The risk posed by covert terrorism and sabotage has been
dramatized by the car bombs used in the Middle East over the
past several years.

* The risk of' internal upheaval is inc-'eased by the spread of'
Muslim fundamentalism and by the dangers of reduced
revenues.

* The risk posed by divergent political approaches to the ques-
tion of Palestinian autonomy appears more urgent than it did
during the euphoria of the Camp David agreement.

* The risk of divergent economic interests is increased by the
growing split within OPEC and by developments that may
encourage Saudi Arabia to adopt a less -cooperative policy
toward the United States.

* The risk posed by improved Soviet military capabilities is
judged by the Pentagon to present a real threat.
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8
The Availability of Alternatives or Protective

Measures

T his chapter will examine whether the nation now has adequate
alternatives or protective measures that were not available in

1974 or 1978, by focusing on the prospects for immediate relief in
an emergency and addressing the outlook for longer-term security.
A detailed examination of the important components reveals a future
that is considerably less optimistic than the prevailing general
impression.

The Availability of Unused Production Capacity

Although the world's leading exporters are producing some 12
million bpd less than they did in 1977, calculations of presently
unused capacity and of its future availability must be approached
with considerable caution. (See table 17.)

* The peaks of oil production preceding a glutted market are an
invalid indicator of present producing capacity because finan-
cially strapped exporters are unlikely to invest scarce capital
in the maintenance of unused surface facilities or in the
replacement of unexploited reservoir potential. Other export-
ers, especially Libya, have suffered additional attrition from
the withdrawal of foreign expertise.

* Estimates of current unused capacity are extremely imprecise,
reflecting definitions more than facts. Thus, Petroleum Intel-
ligence Weekly (PIW), the leading trade journal, places 1984
unused OPEC capacity at 10.1 million bpd while the CIA
places it much higher, principally because it ignores the war-
imposed limitations on Iranian and Iraqi exports.'

* Many of the world's industrialized producing countries,
including the United States, Great Britain, Norway, Canada,
and the USSR, attempt to maximize production so there is
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TABLE 17

Unused Oil Production Capacity*
(Millions of barrels per day)

1984

Saudi Arabia** 4.21
Iran 1.28
I raq .14
Kuwait** .84
United Arab Emirates, Abu Dhabi .90
United Arab Emirates, Dubai .05
United Arab Emirates, Sharjah neg
Qatar .22
Venezuela .62
Nigeria .81
Libya .57
Indonesia .17
Algeria .27
Gabon .05
Ecuador neg
Mexico .10
Oman .05
Malaysia .04
Brunei .03
Egypt .01

Total 10.4
Source: Petroleum Intelligence Weekly statistics.
*Includes condensate
-Includes half of the Neutral Zone

virtually no unused capacity except in OPEC and its cooper-
ating countries.

* The CIA and PIW estimates essentially agree that the only
significant volumes of unused OPEC capacity (measured as
the difference between maximum sustainable capacity and
1984 output) outside the Middle East and North Africa are in
Venezuela, Nigeria, and Indonesia, with a total of about 1.65
million bpd available as follows:
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CIA (est.) PIW (est.)
Venezuela 700,000 bpd 600,000 bpd
Nigeria 800,000 bpd 800,000 bpd
Indonesia 180,000 bpd 230,000 bpd

* Non-Arab collaborators with OPEC, including Mexico, Malay-
sia, and Brunei, might contribute an additional 200-300 thou-
sand bpd of unused capacity, but the total available outside
the Middle East and North Africa is unlikely to exceed 2 mil-
lion bpd.

Current Assessment

OPEC members control at least 95 percent of the world's unused
capacity, and the Arab states, plus Iran, control 80 percent. If those
groups were determined to employ their oil power, it is unlikely
that this unused capacity would be made available more readily in
1985 than it was in 1973 and 1979 when significant volumes were
withheld to support political and economic objectives.

The Availability of Oil in Storage

Acting under authority of the Energy Policy and Conservation Act
of December 1975, the government spent nearly $17 billion on the
creation of a Strategic Petroleum Reserve. Although it has been a
sound public investment in greater energy security, it is no panacea.
A number of limitations are worth noting.

* Implementation of the proposed SPR moratorium at the end
of the current fiscal year will freeze the volume at 487 million
barrels, just less than half the 1 billion barrel target authorized
by Congress in 1978 and only two-thirds of the 750 million
barrels for which detailed plans were approved. Most argu-
ments favoring the freeze cite the adequacy of 487 million
barrels to supply 90 days of current imports. That level was
approved by the International Energy Agency (IEA) as the
miniumum necessary to fulfill the SPR's original role as a
supply of last resort, however, it may not be adequate to fulfill
the additional role of dampening emergency price explosions
that the U.S. government announced a year ago. That new role
is exceedingly important, but it depends upon the existence
of an SPR, which is large enough to allow early release without
cutting into the emergency cushion that must be held back to
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avoid the consequences of shortages if the supply crisis is
extended.

* Government-owned stockpiles account for only part of the
stored oil that planners are counting on to supplement reduced
imports in the event of an emergency. The other-and histor-
ically larger-portion of oil in storage is provided by commer-
cial inventories, but reduced refinery margins, high interest
rates, declining crude oil prices, and greater confidence in
supply availability have produced a fairly steady drawdown of
private stocks since 1981. As a result, commercial inventories
at the start of 1985 equal about 65 days of consumption, and
only about 15 percent of these would be available to make up
a shortfall because refiners need a 55 day cushion to maintain
smooth operation in normal circumstances.2

* The United States is an integral part of a worldwide oil supply
and price system, so the adequacy of U.S. stocks must be
assessed within the context of world stocks. According to one
recent analysis, privately held OECD stocks were the equiv-
alent of 71 days of requirements at the end of 1984, down from
73 days at the end of 1983, 88 days in 1982, 84 days in 1981,
83 days in 1980, and 77 days at the end of 1979.3 In fact, they
were close to the historic low of 65 days just prior to the second
oil shock at the end of 1978.

# The Pentagon remains concerned about the inadequacy of its
petroleum stocks. In the absence of a specific Defense Petro-
leum Reserve, the president might have to designate large
volumes of the Strategic Petroleum Reserve for military use,
thereby limiting the volume of oil available to avoid an adverse
impact on the ground economy.

Current Assessment

Although the occasional physical shortages of the 1970s could
probably be avoided today, it is far from clear that significant price
increases have been eliminated in the event of a supply disruption.

The Availability of Savings from Reduced Oil Consumption
Reductions in discretionary oil consumption present a third means

for meeting U.S. essential oil requirements in an emergency supply
disruption, however, the situation has changed since the 1970s.

* Voluntary reductions are less readily available because any
wasted energy has already been eliminated from the system



200

through investments in fuel efficiency and conservation. For
example, the Department of Transportation told the Treasury
in 1979 that drivers would voluntarily cut their discretionary
auto use (then 40 percent of total) by 33 percent and that home
owners would voluntarily reduce their heat use by 5 percent.4

Changed life-styles and greater efficiencies make the achieve-
ment of such savings considerably less likely today.
Mandatory reductions are now politically unacceptable because
of public and governmental awareness of the enormous costs
and distortions produced by price and allocation controls in
the 1970s. Therefore, the proposals submitted by the Depart-
ment of Energy to the Treasury in 1979-standby allocation
regulations; a gasoline rationing plan; heating, cooling, and hot
water restrictions; weekend closures of gasoline distributors;
boiler efficiency requirements; and restrictions on illuminated
advertising and gas lighting-would be entirely inappropriate
in 1985.5

Current Assessment

Although it is impossible to quantify the change, the prospective
savings from reducing discretionary petroleum use during an emer-
gency appear to be more limited than they were when the 1975 and
1979 assessments were made.

The Prospects for Increased U.S. Fuel Switching

Although fuel switching from oil to other energy sources presents
a longer-term opportunity for reducing oil imports, the EIA's Janu-
ary 1985 forecast of future sectoral contributions offers little prospect
for dramatic improvement, despite its incorporation of oil prices that
many analysts consider to be too high. (See table 18.)6

* Oil's share of total energy consumption is projected to decline
by only 2 percentage points between now and 1995, indicating
that most of the fuel switching from oil has already taken place.

* Coal's share has increased dramatically since 1974, but it is
expected to gain only an additional 2 percent by 1995. That
increase comes largely at the expense of domestic natural gas,
so there is no overall improvement in energy security.

* Although nuclear power was once expected to meet 12 percent
of total energy requirements in 1985, the EIA now projects
that nuclear power will supply only 8 percent in 1995.
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TABLE 18

Contributions to U.S. Energy
Consumption

1974 1978 1984 1990 1995

Oil 46% 49% 42% 40% 40%
Natural Gas 30% 26% 25% 23% 21%
Coal 17% 18% 24% 25% 26%
Nuclear 2% 4% 5% 8% 8%
Hydroelectric 5% 4%
Other 0.08% 0.08%

Total
Quads 72.5 78.0 74.8 83.5 90.1
Source: Energy Information Administration statistics.

* The Department of Energy submitted to Secretary Blumenthal
a forecast that synthetics and renewables would supply 1.7
million bpd of oil equivalent by 1985, but their actual contri-
bution has been much less.7

Current Assessment

Although fuel switching has contributed significantly to the cur-
rent oil surplus, future opportunities now appear much more limited
than the optimistic forecasts of Project Independence (1974) and
the National Energy Plan (1977), which were built into the assess-
ments of Secretaries Simon and Blumenthal.

The Prospects for Reducing Dependence on Middle
Eastern Oil

An examination of the free world's proved oil reserves indicates
that the importance of Arab and Iranian oil exports.can only increase
significantly as exports from other suppliers inevitably decline. (See
table 19.)

* The present breakdown of non-U.S. and non-Soviet reserves
is"

Middle East and North Africa
Western Hemisphere
Western Europe

74%
15%
6%
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TABLE 19

Location of Proved Oil Reserves outside
the United States
(Billions of barrels)

1974 1978 1984

Canada 9.4 6.0 7.1
Mexico 13.6 16.0 48.6
Venezuela 15.0 18.0 25.8
Ecuador 2.5 1.2 1.4
Argentina 2.3 2.4 2.3
Brazil 0.8 1.2 2.0

Total Western Hemisphere* 50 47.2 90.4

Great Britain 15.7 16,0 13.6
Norway 7.3 5.9 8.3

Total Western Europe 25.8 24.0 24.4

Angola 1.2 1.1 1.8
Congo 4.9 0.3 0.5
Nigeria 20.9 18.2 16.7

Total Sub-Saharan Africa 29.3 21.8 20.6

Australia 2.3 2.1 1.4
Brunei 2.5 1.5 1.4
India 0.8 2.9 3.5
Indonesia 15.0 10.2 8.6
Malaysia 0 2.8 3.0

Total Asia-Pacific 21.0 20.0 18.5

Abu Dhabi 30.0 30.0 30.5
Dubai 2.4 1.3 1.4
Iran 66.0 59.0 48.5
Iraq 35.0 32.1 44.5
Kuwait 81.4 69.4 92.7
Oman 6.0 2.5 3.5
Qatar 6.0 4.0 3.4
Saudi Arabia 173.1 168.9 171.7
Syria 1.5 2.1 1.4
Algeria 7.7 6.3 9.0
Egypt 3.7 3.2 3.2
Libya 26.6 18.2 21.1
Tunisia 1.1 2.3 1.5

Total Middle East & North
Africa 443.0 400.0 433.2

Total World (except US &
USSR) 569.0 513.0 587.1

Source: Oil and Gas journal statistics.
*Totals include other minor producers.
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Sub-Saharan Africa 4%
Asia-Pacific 3%

* Despite enormous production rates over the past decade, Mid-
dle Eastern exporters have replaced all but 2 percent of their
proved reserves through new discoveries, and the probable
reserves tire thought to be significantly higher, especially in
Iraq.

• The only truly bright spot outside the Middle East is Mexico,
which has claimed almost a fourfold increase in proved reserves
over the past 10 years. The U.S. Geologic Survey, however,
believes that figure to be overstated by 50 percent.

Current Assessment

Exploration efforts over the past decade have led to the discovery
of large oil fields outside the Middle East, but much of their potential
has already been consumed as a result of rapid development and
production policies. For example, if measured against current pro-
duction rates, the proved reserves of the Middle East would support
output for 100 years while those of Britain would support output for
15 years and those of Indonesia output for 19 years. Although Mexico
contains significant potential, there is no justification for the hopes
of the 1970s that this oil would provide a panacea for U.S. require-
ments. In fact, the Mexican government is determined to avoid
another oil boom and to limit its dependence upon U.S. oil markets
to 50 percent of total exports.

The Prospects for Enhancing the Security of Middle
Eastern Oil

While efforts to enhance the security of Middle Eastern oil are
useful, such efforts will not provide absolute protection against the
multiplicity of threats.

* When fully implemented, the expenditures on the Central
Command will greatly enhance the accomplishment of its only
established mission-the defense and deterrence against an
overt Soviet move into the Persian Gulf region-but that may
be the least likely threat to oil exports.

* Although the Saudis, Emiris, and Kuwaitis are receiving
sophisticated equipment, few military analysts believe that
they could defend themselves against determined aggression
by either Iran or Iraq. Nor is it likely that circumstances-in
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the United States or the region-will encourage the stationing
of U.S. forces on the Arabian Peninsula to assist in that task.

* The current preoccupation with avoiding the Strait of Hormuz
has led to the construction and expansion of pipelines across
Saudi Arabia to the Red Sea. But past evidence of pipeline
vulnerability and the mining of the Red Sea in 1984 demon-
strate that pipelines do not enhance supply security.

Current Assessment

Military hardware and defense support can provide little protec-
tion against terrorist incidents and internal upheaval-the most likely
threats to oil supplies-in countries that lack controllable borders,
reliable intelligence, institutional loyalties, available safety valves,
or established national identities.

Summary

Past efforts to develop emergency protection and long-term relief
from oil import vulnerability provide no basis for the prevalent
complacency, and the prospects for further gains now appear less
promising than they did during the 1970s.

* Although reduced oil consumption has led to as much as 10
million bpd of currently unused production capacity, 95 per-
cent is controlled by OPEC and 80 percent is located in the
Middle East and North Africa.

* The creation of the Strategic Petroleum Reserve has been
essentially offset by a worldwide drawdown of commercial
inventories.

* Investments in energy efficiency, changed life-styles, and
rejection of mandatory controls have reduced the potential for
oil savings during an emergency.

* Most of the realistic potential for reducing oil's share of U.S.
energy supplies has already been achieved, according to U.S.
government forecasts.

* The rapid success in finding and developing new oil fields
outside the Middle East has already tapped the largest and
most economically attractive prospects.

* Efforts to enhance the security of Middle Eastern facilities
cannot protect them against terrorism and internal upheaval.
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Thus, although it is important to develop such essentially defen-
sive measures, they are no substitute for the aggressive development
of U.S. petroleum supplies.
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2. The constituent threats to Middle Eastern oil supplies-still
the dominant source of exports-are considerably worse in the
mid-1980s than they were in the 1970s when the findings were
made.

3. Although the decline in world consumption and partial com-
pletion of the Strategic Petroleum Reserve have created a cush-
ion composed of unused production capacity and government
owned storage, their availability and adequacy are highly
uncertain in times of an oil shortfall.

4. It is likely that U.S. and world dependence upon Middle East-
ern oil will grow rapidly and that the prospects for their security
will deteriorate.

5. Therefore, legislation to encourage the development of U.S.
crude oil, natural gas, and natural gas liquids is every bit as
justified today as it was during the 1970s.

Although the United States has been granted a respite from crisis,
this analysis has demonstrated that the fundamental energy security
situation of the United States has not improved to the extent that
the U.S. can disregard the concerns of the 1970s. Therefore, the
national security justification for developing domestic resources is
every bit as compelling and urgent for Treasury Secretary James
Baker in 1985 as it was for his predecessors in 1975 and 1979.

Kissinger wrote in February 5, 1985 Washington Post that the
United States must utilize the current respite wisely

Otherwise [Americans in] the 1990s, once more facing an energy
shortage, may well curse the blindness and the lack of foresight
of current leaders.
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9
Conclusion

T he assessments of oil import vulnerability, prepared by Trea-
sury Secretaries Simon and Blumenthal, revealed a number of

precepts that we have attempted to apply to the current situation.
* Although the sudden oil shocks of 1973-1974 and 1978-1979

were the immediate causes of governmental concern, the ordi-
nary business-as-usual burden imposed when oil imports are
available is as threatening as the extraordinary or emergency
impact when oil imports are disrupted.

* U.S. vulnerability must be assessed in terms of allied relation-
ships, adversarial perceptions, and worldwide interdepen-
dence, as well as individual U.S. import statistics.

* While military preparedness is a key element of national secu-
rity, so are foreign policy flexibility, strategic balance, eco-
nomic growth, trade relationships, and financial stability.

* Past experience has demonstrated that the level of oil exports
and prices has been affected by deliberate decisions in the
pursuit of economic or political self-interest, as well as by
unplanned events such as regional conflicts, internal instabil-
ity, terrorist activities, and general war.

* The long lead times required for energy development demand
that oil import vulnerability be assessed not only in terms of
current volumes, percentages and costs, but also in foreseeable
growth, the immediate availability of alternative oil supplies,
and the longer-term availability of alternative energy sources.

Applying those precepts to the current oil import situation leads
to the following findings:

1. Although the burden of oil imports has been somewhat reduced
since imports peaked in 1977, the constituent vulnerabilities
are as bad or worse than they were in 1974 and 1978, the years
on which the earlier Treasury assessments were based.
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I will attempt to hit the high points of that study and to address
several additional questions which Senator Bradley raised.

With respect to the high points, I would note that in combating
the complacency about energy right now, I would urge Congress to
apply the extremely broad definition of national security which
was employed by Secretaries Simon and Blumenthal, and which in
fact is mandated by Congress in the Trade Expansion Act of 1962.
The breadth of that definition is demonstrated by the fact that
those earlier assessments included lengthy inputs from not only
the Department of Defense but also from the Departments of State,
Commerce, Labor, Interior, Energy, Transportation, as well as the
CIA, the Federal Reserve Board, and the Council of Economic Advi-
sors.

A careful reading of those earlier assessments raises a number of
guidelines and warnings which should be applied in approaching
the subject of energy security. In the interest of time, I will skip
over most of that which is covered in the prepared statement. But I
would urge you to be very skeptical of some of the database that
you get. Definitions such as OPEC are absolutely meaningless if
other countries are collaborating, as Mexico is, with OPEC. To
simply define the problem in terms of OPEC and non-OPEC is un-
realistic, and I would urge that you watch for those things as you
go through it.

Although it is difficult to distinguish cause and effect, I find it
organizationally useful to address the problem as follows: First, I
look at the extent of the vulnerabilities and burdens at the con-
suming end of the pipeline; then I look at the extent of the risks
and threats at the exporting end of the pipeline; and finally, I look
at the prospects for immediate and future relief. And just reading
from my summary quickly in this regard, in comparing the situa-
tion today with that which prevailed in the 1970's, my own conclu-
sions were as follows: "The military burden is much greater in
terms of the mission added in 1980 to protect the Peisian Gulf. The
foreign policy burden has been significantly reduced if measured by
U.S. dependence upon Arab and Iranian oil, but only marginally
reduced if measured by allied and world dependence upon those
suppliers."

The strategic burden is much greater because of the growing gap
between the United States and the Soviet Union in petroleum pro-
duction. The economic burden of a supply disruption depends on
the circumstances but is foreseeably worse now than it was at an
earlier date, but the economic burden of continued supply, al-
though partially relieved in the United States by reductions in
OPEC prices and import volumes, remains the largest single com-
ponent of our growing balance-of-payments deficit. Last year,
energy imports cost $63 billion out of a total of $123 billion. That is
a continuing burden, regardless of whether there is an interruption
or not.

And just summarizing quickly the nature of those threats and
risks applicable to see much of the world's reserves and export ca-
pacity located in the Middle East, who can say today that the situa-
tion is more stable in that area than it was during the 1970's?
Clearly, the risks and the threats are as great.
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With respect to relieving these burdens, yes, we have a Strategic
Petroleum Reserve, but our private inventories have been drawn
down about as rapidly as our Strategic Petroleum Reserve has been
increased. And there are a number of other areas that indicate
that there is no cause for complacency.

Now I would like to address some of the questions that Senator
Bradley raised and which have been raised by others in the hear-
ings over the past few weeks.

Producers of other forms of energy are said to be critical of pref-
erential treatment of oil and gas. I have long urged policymakers
to continue support for other forms of energy, including coal, re-
newables, and synthetic fuels, we must not lose sight of the pree-
minant role played by oil and gas in our overall energy supply.

Today, oil and gas meet 66 percent of total U.S. energy demand,
down only 10 points over the last decade since the crisis, and it will
still be above 60 percent, according to the government's forecast, a
decade hence.

So, while we hope. to increase the contribution of other sectors,
let's be sure that there are cost effective, politically acceptable, and
environmentally desirable alternatives before we reduce U.S. oil
and gas production.

Another criticism which is made is by nonenergy industries
which have criticized preferential treatment, arguing for example
that steel and automobiles are also critically important to the na-
tion's economy. I would not contest that for a minute, but the bulk
of the world's steel capacity and iron ore reserves are not located
in the volatile region of the Middle East, and there is no evidence
that the price of automobile imports is set by a cartel.

Some market purists have argued against so-called "subsidies"
for domestic production when foreign oil is said to be cheaper. I am
also a free marketeer, but let's recognize that we are also subsidiz-
ing imported oil to the tune of upwards of $47 billion in this year's
Defense Budget to project military power in the Persian Gulf
region, and a total of $723 billion over the next decade in that mili-
tary budget.

Others decry, as did Senator Bradley this morning, the so-called
"drain America policy," and argue that we should save our domes-
tic reserves until the day when oil prices go back up. I am the first
to proclaim that world prices will go up much sooner than many
people think; but those who urge a deliberate reliance on imports
should recognize that the current level of imports already costs
over $60 billion, half of our total deficit, and three times the deficit
that we run for automobiles, which is the next largest item in our
deficit.

Moreover, increased U.S. imports would infuriate our allies, em-
bolden our adversaries, and encourage OPEC to raise prices.

Finally, I would like to address the suggestion that imposition of
an oil-import fee would provide more encouragement to domestic
production than tax incentives. I leave it to the tax experts to
debate whether this is currently true under the so-called windfall
profits tax, and to the legislative strategists on whether this is pro-
spectively likely under new legislation. In other words, would pro-
ducers be allowed to keep any incremental value; I very much
doubt it.
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I will, however, state my own conviction that OPEC is by no
means dead, and the surest way to infuse it with the political will
to revive discipline would be to attempt to transfer revenues that
previously went to OPEC to the U.S. Government. That would cer-
tainly infuriate them to the extent that they would get their act
together, in my judgment.

In conclusion, then, I would only state what is obvious to me:
The reasons for encouraging U.S. oil and gas production are as
compelling today as they ever were.

Thank you.
Senator WALLOP. Thank you, Mr. Schuler.
Mr. Lichtblau.

STATEMENT OF JOHN II. LICHTBLAU, PRESIDENT, PETROLEUM
INDUSTRY RESEARCH FOUNDATION, INC., NEW YORK

Mr. LICHTBLAU. Thank you very much, Mr. Chairman. As per
your request, I will limit my comments largely to existing tax legis-
lation as it affects the oil and gas industry.

As you know, the oil industry is granted several special tax de-
ductions which are favorable and has imposed upon it a special tax
provision which is unfavorable; I am talking about the intangible
drilling costs [IDC] and percentage depletion on one side, and, of
course, the windfall profits tax [WPT], which is unique to the oil
industry, on the other side. A very rough calculation would show
that the IDC expensing saved the industry perhaps $5 billion a
year in recent years. The depreciation allowance is much less. On
the other side, there is the windfall profits tax which probably cost
the industry $5 billion in 1985 and approximately $6.5 billion last
year. So, I am not only talking about the favorable tax provisions,
but also about those special tax burdens that other industries do
not have.

Let us -first look at the rationale for both these tax provisions. If
you look at the expensing provisions, the percentage depletion and
the IDC's, I think they represent the recognition of the high cap-
ital-intensity and the high risk of the oil industry. In the upstream
sector, in the last few years something like $84 billion a year has
been spent by the oil industry. Not all of this, of course, is capital
expenditure, but I would say some $50 billion a year went into the
capital sector to find, develop and produce crude oil and gas. And
of course the intangible drilling expenses are in that $50 billion.

These costs have increased sharply. The capital intensity of the
U.S. oil and gas industry has therefore increased, because the
volume of production either in oil or in gas has not increased com-
mensurately. So you have an increasingly capital-intensive indus-
try.

I think it should also be pointed out that the intangible part of
these expenditures has no salvage value, which means they are not
really capital expenditures, because there is nothing tangible there,
as the name implies, that you can sell or transfer.

I think what this provision does, it puts the high capital-inten-
sive industries such as oil on a somewhat more equal tax footing
with industries that have a much lower capital-intensity and much
higher, fully deductible current expenditures such as labor costs,
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rentals, and so on. I think true tax neutrality requires differential
tax treatments for different types of industries, whether they are
high capital-intensive or high labor-intensive, or high scientific in-
tensive, and so on.

So, tax neutrality does not mean exactly the same treatment for
all types of industries.

The other special aspect is of course the higher risk, unusually
higher risk, character of the oil-producing industry. All businesses
are risky, but when you consider the risk of an individual U.S. oil
producer drilling a wildcat well, and the chance being 85 percent
that that wildcat well will be dry, that is a pretty high risk. And if
you look at all exploration wells, you still have 4-to-1 odds that
when you drill those exploration wells, you will come up with a dry
hole. When you then consider that the average cost of an explora-
tion well is about $700,000, you can see that the stakes are ex-
tremely high. There are not many industries where you plunk
down $700,000 and the odds are strongly that you will come up
with nothing. But this is the case in the oil and gas industry. -

Now, of course the other side of this is that the rewards for those
who find oil and gas are usually also very high. But unless a large
part of the risk money for exploration can be generated from the
cash-flow of previous successes, substantially less risk money would
be available. And I think the expensing of IDC's and the depletion
allowance help provide this risk money.

The question has been raised here today whether the price mech-
anism wouldn't provide the same incentives to search for oil and
gas as these two special tax provisions. I would say that if the U.S.
oil market were self-contained, that would be true; if as the result
of a change in tax provisions less drilling would take place, less
production would take place, and the price of oil would then go up,
it would offset the loss of the tax deduction. But as it is, we have
been a major net importer for the last 25 years, and in all probabil-
ity we will continue to be a major net importer for the next 25
years.

The price of oil is determined at our border. It is based on the
cost of foreign oil landed in the United States. If oil production in
the United States were to decline, it would have no impact on the
domestic price of oil, it would merely increase the volume of im-
ported oil. And imported oil, for the time being, is controlled large-
SIby the OPEC cartel, and as Dr. Schuler says, the cartel is not

ad-sick, but it is not dead.
Now let us look for a moment at the other tax provision, the neg-

ative one, the WPT. The initial reason for it was that the price of
oil, as we all remember, rose by something like 1,000 percent from
late 1973 to early 1981 because of the OPEC cartel, and it was
argued that oil which was found-profitably found-when the price
of oil was $3 and $5 should not get the advantage of a cartel price
that was 1,000 percent higher. And for that reason, the decontrol of
oil prices was tied legislatively to the windfall profits tax.

Now, I think this argument made sense for old oil which had
been found prior to the imposition of the tax. It never made any
sense for new oil whose production costs had not yet been estab-
lished. So, as more and more of the oil is new oil, the windfall prof-
its tax makes less sense. Now, the burden has been reduced be-
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cause of the formula, but as I said, $5 billion in 1985 is not a small
amount, and the Treasury has estimated that between now and
1990 when the tax expires it will collect an average of $2.5 billion a
year. And yet you are talking about a tax which was justified on
the basis of very high prices that were certain to rise further; and
you have a real situation where prices have declined by 20 percent
in the last several years in nominal dollars, 30 percent in real dol-
lars, and all the expectations are that they will decline further. So
the philosophy under which this tax was imposed has ceased to
exist.

Another factor is, what have all these tax features, these tax pro-
visions, done to the oil industry's relative effective corporate tax
rate vis-a-vis that of other industries? Does the oil industry pay
less; does it pay more? The answer is fairly clear. All the studies
that have been made show that the oil industry 's effective tax rate
for the last 5 or 6 years at least has been higher than that of
American industry in general. So, despite the fact that there are
these tax provisions which are considered favorable, the effective
corporate tax rate of the U.S. oil industry is higher than the effec-
tive tax rate of all American industry. And all of these tax calcula-
tions are made without including the windfall profits tax, which
would raise it even further.

I think it is important to establish that, because it wasn't always
the case. As you look back into the early 1970's and the 1960's, the
oil industry's tax rate was lower than that of other industries.
There is a widespread impression that this is still the case, but it is
an erroneous impression.

Well, what is the national interest in all of this? Obviously, we
see that there is more oil being produced as the result of a tax pro-
vision, which is under controversy right now, and the key national
issue is really a national security issue: Do we want to have more
oil, that is, maximize our domestic oil production and gas produc-
tion, or is it immaterial whether we have more domestic or use
more foreign oil. And I think there are these answers to this:

The industry has been very successful in reducing our oil import
dependency rate from 44 percent in the late 1970's to as little as 29
percent currently. Part of this has been due to conservation, but a
good part has been due to increased production. I would like to
point out specifically that in the lower 48, where production de-
clined rapidly year after year in the 1970's, it has been increasing
since then because of a very substantial increase in drilling activi-
ties. It is now 100,000 barrels-a-day higher, against all forecasts,
than it was in 1980. And I think without that massive increase in
drilling, this clearly would not have happened. Unless we can
maintain this drilling effort we will see a decline in production; in
fact, there probably is going to be a decline anyway because of re-
source depletion, but the massive drilling effort can slow down this
decline, and this is, of course, in the national interest. Expensing of
IDC's and the percentage depletion are bound to be a major factor
in maintaining the required drilling rates.

Thank you very much.
Senator WALLOP. Thank you very much, Mr. Lichtblau.
Mr. Morgan.
[Mr. Lichtblau's written testimony follows:]
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Thank you for inviting me to testify before your

Subcommittee on Energy and Agricultural Taxation. As per your

letter request, I will address my comments primarily to existing

tax legislation affecting the energy industry rather than to the

recent proposals to reform this legislation. I will limit my

comments to the petroleum sector of the energy industry.

The U.S. oil industry is granted special tax deductions not

available to other industries and is burdened with special tax

obligations not imposed on other industries. The expensing of

intangible drilling costs (IDCs) and percentage depletion form

the first category*; The Windfall Profit Tax (WPT) is the second.

Both types of tax provisions reflect unique aspects of the U.S.

oil industry. A rough calculation suggests that the expensing of

IDCs, which is by far the larger of the two special tax

deductions, has saved the industry some $4-5 billion annually in

recent years. On the other side, the WPT increased the

industry's net tax liability by about $5 billion last year and by

$6.6 billion the year before.

In assessing the validity of these various tax provisions

several questions must be asked: (1) What is the rationale for

both the positive and the negative special tax provisions

applicable to the oil industry? (2) How do these tax provisions

affect the oil industry's tax burden vis-a-vis other U.S.

industries? and (3) Do any, or all, of the oil industry's

special tax provisions serve the national interest?

* It should be noted that integrated oil companies are allowed
to expense only 80% of their IDCs and are not entitled to
percentage depletion.
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Regarding the first question, the expensing provision for

IDCs and the percentage depletion provison represent a

recognition of the high capital intensity and the high risk

nature of the oil industry. The high capital requirement is

illustrated by the $84 billion average annual expenditure on

exploration, development and production during the 3-year period

1980-82. About 40% of these expenditures represent operating

costs associated with producing wells, including production and

severance taxes. The remaining $50 billion go largely into the

expenditures required to find reserves and develop production.

Expenditures have increased sharply since the early 1970's.

Since production has remained relatively unchanged, the

industry's capital intensity has risen further. The cost of

drilling and equipping a well rose from an average of about

$120,000 in the 1971-74 period to a peak of $514,000 in 1982. It

declined to $372,000 in 1983, as lower drilling activity and

market adjustments in the oil service sector led to lower costs.

The expensing of the intangible parts of the required s

expenditures in the exploration and producing sector, which have

no salvage value, puts this highly capital intensive industry on

a more equal tax footing with industries which have relatively

low capital expenditures and relatively high fully deductible

current expenditures, such as labor costs, rentals, etc.

The oil and gas producing industry's high-risk character

also justifies special tax treatment. All business operating in

a market economy contains of course a risk element. But few

other businesses face the total risk of an individual oil
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producer drilling a wildcat well in the U.S. The chance of a dry

hole is almost 85%. If one takes all types of exploratory wells

the odds are still almost 4 to 1 against finding a commercial

producer. With a cost of $700,000 per exploratory well (1981-83

average), the financial stakes in this business are extremely

high. Obviously, so are the rewards for those who drill the

successful wells. But unless a large part of the risk money for

exploration can be generated from the cash flow of previous

successes, substantially less risk money would be available. The

expensing of IDCs and the depletion allowance help to provide

this risk money.

It has been argued that the price mechanism could provide

the same incentive to search for oil as the two tax provisions.

However, under present and foreseeable conditions, U.S. oil

prices are not determined by domestic supply and demand but by

the cost of imported oil, since the U.S. will remain a

substantial net importer of crude oil for the foreseeable future.

Thus, a decline in U.S. oil production due to the abolition of

the two tax provisions would not be followed by a compensatory

increase in the domestic price of oil.

Next, let us look at the oil industry's special negative tax

provision, the WPT. The initial reason for its imposition was

the perception that the very substantial increase in world oil

prices imposed by the OPEC cartel in 1973/74 and again in 1979/80

would give the domestic oil industry a "windfall" profit, since

under free market conditions prices would have risen much less

durin,3 that period. Thus, the lifting of domestic crude oil

price controls in 1981 was legislatively tied to the imposition
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of the WPT. The principle of the WPT may have been justifiable

for oil which had been discovered prior to the price increases

but not for new oil, whose cost had not yet been established.

The combination of inflation adjustments of the government's

base price and reduction in the market price of oil has almost

wiped outthe WPT on new oil (Tier 3) by now. However on most

lower-48 old oil it still amounts to $5.50-6.00 per barrel which

equals 20-25% of current wellhead prices.

The concept of the WPT was born at a time when crude oil

prices were expected to go on rising. It stands to lose its

validity in a period of declining prices, such as the past 4

years, and with the prospects of further declines. The tax is

scheduled to end in 1990. The Treasury has estimated that from

1985 to then it will collect an annual average of $2.4 billion

from the oil industry. Undoubtedly the government needs this

revenue to reduce its deficit. That would be the only

justification for maintaining it, for there is no more "windfall

profit" on domestic oil production, old or new.

Our next question is what is the oil industry's effective

federal tax rate relative to that of other U.S. industries? The

answer is clear. The U.S. oil industry's tax burden has

consistently been higher than that of U.S. industry in general

for at least the last 5 years. This was determined in a study

by our organization, entitled "The Tax Burden of Large Domestic

Petroleum Companies 1974-82" which found that "large petroleum

companies pay higher U.S. federal income taxes per dollar of net

income than the average of large U.S. corporations." The Joint
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Committee on Taxation's conclusions, which are similar, extend to

1983 when the average federal tax on U.S. corporate income was

found to be 16.7% compared to 21.3% for petroleum companies.

More recently the American Petroleum Institute has shown a

siml.lar result for 1984 as well. All of these tax calculations

exclude the WPT which is additive to the industry's reported

federal income tax payments.

It is important to establish the record of the oil

industry's current tax rate relative to that of other industries

because prior to the mid-1970's the relationship was generally

reversed and it is frequently but erroneously assumed that this

is still the case.

Finally, where does the national interest lie in maintaining

the special oil tax provisions? The two tax deductions reduce

federal revenue but provide incentives to oil and gas exploration

and production. The WPT increases federal revenue, decreases

oil industry earnings and thus the funds available for

exploration but, as pointed out, has now only a marginally

negative effect on oil exploration. The key national issue is

that some tax revenue is foregone to encourage a higher level of

domestic oil production than would otherwise be the case. The

issue ties in directly with national security. As we have

learned, a high dependency on foreign oil supplies brings

political and economic risks. The extent and nature of this risk

is well known and is beyond the scope of my statement. We have

greatly lowered the risk by reducing our net oil import

dependency from a peak of 44% in the 1977-79 period to 29% in the

1982-84 period. This year's share will be about the same. Part
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of the reduction has resulted from lower consumption and part

from higher domestic production. This year our crude output will

be nearly 800,000 B/D above the record low level of 1976.

Alaska is of course the major reason for the increase in

production. But the sharp increase in drillir-i in the lower-48

region since 1979 has reversed the decline that had taken place

in that region during the 1970's. Alaskan producution is now

levelling off and will likely start declining from about 1990 on.

The extent to which we can maintain lower-48 production, or at

least slow down its decline, depends almost entirely on the

future drilling rate. The expensing of IDCs and the percentage

depletion, if fully maintained, will be a major factor in

attaining the required drilling rate.

The importance of indigenous oil and gas availability to the

U.S. economy has been demonstrated vividly over the past twelve

years. These supplies carry an intrinsic social benefit, and

using tax measures to encourage investment in oil and gas

exploration and production is a legitimate function of national

pol icy.
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STATEMENT OF RICHARD E. MORGAN, RESEARCH COORDINA-
TOR, ENERGY PROJECT, ENVIRONMENTAL ACTION FOUNDA-
TION, WASHINGTON, DC
Mr. MORGAN. Thank you, Mr. Chairman, and Senators Long and

Matsunaga. I am Richard Morgan from Environmental Action
Foundation. I am testifying today on behalf of EAF and several
other national environmental and energy organizations. -These or-
ganizations have a combined membership of nearly 1 million. We
appreciate the opportunity to express our views on Federal tax
policy as it relates to energy.

The organizations I represent today believe that tax policy
should be neutral with respect to energy investments. We believe
that all energy investments should be made according to their true
economic merits rather than to tax benefits available from the Fed-
eral Government. We support this so-called level playing field for
energy investments for several reasons:

First, present tax benefits encourage energy investments which
are uneconomical and thus wasteful of financial resources.

Second, tax benefits can favor one type of energy technology over
another.

Third, tax benefits for energy development are quite costly to our
Nation's taxpayers. Existing tax benefits for energy development
cost the equivalent of $372 annually for every household in the
Nation.

Finally, tax subsidies are an inefficient means of encouraging in-
vestments, since they often subsidize investments which would be
made anyway.

The complicated array of Federal tax subsidies for energy devel-
opment has evolved gradually over the past 50 years or so. By and
large, individual tax benefits for energy development have been
added in a piecemeal fashion without regard to the overall impact
on our energy system. In fact, some tax benefits were designed to
counteract others. The result is a complex and unfocused Federal
tax policy toward energy development and an enormous loss of
Treasury tax revenue.

Tax expenditures for energy development contained in the cur-
rent income tax system total at least $27 billion annually according
to estimates by Environmental Action Foundation. At least $26 bil-
lion of the current annual tax expenditures are for the develop-
ment of nonrenewable energy sources such as oil, gas, coal, and
electric power. Only about $1 billion annually is spent by the
Treasury to promote the development of renewable energy sources
and conservation.

By comparison, the electric utility industry and the oil and gas
industry each benefit from at least $12 billion annually in Federal
tax expenditures.

The largest single expenditure for energy development is the ac-
celerated cost recovery system, which is available for most energy
investments. ACRS is the source of about half of all the tax ex-
penditures for energy development.

Other large tax expenditures for energy include the investment
tax credit, expensing of construction period interest, expensing of
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intangible drilling and mining exploration costs, and percentage
depletion.-

The Federal tax expenditures subsidize energy development in
several different ways-capital investment subsidies such as ACRS
and the investment tax credit help to find the upfront costs of
many types of energy investments. The Edison Electric Institute
has calculated, for instance, that Federal tax expenditures pay for
24 percent of the cost of building a powerplant. A capital subsidy of
this magnitude can clearly make a poor investment look like a
good one. As Prof. Don Fullerton of the University of Virginia has
pointed out, "Special investment tax credits and accelerated depre-
ciation allowances serve to push economically inferior investment
projects ahead of more productive investment projects." Even the
Federal Treasury Department has criticized both the ITC and
ACRS for favoring certain investments over others and for induc-
ing "tax-motivated behavior" by businesses.

The generous ITC and ACRS benefits available to utilities pro-
mote powerplant construction at the expense of other cost-effective
alternatives such as load management and end-use efficiency. Nu-
merous studies have demonstrated that it is usually cheaper to
save a kilowatt than to generate one, yet tax subsidies encourage
utilities to build new generating plants anyway. Why would the
Government continue to subsidize powerplant construction when
the utility industry's excess generating capacity is at an all-time
high?

I should point out that the depreciation provisions of the admin-
istration's new tax reform plan are even more generous to utilities
than the current law. They would put all powerplants in the 10-
year depreciation class, even though these plants are expected to
last 30 ears. That will cost the Federal Treasury approximately $4
to $5 billion a year relative to what was proposed in Treasury 1.

Other tax subsidies like percentage depletion and the intangible
drilling costs underwrite the exploration and production of energy
resources. Industry officials say percentage depletion is necessary
to keep marginal stripper wells operating. Why should the Govern-
ment pay oil and gas producers to extract our national resources
when they are not yet economic? Why not bank these uneconomic
wells until our Nation really needs these resources and is willing to
pay their true cost? As a subsidy for uneconomic oil and gas wells,
percentage depletion is in reality a "Drain America First" policy
which promises to make future generations even more dependent
upon foreign oil.

Similarly, oil and gas officials argue that tax breaks are needed
for drilling in order to cover the cost of their many dry holes. If so,
that means that drillers' high-risk exploration is made possible
only at the expense of our Nation's taxpayers. Tax expenditures
which subsidize these marginal investments in energy development
are wasteful of our Nation's economic resources. It would be far
more effective to pursue conservation of our Nation's oil and gas
resources through nontax measures- such as automobile efficiency
standards or home weatherization programs.

Renewables and conservation also offer us a solution that can
reduce oil imports not only for the present but for the future as
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well, and we won't have to worry about dry holes because the Sun
and the wind will always be there.

Certain investments in renewable energy sources and energy effi-
ciency are currently eligible for special investment tax credits.
These credits were enacted in part in order to provide some mini-
mal balance to the overwhelming tax subsidies already available to
nonrenewable energy sources such as oil and gas. But most of these
credits are now scheduled to expire at the end of 1985. Federal tax
benefits for energy will thus become even more unbalanced unless
Congress takes action to extend these energy credits, as Senator
Hatfield has proposed in S. 1220.

While we would prefer a Tax Code with no subsidies for energy
development, we feel that the Government must continue to offer
tax credits for renewables and conservation as long as it maintains
tax subsidies for nonrenewable energy investments.

A little-known provision in the Federal Tax Code allows utilities
to collect tax revenues from their customers which they are not re-
quired to pay the Government, often called phantom taxes. The
law requires utilities to charge ratepayers as if they did not receive
certain major tax benefits currently. The Department of Energy
records indicate that electric utilities collect about $7 billion annu-
ally in Federal income taxes that they are not required to pay the
Government. In fact, utilities typically collect about $3 from cus-
tomers for every dollar they pay to the IRS. Already, the Nation's
electric utilities are holding over $40 billion in unpaid income taxes
they have collected from customers over the past 30 years because
of this Federal law. The ability to collect phantom taxes encour-
ages utilities to invest in new powerplants, even if they are not
needed. State utility regulators who would like to discourage
unwise utility investments are frustrated by the Federal law which
requires utilities to overcharge their customers for Federal income
taxes and then use these funds for powerplant construction.

We believe Congress should remove the clauses which preempt
State regulation of utilities' Federal income tax expenses. Congress
should also consider whether there is an need to offer investment
incentives to utilities, given the utilities status as guaranteed mo-
nopolies. The utilities are required by law to make the investments
in order to provide adequate service to their customers. If tax in-
centives have any effect at all on utility investments, then they are
encouraging overbuilding. If they do not have any impact on utility
investments, then they are a waste of taxpayers' money.

While Federal tax expenditures cost our Nation's taxpayers at
least $27 billion annually, the real cost is much greater. Countless
billions of dollars are wasted each year on energy investments
which would never have been made but for the generous Federal
tax subsidies. Existing tax benefits create a strong bias toward in-
vestments in nonrenewable energy sources, causing us to accelerate
the depletion of our scarce natural resources. By heavily subsidiz-
ing the development of nonrenewable resources, these tax expendi-
tures provide a disincentive for the development of cost-effective re-
newable energy and energy efficiency measures, measures which
could permanently reduce our Nation's dependency on foreign oil.

Compared to the Treasury Department's original tax simplifica-
tion proposal, most of the tax expenditures for oil and gas and util-
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ities would be restored under Treasury 2. Yet, renewables and con-
servation would still lose virtually all of their tax benefits. We
think such a policy would be both unfair and unwise.

We would prefer to see Congress eliminate all tax subsidies for
energy development as the Treasury proposed last November. Such
a policy would require energy investments to be made according to
their true economic merits rather than according to available tax
subsidies.

Elimination of these tax expenditures would also provide the
Treasury with billions of dollars which would be available to meet
other needs.

Thank you very much.
[Mr. Morgan's written testimony follows:]
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Mr. Chairman and members of the Subcommittee:

My name is Richard F. Morgan, I am employed as research coordinator

of the Energy Project of the the Environmental Action Foundation. I am

testifying today on behalf of EAF and seven other ratona] environmental

and energy organizations. There organizations have a combined membership

of nearly one million. We approiate the opportunity to express our

views on federal tax policy as it relates to energy.

The organizations I represent today believe that tax policy should be

neutral with respect to energy investments. We believe that all energy

investments should be made according to their true economic merits, rather

than according to tax benefits available from the federal government.

We support this so-called "level playing field* for energy investments

for several reasons. First, present tax benefits encourage energy invest-

ments which are uneconomical and thus wasteful of financial resources.

Second, tax benefits can favor one type of energy technology over another;

thus, certain cost-effective energy investments migbt not be made because

other types of energy development are subsidized through the tax code.

Third, tax benefits for energy development are quite costly to our

nation's taxpayers. Existing tax benefits for energy development cost the

equivalent of $372 annually for every household in the nation.

Finally, tax subsidies are an inefficient means of encouraging invest-

ment since they often subsidize investments which would be made anyway. If

Congress wishes to encourage or discourage certain types of energy invest-

ments, other measures are available which can be far more effective in

Iachleving this goal.

The complicated array of federal tax subsidies for energy development
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has evolved 6yadually over the past 50 years or so, By and large, individu-

al tax benefits for energy development have been added in a piecemeal

fashion without regard to the overall impact on energy investments. In

fact, some tax benefits were designed to counteract others, The result is a

complex and unfocused federal tax policy toward energy development and an

enormous loss of Treasury tax revenue.

Existing Federal Energy Tax Expenditures

Tax expenditures for energy development contained in the current

income tax system total at least $27 billion annually, according to esti-

mates by the Environmental Action Foundation (EAF). That is the equivalent

of $372 for every household in the nation.

At least $26 billion of the current annual tax expenditures are for

the development of non-renewable energy sources such as oil, gas, coal and

electric power plants. Only about $1 billion annually is spent by the

Treasury to promote the development of renewable energy sources and conser-

vation.

The largest single tax expenditure for energy development is the

accelerated cost recovery system (ACRS), which is available for most energy

investments. ACRS benefits for energy development cost the Treasury an

estimated $12 billion to $16 billion annually.

Other large tax expenditures for energy development include the in-

vestment tax credit (over $5 billion annually), expensing of construction-

period interest (over $4 billion), expensing of intangible drilling and

mining exploration costs (over $2 billion) and percentage depletion (about

$1.7 billion). A more detailed list of existing federal tax expenditures

for energy development appears in the accompanying table,

The largest portion of these tax expenditures, $12 billion to $16
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billion annually, gues to the oil and gas industry, according to EAF esti-

mates. The Treasury spends another $12.4 billion annually on benefits to

electric utilities. Tax expenditures for the coal industry total about

$1.75 billion annually.

The combined cost of benefits for renewable energy sources, energy

efficiency measures, and synthetic fuels total about $1.3 billion to $1.5

billion annually. (The Treasury Department does not compute tax expendi-

tures for renevables and conservation alone, but this is estimated by EAF

at about $1 billion annually.) Altogether, these subsidies through the

federal income tax system cost the federal Treasury $27 billion to $32

billion annually, according to EAF estimates.

Impacts of Energy Taz Expenditures

Federal tax expenditures subsidize energy development in several dif-

ferent ways. Some benefits support exploration or production of energy

resources, while others subsidize investments in energy facilities such as

refineries, power plants, or wind generators.

Capital investment subsidies, such as ACRS and the investment tax

credit (ITC), help to finance the cost of manr types of energy investments.

The Edison Electric Institute has calculated, for instance, that federal

tax expenditures pay for 24 percent of the cost of building a power plant.

A capital subsidy of this magnitude can clearly make a poor investment

look like a good one. As Professor Don Fullerton of the University of

Virginia has pointed out,

'Special investment tax credits and accelerated depreciation al-
lowances serve to push economically inferior invest-ent projects
ahead of more productive investment projects."

Similarly, a 1980 study of energy tax policy by the National Research

Council found:
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"(T)he investment tax credit makes the high capital cost option
cheaper to investors than is justified by the resources actually
expended. It thus tends to induce choices that absorb more capital
in generating the same amount of electricity than would be the
case without the tax credit. "

Even the federal Treasury Department bas criticized both the ITC and

ACRS for favoring certain investments over others and for inducing "tax-

motivated" behavior by businesses.

The generous ITC and ACRS benefits available to utilities promote

power plant construction at the expense of other cost-effective alterna-

tives such as load management and end-use efficiency. Numerous studies

have demonstrated that it is usually cheaper to save a kilowatt than to

generate one, yet tax subsidies encourage utilities to build new gener-

ating plants anyway. Why should the government continue to subsidize

power plant construction when the utility industry's excees generating

capacity is at an all-time hig? Generating reserve margins are current-

ly 36 percent, or about twice what utility regulators recommend to meet

customers' needs.

Other tax subsidies underwrite the exploration and production of

energy resources. Percentage depletion, for instance, stimulates oil

production by allowing producers to write off more tuan their-original

investment for tax purposes. Expensing of intangible drilling costs,

meanwhile, allows generous write-offs for oil and gas exploration

Industry officials say percentage depletion is necessary to keep

marginal "stripper" wells operating. Why should the government pay oil

and gas producers to extract our natural resources when they are not yet

economic? Why not bank these uneconomic wells until our nation really

needs these resources and is willing to pay their true cost? As a

subsidy for uneconomic oil and gas wells, percentage depletion is in

reality a "Drain America First" policy which promises to make future
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generations more dependent upon foreign oil.

Similarly, oil and gas officials argue that tax breaks are needed

for drilling in order to cover the cost of their many "dry holes." If

so, that means that drillers' higi-risk exploration is made possible

only at the expense of our nation's taxpayers. Tax expenditures which

subsidize these marginal investments in energy development are wasteful

of our ation's economic resources. It would be far more effective to

pursue conservation of our nation's oil and gas resources through non-

tax measures such as automobile -efficiency standards or home weatheriza-

tion programs

Some major tax subsidies for energy development are not obvious

from looking at the tax code6 For example, a seemingly innocuous tax

benefit for installation of pollution control equipment has turned into

a multi-billion-dollar subsidy for energy facilities. A provision in the

tax code allows businesses to use tax-exempt bonds to finance pollution

control investments.

A liberal interpretation of the federal law by the Internal Revenue

Service (IRS) has allowed companies to finance large portions of power

plants and other energy facilities with subsidized ta-xL-exempt bonds. In

1984 alone, utilities raised nearly $8.8 billion in capital through

pollution control bonds, which will ultimately cost the Treasury nearly

$10 billion in lost tax revenues, according to estimates by EAR

Last year, in fact, more than half of all the toAds issued by

investor-owned utilities were tax-exempt pollution control bonds, We do

not believe Congress intended this tax incentive for pollution control

to become a major subsidy for construction of energy facllitles.

Certain investments in renewable energy sources and energy
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efficiency are eligible for special Investment tax credits. Pesidential

investments can receive tax credits of 15 to 40 percent, while busines-

ses can receive credits of 10 to 15 percent.

The renewable-and conservation tax credits were enacted, in part,

in order to provide some minimal balance to the overwhemling tax subsi-

dies already available to non-renewable energy sources such as oil and

gas. All of the residential credits and most of the business credits are

now scheduled to expire at the end of 1985. Federal tax benefits for

energy will thus become even more unbalanced unless Congress takes

action to extend the energy credits. While we would prefer a tax code

with no subsidies for energy development, we feel that the government

must continue to offer tax credits for renewables and conservation as

long as it maintains tax subsidies for non-renewable energy investments.

Other tax subsidies designed specifically for energy companies

include favorable treatment of coal royalties and mining reclamation

costs, as well as special tax exemptions for dividends%paid on certain

utility common and preferred stock.

Federal Tax Policy and Utilities

A little-known provision in the federal tax code allows utilities

to collect tax revenues from their customers which they are not required

to pay to the government, often called "phantom taxes.' The law re-

quires utilities to charge ratepayers as if they did not receive certain

major tax benefits currently. The unpaid taxes are then available to

help finance construction of new power plants

Department of Energy records indicate that electric utilities col-

lect about $7 billion annually in federal income taxes which they a're

not required to pay the government. In fact, utilities typically collect
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about $3 from customers for every dollar they actually pay to the IR&

Already, the nation's electric utilities are holding over $40 billion in

unpaid income taxes they have collected from customers over the past 30

years, according to EAF estimates,

The ability to collect phantom taxes encourages utilities to invest

in new power plants, even if they are not needed. State utility regula-

tors who would like to to discourage unwise utility investments are

frustrated by the federal law which requires utilities to overcharge

their customers for federal income taxes and then allows them to use

these funds for power plant construction.

We believe Congress should remove the clauses which preempt state

regulation of utilities' federal income tax expenses (LRQ sections

46(f) and 167(1)). The state utility commissions are better equipped

than the federal government to determine what costs should be included

in utility bills.

- COngress should also consider whether there is any need to offer

investment incentives to utilities through the tax code. As guaranteed

monopolies, utilities are required by law to make the investments neces-

sary to provide adequate service to their customers. If tax incentives

have any effect at all on utility investments then they encourage

overbuildin& If they do not have any impact on utility investments,

then they are a waste of taxpayers' money.

Because utilities have no need for investment incentives, we urge

the Congress to eliminate all tax expenditures for utilities, including

the excessively generous 10- and 15-year depreciation periods for gener-

ating plants and the unique tax exemption for utility stock dividends.
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Conclusion

Federal tax expenditures for energy development are very costly to

our nation. At the very least, they cost taxpayers over $27-biliion

annually in lost tax revenues for the Treasury.

The full cost, however, is much greater. These tax subsidies under-

write costly high-risk drilling, wasteful production at uneconomic

wells, and construction of expensive and redundant electric generating

capacity. Countless billions of dollars are wasted each year on energy

investments which would never have been made but for generous federal

tax subsidies.

Existing tax benefits create a strong bias toward investments in

non-renewable energy sources, causing us to accelerate the depletion of

our scarce natural resources. By heavily subsidizing the development of

non-renewable resources, these tax expenditures provide a disincentive

for development of cost-effective renewable energy and energy efficiency

measures.

We therefore urge Congress to eliminate all tax subsidies for

energy development, Such a policy would require energy investments to be

made according to their true economic merits rather than according to

available tax subsidies. Elimination of these tax expenditures would

also provide the Treasury with at least $27 billion annually which would

be available to meet other needs.

Thank you for considering our views on this matter.
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ANNUAL FEDERAL TAX EXPENDITURES FOR ENERGY DEVELOPfENTa
(billions of dollars)

Expenditure Year of
Estimate

Electric Utilities

Accelerated Cost Recovery System
Investment tax credit
Expensing of construction-

period interest
Pollution control bonds
Other industrial development bonds
Dividend reinvestment programs

Total

Oil and Gas

Accelerated Cost Recovery System
Investment tax credit
Percentage depletion
Expensing of intangible drilling
Expensing of construction-

period Interest
Expensing of tertiary injectants
Tax benefits for foreign operations

Total

coal

4.73
1.96

4 .101:00b

0.18
0.45

6.0-10.0b

3.00
1.12
2.03

2
2
2

12 . 1 5 -1 6 . 1 5 b

Accelerated Cost Recovery System 0.35
Investment tax credit 0.18
Percentage depletion 0.60
Expensing of exploration costs 0.11
Deduction for future reclamation costs 0.40
Capital gains treatment of royalties 0.11

Total 1.75

Renewables, Energy Efficiency and Synthetic Fuels

1983
1983

1983
1984

Fr1985
F 19 85

FY1985
FY1985
FY1985
FYI 985

1983
1983
1983
1983

FY 1985
FY1985

Residential conservation
Residential renewables
Alcohol & synfuel production credit
Business energy tax credits (incl. wind,

solar, hydro, geothermal, biomass,
synfuels, and coal conversion)

Investment tax credit
Accelerated Cost Recovery System

Total

TOTAL TAX EXPENDITURES FOR ENERGY

0.33 FT1985
0.24 F1985
0.02 FY1985

0.21 b Y1985

0 . 17 b F11985
0.75-0.90b FY1985

Source

DOE
DOE

DOE
EAF

Treas.
Treas.

EAF
EAF

Treas.
Treas.

RCA
NCA
NCA
NCA

Treas.
Treas.

Treas.
Treas.
Trea3.

Treas.
EAF
ELF
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Notes for Table:

a Estimates of tax expenditures for a single year are not available.

Table includes estimate for most recent year available. Totals represent
an approximation of annual tax expenditures for 1983-1985.

b approximate.

Sources for Table:

U.S. Dept. of Energy, Energy Information Admin., FinanIcial Statis _ c f
.leqtri c ttLlities.5 11 February 1985

The _jBd u yer, December 4, 1984

Ebasco Business Consulting Co., Analysis of Publi Utilit Finanqcniz Xear
193A, January 1985.

U.S, Office of Management and Budget, Special -Analy 4 g of the Budget.
_g Year 193A, February 1985.

Internal Revenue Service. _Statlt_ Qf ncome: Corporation Incom Tax
Returns, I. , 1984.

Carl F. Bagge, National Coal Association, letter to Secretary Donald P.
Hodel, LS. Dept. of Energy, December 14, 1984.
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Senator WALLOP. Thank you, Mr. Morgan.
Senator Long, questions of the panel?
Senator LONG. Let me ask a question of Mr. Lichtblau.
On page 4 at the bottom of your statement you say, "The Joint

Committee on Taxation conclusions extend to 1983 when the aver-
age Federal tax on U.S. corporate income was 16.7 percent, com-
pared to 21.3 percent for petroleum companies." You mention a
summary study by the API that showed a summary result for 1984,
and you said that does not include the windfall profits tax. Of
course, if you just assume that there is no windfall profits tax and
add up what that tax would be if the windfall profits tax did not
exist, they would be paying a lot more taxes than that.

I just wondered, have you been able to get Treasury to agree
with you that this is the case?

Mr. LICHTBLAU. Yes; I think so. Of course, we are talking about
large companies, primarily.

Senator LONG. I know.
Mr. LiCHTBLAU. Corporations. I think there is general agreement.

Certainly, as I say, the Bureau of the Budget has come up with-
no, the Joint Committee on Taxation has come up with the same
kind of numbers. I don't think there is any controversy on that. It
is clearly a higher tax burden. And if you add the various tax bur-
dens such as the severance taxes and so on, even per dollar of sales
the tax burden on oil is higher than it is for American industry in
general. I said this wasn't always the case, but it has been the case
largely because the depletion allowance has been lost for all com-
panies other than the independents for the first 1,000-barrels-a-day
production.

Senator LONG. In view of that fact, if you wanted to talk about
simplification, wouldn't that dictate that we dispense with the
windfall profit tax at this point? I don't know of any tax that re-
quires more bookkeeping and is more difficult to comply with than
the windfall profit tax; I think it is the most mind-boggling tax in
history. If one just looks at all of the bookwork that has to be done
just to compute the windfall profits tax for a royalty owner and
pay it on his behalf, it is utterly fantastic to see all the bookkeep-
ing work. If you want to simplify that, just repeal the windfall
profit tax.

It seems to me that if you are trying to simplify and be fair, I
don't see how you can justify the windfall profit tax any longer.

Mr. LICHTBLAU. Not any longer, no. As I say, there was an argu-
ment back in the 1979, 1980, 1981 period. Of course, it is declining
now, and it will disappear automatically by 1990-if taxes ever do
disappear, but that is at least the intention of the administration
and of Congress at the moment. And the burden of the windfall
profit tax on exploration has substantially declined, because the
prices have come down and the base price on which the windfall
profit tax calculation is based has increased, so that it is no longer
much of a burden on exploration, on new oil; but on old oil we are
talking about $5.50 or $6 a barrel. That is very substantial for most"
of the lower 48 old oil. That is a very substantial burden. That
money would be available for exploration, and drilling of course.

So I don't think it is a punitive tax, but it is a tax from a period
that simply no longer exists. It reflects the past. We had a revolu-
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tion in oil prices; but since 1981 oil prices have been declining very
rapidly, and there is every indication that they will continue to de-
cline. To have a windfall profit tax under those conditions is very
questionable. I just think that the Treasury needs all the money it
can get from any place, so they won't give up this one.

Senator LONG. Thank you very much.
Mr. MORGAN. Could I add one point to that?
Senator LONG. Yes.
Mr. MORGAN. There are quite a number of oil companies that

have )aid little or no tax in recent years. And although some com-
panies like Exxon have paid a large share, that is balanced on the
other side by companies like Texaco, Ashland Oil, Amerada Hess,
and Mitchell Energy, which paid no Federal income tax at all from
1981 to 1983.

Also, I believe the figures you cited from the Joint Tax Commit-
tee were for the major oil companies; isn't that right?

Mr. LICHTBLAU. Yes; large companies.
Mr. MORGAN. So we really are only talking about the majors

there. But the tax rate for the independents is very much lower,
and in fact many, many of them are paying no Federal income tax
at this point, and that is largely because they get the oil depletion
benefits which the majors are no longer able to take.

Senator LONG. I know at least one fellow who went bankrupt a
few years ago, bless his heart. He had to have a private bankruptcy
and go out of business. I noticed they were charged with a big
income tax the same year he went out of business. So I would
assume that you think he is getting a big break, too, Mr. Morgan,
based on the kind of statement you made here today.

Thank you.
Senator WALLOP. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
Mr. Schuler, I want to commend you on your scholarly presenta-

tion. I note by your table 1 that the projected import of oil-that is,
both refined and nonrefined-is projected to be 9.44 million barrels
a day, as compared to 5.38 in 1984.

Now, how do you propose to reduce this type of increased
import?

Mr. SCHULER. Senator Matsunaga, as I suggested, I think we
have to encourage the development of coal, of synthetic fuels, of re-
newables, of all the things that are going to help to chip away at
that import. But in doing all of that, we cannot neglect the fact
that we need to produce as much domestic oil and gas as we can at
the same time, again, with the view to chipping away at those im-
ports. That is the EIA's forecast of oil imports for 1995, I think,
that you were referring to. And if oil prices fall to the level that
many people think they are going to fall now, the EIA forecasts
even greater imports of oil by 1995; to the level of 65 percent of our
total oil demand will be imported, according to EIA's forecast at
the lower oil price.

So, we need to chip away at that in every way that we can, and I
think that the continued incentives for exploration and production
of U.S. oil and gas is required, because gas can play a big role in
cutting into that oil consumption.
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Senator MATSUNAGA. Then are you suggesting that we continue
the investment tax credit as well as the energy tax credit?

Mr. SCHULER. Certainly the elimination of the investment tax
credit and the changed depreciation allowance are going to have an
impact upon the petroleum industry as they are on any capital-in-
tensive industry. There are estimates that it will have a dispropor-
tionate impact upon petroleum because it is so capital intensive,
but I would suppose that it would be totally politically impossible
to maintain it for some industries and not for all industries.

Senator MATSUNAGA. Mr. Morgan, in your testimony you seemed
to suggest that the tax incentives-tax subsidies, in effect-should
be eliminated. You do point out, however, that in the case of non-
renewables we grant $26 billion in Federal subsidies as compared
to only $1 billion for renewables and conservation.

Now, are you proposing that we eliminate all? Or do you, by im-
plication, favor retention of the so-called "subsidies," I would call
them "Federal incentives," for the development of renewable
energy and conservation?

Mr. MORGAN. Environmental Action has always favored elimi-
nating all tax subsidies for energy development-renewables and
nonrenewables alike. That policy is echoed by other energy organi-
zations such as the Solar Lobby, which is one of the strong advo-
cates for retaining the energy tax credits. They would prefer to get
rid of all subsidies as well. If that is not going to happen, then we
feel strongly that it is essential to continue those tax credits for re-
newables and conservation at least on the same timetable that we
are continuing the benefits for oil depletion, for example.

In fact, Senate bill 1220, I believe, would have a 5-year phaseout
of the renewable tax credits-the same period of time that the ad-
ministration has proposed for phasing out the depletion allowance
that exists for the nonstripper wells. So we feel there ought to be
come sort of equitable treatment; although, we would favor elimi-
nating all of those tax benefits, as Treasury-1 proposed last Novem-
ber.

Senator MATSUNAGA. My time is up, Mr. Chairman, although I
did have a question for Mr. Lichtblau.

Senator WALLOP. All right. Perhaps we will have time to revisit
those.

Mr. Morgan, your statement that it is cheaper to save a kilowatt
than to produce one was a statement that had a great deal more
validity than it does today. Do you agree with that?

Mr. MORGAN. Not necessarily.
Senator WALLOP. Well, you can either agree with it or disagree

with it; it is hard to qualify it. Basically, I think most people in the
world would say that the easy conservation has been achieved and
most conservation that remains to us is now very expensive indeed.

Mr. MORGAN. Certainly for some of these the conservation has
been achieved. At the same time, there are still many homes in
this country that are not insulated at all or have very minimal in-
sulation. The percentage of homes in this country that have been
retrofitted and made efficient relative to what energy costs are
today is still quite low, and we have a long way to go. The cost of
retrofitting industry with more efficient motors, for example, you
can save a kilowatt hour of electricity for less than a penny; where-
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as, it costs perhaps 10 or 15 cents to generate a kilowatt hour from
a new powerplant. That is the kind of difference I am talking
about.

Senator WALLOP. I am surprised, then, that if you subscribe to
that theory you would be for the wasting, which in essence is what
you are calling for by the elimination of the tax credits for produc-
ing stripper wells. Your thesis that somehow or another we can go
back when oil or gas prices rise again and resume production is
geologically unscibstantiatable. They're gone, you stop producing
those strippers, those low-volume gas things, and that's it-they're
over. It goes out into the structures.

I see you shaking your head, but I doubt you will find anybody in
the world of geology that would disagree with my statement.

Mr. MORGAN. Well, any time you have a resource in the ground,
if the price rises high enough there would be some incentive to
take that resource out of the ground.

Senator WALLOP. But you can't if it is unrecoverable, and it be-
comes unrecoverable by not being produced. It goes off into the
structures and therefore no longer has any pressure in the case of
gas or fungibility in the case of oil. And it just seems to me that
that is a very peculiar position for an environmental organization
to take. It really doesn t live with the less stressed of your con-
cepts.

Mr. Schruler and Mr. Lichtblau, I have some questions for the
pair of you and would have you both respond. First, give me a
sense of the strategic importance of coal and other energy re-
sources besides oil and gas, and should they be developed in a stra-
tegic concept? And what would be the likelihood that we could
produce those, or do any of the options that you might recommend,
if the price of oil drops to $20?

Mr. LICHTBLAU. Well, if the price of oil drops to $20, it might be
very difficult for coal to compete; maybe at $20 it still could. But
the real problem would be if you have a price break, a kind of price
collapse; if you talk about residual fuel oil, prices could go to a
level where coal could not compete, and that means you would
then see a very substantial increase in oil demand in the electric
utility sector and elsewhere. So you can't just assume a price break
with the consumer benefiting from the low prices and nothing else
happening. There would be a shift, also, from gas to oil.

We have seen the ease with which this can be done in the United
Kingdom last year when there was a coal strike. Within a very
short time 400,000 barrels a day of residual fuel oil went into this
market, and the coal strike was largely ineffective. So if the price
of oil really broke, you would have that.

So I think it is very important that you have a domestic coal
base. And coal is the one fuel in this economy which is rising stead-
ily-the demand for coal is rising. The share of coal in the electric
power sector is increasing continuously and is projected to continue
increasing, because we are not building many nuclear power sta-
tions; they are still increasing the pipeline of nuclear construction.
But by the early 1990's it will go down; the very old ones will have
to be shut down by then, and no new ones will be built. So the
share of coal will increase.

But it depends in part on what you assume oil prices will be.
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But of course there is this whole other area where coal and oil do
not compete-the entire transportation sector. The growth in oil
demand is in the transportation sector. The decline in oil is largely
in the stationary sector. So eventually the interface of coal and oil
will be much less; it already is much less than it was.

Senator WALLOP. Mr. Schuler.
Mr. SCHULER. Senator Wallop, we have talked largely in terms of

the price consideration in these competing fuel developments, but
we all know that there are structural barriers to development of
some forms of energy that go beyond price, and at whatever price
we wouldn't be installing new nuclear plants, I don't think, at this
time.

Coal is another good example of that. The acid rain problem can
be met through production of low-sulpher coal from Wyoming, for
example. However, you run into the structural problems of the
Eastern and Midwestern coal-producing States that are afraid of
losing market share to the Western coal and therefore stand in the
way of it.

Similarly, coal can be utilized in gasification. But we have a
plant at Great Plains that is just about to go belly up because of
revised prices and revised interest on the part of the Government
in supporting that.

So there are these sorts of barriers to utilization of coal and nu-
clear and other alternatives, and that's why I urge that, while we
proceed ahead at flank speed in developing those, we don't do any-
thing to destroy that oil and gas base that is a bird in hand.

Senator WALLOP. Senator Long, do you have questions?
Senator LONG. No thank you, Mr. Chairman.
Senator WALLOP. Senator Matsunaga, you said you had one

more?
Senator MATSUNAGA. Yes, it was with reference to the acid rain

that I had a question for Mr. Lichtblau. Of course, Dr. Schuler
touched upon it.

As you know, our neighbor Canada is very much concerned
about acid rain. Of course, your proposal for domestic oil as well as
coal production I think is an understandable one. You pointed out
we need to maintain this, if not for anything else for our own na-
tional security. But how do you propose to resolve this problem
with our neighbor as to acid rain if we continue to produce that
which causes acid rain?

Mr. LICHTBLAU. Well, our President has said we need much more
research. That is one way of dealing with it. I am not an expert on
acid rain, but I think technically it is possible, as Dr. Schuler says,
to substantially reduce the amount of acid rain by using low-sulfur
coal, by using a mix of gas and coal, by changing the fuel patterns
depending on the weather-things like this. And of course desulfur-
ization of coal is a practical factor that exists in many facilities.
Clean air dispensing isn't free, but it can be done. Technologically
we are there, and the price is not beyond our ability; but obviously
it would cost more.

It would also mean that if the price of coal went up because they
had to use low-sulfur coal, other fuels that compete directly with
low-sulfur coal such as natural gas would be more used.
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As you know, we have a very substantial natural gas surplus, the
cleanest fuel that is in the ground, to the extent of maybe 2 to 2.5
trillion cubic feet, and yet they are using more and more coal. So
there could be this shift or at least a mix of the two which would
lower the air pollution problem. So it is a solvable problem. I think
they are not doing enough, considering the fact that our coal
demand in the United States rises very rapidly.

Senator MATSUNAGA. Would private industry go ahead and re-
solve the problem without any incentive?

Mr. LICHTBLAU. Probably not. Probably we will need either in-
centives or legislation that would prohibit it. On its own, for com-
petitive reasons, they would probably go only up to a point.

Senator MATSUNAGA. Are you saying private industry lacks the
public spirit for clean air?

Mr. LiCHTBLAU. No, but private industry has to be competitive,
above all. Unless private industry does this collectively, one compa-
ny doing it may find the cost is too high and therefore cannot con-
tinue doing it. So if these things would have to be done, it is a
public burden, and it is the Government's function to come in.

Senator WALLOP. I would urge my friend from Hawaii to go visit
the cool water gasification plant in Dagett, where they produce ga-
sified energy-coal-competitive with natural gas in a manner that
is consistent with California's clean air laws, and which is competi-
tively priced right now. It is a rather exciting means by which you
might take note, in Daggitt, CA. It is the only coal, as I under-
stand, that is permitted co be burned in California, and burned
side-by-side with natural gas plants. So the answer is that private
industry can now do that once again, it is a question of what other
requirements level the playing field.

Senator LONG. Mr. Chairman, I have one or two questions of Mr.
Schuler here.

Senator WALLOP. Yes.
Senator LONG. Mr. Schuler, I believe you provided us with this

document here?
Mr. SCHULER. Yes, sir, that is my written testimony.
Senator LONG. "The Treasury Department's View of Oil Im-

ports." Would you mind explaining to me what is your view of this
Treasury document? Do you agree? Disagree? Or would you explain
what is the value of it to us?

Mr. SCHULER. Well, the reason for preparing that document was
to compare the situation today, the energy, the oil import situation,
the overall picture, to that which existed in 1974 and 1978. On both
of those occasions, Secretary of the Treasury Simon in January
1975 and Secretary Blumenthal in January 1979 said oil imports
represent a threat to national security. And when Treasury-1 came
out in November of last year, the Treasury analysis said in effect
"We recognize that eliminating some of these incentive is going to
mean less production of oil and gas in the United States, and that
will mean greater imports; but we don't think that is a bad thing."
So my point was to investigate whether there was any justification
for their saying the overall situation is so much better today that
we can be complacent about energy when their predecessors just a
few years before found a totally opposite view? And my conclusion
was that, no, there was no such justification.
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Senator LONG. As I recall, for 17 years before 1974, this Govern-
ment, with its tax policies as well as other policies, sat there and
accepted it as perhaps a good thing to do nothing to help the oil
and gas industry, and it gradually dissipated its reserves. So when
the crisis hit in 1973 with the Arab oil boycott, we were not in a
position to say grace over our destiny as far as energy was con-
cerned. You are familiar with that. At least by that time they
should have learned the error of their ways in saying that the
keeping that oil in the ground is the answer to the problem; be-
cause if you keep it in the ground until the emergency hits, at that
point, if it is a major emergency, you are short on steel, and you
don't have the energy to produce the steel, and you are short on
manpower because you need your manpower for other pressing
needs, and when the emergency comes you are short on something
else that is even more critical at that moment-time. Because it
takes time to go out here and drill those wells. It takes time to dis-
cover where the oil is. It takes time to build the refineries. It takes
time to build the pipelines. And the time is going to run out
quicker than anything else when the emergency hits. By the time
you have drilled all the wells you need and you get the production
online, the emergency is all over. If it is a war, you have lost the
war because you didn't have the energy you needed.

I would hope that those who prior to 1974 were quite content to
see us be energy dependent, and then came up later supporting rec-
ommendations that we have a crash program to try to overcome
our dependence, by now have realized, especially after 1979, a
repeat of the same type of thing, that this wasn't a good idea, and
that you ought to have the energy available to you at the time that
the crisis hits.

I take it that was your view after you went over there and did a
study to try to help resolve a situation in Libya.

Mr. SCHULER. Certainly. That is my view exactly, Senator Long.
Time is the factor. Whatever we do now or whatever we fail to do
now is going to have an impact 10 years from now. And that is
when we are already looking at imports that are likely to be 60
percent of our total demand.

Senator LONG. Thank you very much.
Senator WALLOP. Thank you, Mr. Chairman-or Senator Long.

That's an old habit I once developed. [Laughter.]
Senator WALLOP. Let me just make an observation and give you

a moment, Mr. Morgan, to respond. As I read your summary of tes-
timony and going through your testimony, one of the things that
distracts me about the direction it takes on behalf of you and the
other environmental groups, is that you appear not to be concerned
at all about either the strategic security or the economic security of
the country regarding volumes of imports, dependency, or the abili-
ty to move in a crisis. Yours seems to be rather more an idyllic
concept of what it would be like if we were all good children in a
pen for the rest of our lives and that none of the real threats to the
world existed, and that dollars could be exchanged internationally
for whatever it might be. And, of course, that isn't the case.

So it strikes me that the one environment you are not looking at
is the human environment in which the people of America have to
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conduct their lives, both economically and in a state of relative
military security.

Mr. MORGAN. Well, I would argue first of all that my concern is
not just with any threats that we might be facing this year or next
year or 5 years down the road, but the stress that my children and
other people's children are going to be facing 25 or 50 years from
now. If we are subsidizing the production of oil and gas right now
in this country, where we are depleting the resources, and then 50
years from now there is very little left, we will be even more de-
pendent on those foreign sources; because we have actually subsi-
dized the production when it wasn't conomical to produce those
resources, and then those resources wouldn't be left down the road.
I think that kind of policy is very shortsighted.

The fact is, there is only so much oil and gas in the ground in
this country, and we have to live with that. We have to find the
best ways of dealing with that, and I would argue that just encour-
aging more production right now is shortsighted, and that a much
more appropriate way of dealing with that would be to find other
ways of backing out oil and gas such as using what we have more
efficiently, using what we import more efficiently, so that we can
reduce the threat right now and in the future as well.

Senator WALLOP. Well, I will suggest to you that in order to get
to 50 years from now, if that is the time when we have used it up,
we have to pass the next decade or two. And it seems that by ignor-
ing that at this point in time, will almost assure us that our best
chance of dealing with things is thereafter to democratize the
misery-if we are permitted any democracy at all.

You know, there is the moment, and there is the future, and nei-
ther can be neglected. And it seems to me that to neglect the
present solely on the altar of the future is not to put much faith
and confidence in the ability of this country technically to get the
other energy sources-which I think clearly we will-either as a
matter of economics as the situation you describe begins to occur or
as a matter of security in American policy. I would hope that some-
how or another you would at least in presentations take a glance
at today, because it really is important.

I thank you all for your presence here this morning. We still
have a number of witnesses to go, and I have enough questions to
take up the rest of the afternoon. But I have asked these other
people to give us the benefit of their wisdom, too.

Thank you so much.
Mr. MORGAN. Thank you.
Mr. SCHULER. Thank you.
Mr. LICHTBLAU. Thank you.
Senator WALLOP. Next is a panel consisting of Mr. Robert

McCowan, vice chairman of the board of Ashland Oil; Mr. George
Jandacek, vice chairman of Crown Central Petroleum; Mr. Tom
Van Arsdall, vice president of Agricultural Inputs and Services of
the National Council of Farmer Cooperatives; Mr. Nolan Hancock,
director of the Citizenship-Legislative Department of Oil, Chemical
and Atomic Workers Union in Washington; Mr. L. Frank Pitts,
vice chairman, Council for a Secure America and President of the
Pitts Energy Group; and Mr. Samuel L. Eisenstat, president of the
Council for a Secure America, New York City.
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Gentlemen, inasmuch as there are six of you and 5 minutes
apiece that will take us a half an hour, I would urge you, to the
best of your ability, to try to- fit within the light-structure of 5 min-
utes. And as is the case with the last group, everybody's testimony
will be in the record in its entirety. I have gone over most of it, and
its presence in the record will be most important to us.

So let us begin with Mr. McCowan.
Mr. McCOwAN. Mr. Chairman, I would like to ask Mr. Jandacek

if he could speak first. We have tried to put our testimony together
so we wouldn't repeat each other, so if he could begin first?

Senator WALLOP. By all means.

STATEMENT BY GEORGE W. JANDACEK, VICE CHAIRMAN, CROWN
CENTRAL PETROLEUM CORP., BALTIMORE, MD, ON BEHALF OF
THE INDEPENDENT REFINERS COALITION

Mr. JANDACEK. Thank you, Mr. Chairman.
I am George Jandacek, vice chairman of Crown Central Petrole-

um Corp. Crown Central owns and operates a 100,000 barrel a day
refinery near Houston, TX. I am accompanied today by Robert
McCowan of Ashland Oil. We represent the Independent Refinery
Coalition, a group of 30 domestic refineries with approximately 2
million barrels a day capacity.

In 1980, U.S. operating refinery capacity stood at approximately
18 million barrels per day. Due to a drop in product demand,
brought about principally by rising prices, the refining industry un-
derwent a rationalization period that ended in 1982. Three million
barrels of refining capacity were shutdown during this period.
Meanwhile, U.S. refining companies invested heavily to modernize
and improve the remaining plants. What emerged was a domestic
refining industry acknowledged to be the world leader in refinery
sophistication and technology.

In 1983, however, a second wave of U.S. refinery shut-downs
began, and it's end is not yet in sight. Approximately 1 million bar-
rels of capacity has been shutdown since mid-1983, while gasoline
imports have risen dramatically. Today, the operating refining ca-
pacity in the United States is about 14 million barrels a day.

The basic U.S. energy policy is to rely on market forces to set
prices and allocate the use of energy. IRC strongly supports these
policy objectives, but we're here today to tell you that the market
forces are not working with respect to crude oil and gasoline im-
ports. In fact, rising subsidized imports of gasoline are destroying
the refining industry, an industry that is vital to our national secu-
rity. Therefore, we advocate the responsible use of tax authority to
end these shutdowns.

Netback analysis makes it clear that most foreign refiners could
not have exported gasoline to the U.S. market at a profit since mid-
1983 if they had paid world prices for crude oil. Governments
which own their own crude oil and also the refineries which use it
can discount crude oil prices to their refineries. U.S. refiners, how-
ever, must pay the market price for their crude oil.

A Pace Co. study, commissioned by the IRC, predicts that new
OPEC refineries will penetrate the U.S. market using such subsidi-
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zies and could result in the shutdown of an additional 800,000 bar-
rels a day of capacity by the end of 1986.

The U.S. Government must take action to end disruptive foreign
governments' refining and marketing practices that are shutting
down U.S. refining capacities.

There is significant precedent for the use of the tax authority to
influence energy policy. Such authority has been used to levy gaso-
line excise taxes, Superfund taxes, and windfall profit taxes, or to
grant investment tax credits and accelerated depreciation of refin-
ery equipment, to name a few.

In addition, since 1959, successive Presidents have taken national
security action on petroleum and refined product imports by using
quotas, license fees, and import fees, which are part of the general
taxing and international trade regulation authority of the Con-
gress.

In 1958 the U.S. lowered tariffs on imported gasoline to 1.25
cents per gallon when the wholesale price of domestic gasoline was
11.5 cents a gallon. These tariffs have not been converted to an ad
valorem rate which would have reflected a sevenfold increase in
the price of gasoline since 1958.

We support Senators Baucus and Long in their newly introduced
legislation to impose a countervailing duty when natural resource
input subsidies are used by foreign governments to unfairly pene-
trate the U.S. market. While this legislation is essential to final
resolution of the unfair discounting practices, it does not address
trade barriers which are diverting excess products to the U.S.
market. These barriers will play an integral role in the ongoing re-
duction of U.S. capacity this year and in 1986. It is essential that
prompt action be taken to stop this decline.

For that reason, we recommend Senate adoption of a companion
bill to Representative Beryl Anthony's bill, H.R. 2354, which incor-
porates a recommendation of the recent ITC study and imposes an
increased two-tier tariff on imported gasoline and blend stocks at
the ad valorem rate. The bill would provide an interim remedy
until appropriate longer-term measures are implemented. Mr.
McCowan will comment briefly on some additional aspects of this
problem.

Thank you.
[Mr. Jandacek's written testimony follows:]
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STATEMENT OF GFOPGE W. JANDACEK
ON BEHALF OF

THE INDEPENDENT REFINERS COALITION

BEFORE THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

SENATE FINANCE COMMITTEE

June 21, 1985

Mr. chairman and Members of the SubcommLttee:

I am George W. Jandacek, Vice-chairman and Chief Administrative Officer of

Crown Central Petroleum CorporatLon. Crown Central is an independent refiner

headquartered in Baltimore, Maryland, with a gasoline refinery near Houston,

Texas. I am accompanied today by Robert T. McCowan, Vice-chairman of Ashland

Oil, Inc. We are testifying today on behalf of the Independent Refiners

Coalition (IRC). !be IRC is composed of 18 companies and a trade association,

the American Indepenoent Refiners Association (AIRA). The IRC represents the

interest of 30 independent refiners, which operate approximately one-half of

the independent refining capacity of the United States. The independent

refining sector represents 26 percent of U.S. operating refining capacity.

The Coalition's members and production capacities are listed in Appendix A of

this statement.

Mr. Chairman, we are here to discuss whether taxing author ' should be

used by the government to implement basic energy policy objectives. The

I-idependent Refiners Coalition is convinced that selective use of the tax and

trade laws within tne jurisdiction of this Committee would provide the most

effective means to implement key national security and energy policy

objectives. Immediate action is required to deal with the effect of rapidly

increasing gasoline and gasoline blendstocks on the U.S. refining industry,

U.S. national security and U.S. energy policy. Our testimony discusses how

taxing authority can be used to effect energy and national security policy,

and r.akes the case for why that authority should be used at this time.



250

A CAPSULE HISTORY OF THE PROBLEM

In 1980, U.S. operating refinery capacity stood at approximately 18

million barrels per day (b/d). Due to crude oil decontrol, rising oil prices

and a drop in refined product demand in the United States, the refining

industry underwent a rationalization period that basically concluded in 1982.

The three million b/d of refining capacity displaced during this

rationalization mainly involved small refineries unable to cope with the

changed economic environment. Also displaced were larger refineries with

insufficient flexibility to refine heavier crude oils. While the

rationalization was in progress, U.S. refining companies invested heavily to

modernize and improve remaining plants. What emerged from the rationalization

period was a domestic refining industry ackowledoed today to be the world

leader in refining sophistication and technology.

In 1983, however, a second wave of U.S. refinery shutdowns began and its

end is not yet in sight. Approximately one million b/d of operating refining

capacity has been shut down since mid-1983. Unlike the earlier

rationalization, this shutdown wave has involved large, sopnisticated U.S.

refineries.

In seven of the last nine quarter, most major and independent refiners

alike have posted significant losses on refiningoperations. Refiners are

losing money because a barrel of refined products has been selling for less-

than its cost of production. The cause of this problem is the rapid increase

in imports of light refined products, particularly gasoline and gasoline

blendstocks. It must be realized that U.S. refinery economics are based on

the profitable production of gasoline. The failure of the marketplace to set

prices that recover the world market price of crude oil on gasoline salsa s is

the major cause of injury to U.S. refiners. An important and related

consideration here is the diversion of gasoline and other light products to

the U.S. market due to tariff and non-tariff barriers in Japan and Western

Europe.
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Netback analysis makes it clear that most foreign refiners could not have

exported gasoline to the U.S. at a profit since mid-1983 -- if these refiners

were paying market prices for crude oil. Yet gasoline and blendstock imports

have increased by some 167 percent from February 1983 through February 1985,

and in May surged to record levels. What is happening is that, through

various devices, government-owned or assisted refining operations are

receiving discounted crude oil. In many cases the same governments are oil

exporters, and charge U.S. refiners the world market price for crude oil.

U.S. refiners cannot compete against this disruptive exercise of

discriminatory government monopoly power.

In effect, we are replacing undue dependence on crude oil imports with

undue dependence on the products refined from crude oil. However, unlike

crude oil dependence, gasoline and other refined product dependence is

weakening a strategically important industry vital to U.S. national security.

Current operating refinery capacity has fallen to only 14 million b/d.

Increasing dependence on gasoline imports means continued negative refining

margins and the loss of more refineries. Mr. Chairman, our analysis reveals

that U.S. refining capacity is at or below the level required to meet national

security requirements. We cannot afford to lose any more refineries.

However, new export refineries coming on-stream in OPEC nations could shut

down another 800,000 barrels per day of U.S. capacity in 1985 and 1986. It is

crucial that taxing authority be used to maintain a refining sector adequate

to U.S. national security and energy policy requirements.

This nation has two key policies with regard to petroleum and petroleum

products which are inextricably linked. The basic U.S. energy policy is to

allow market forces to set prices for both crude oil and refined products, and

to allocate their use. U.S. national security policy entails the reduction of

dependence on unsecure foreign imports of crude oil and petroleum products,

and maintaining the capability to meet essential energy product needs in the

event of a supply disruption or ) military mobilization. The continued loss
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of domestic refining capacity caused by increasing gasoline imports is

undermining both policies.

U.S. USE OF TAX AUTHORITY TO INFLUENCE ENERGY POLICY

The importance of petroleum and petroleum products to the U.S. economy, as

well as undue reliance on imports of these products, have been ongoing

concerns of public policy makers in Congress and in successive

Administrations. Federal, state and local government involvement in the oil

business has been extensive. Policy decisions in the past were primarily

focused on macroeconomic issues, such as overall energy demand, crude

petroleum and natural gas production, and crude oil imports.

Specific taxing authority has been used to raise gasoline excise taxes to

improve highways. Exemptions from such taxes have been granted on fuel grade

ethanol. There are Superfund taxes on feedstocks, investment tax credits and

accelerated depreciation on crude conversion equipment to make unleaded

gasoline out of heavier crude oils. There are also specific tax provisions

relating to crude oil and natural gas exploration and production, such as the

phased depletion allowance and intangible drilling costs. The Congress passed

the Energy Tax Act of 1978, establishing the windfall profits tax, a gas

juzzler tax and a myriad of tax incentives and credits to encourage

conservation, home insulation and the development and use of alternative fuels.

The U.S. lowered tariffs on imported gasoline in 1958 to 1.25 cents per

gallon when the wholesale price of gasoline was 11.5 cents per gallon, but has

not adjusted those tariffs to an ad valorem rate to recognize the sevenfold

increase in gasoline prices. This amounts to a de facto decrease in that

tariff. In addition, since 1959, successive presidents have taken national

security actions on petroleum and petroleum product imports through the use of

quotas, license fees and import fees, whicn are part of the general taxing and

international trade regulation authority of Congress.
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Policy decisions distinct from taxing authority have lead to the

establishment of Naval petroleum reserves, the Strategic Petroleum Reserve,

international crude sharing arrangements, extensive regulation and controls

affecting the price and production of crude oil and natural gas, oil price

decontrol, and the phased deregulation of natural gas, to name but a few.

FOREIGN USE OF TAX OR OTHER GOVERNMENT AUTHORITY TO DIRECT ENERGY POLICY

The United States is not the only nation that uses government power to

direct national energy policy. Both the energy-consuming nations and the

energy-producing nations of the world have long engaged in active,

interventionist policies in fostering domestic energy objectives.

First, an examination of large energy-consuming nations' tax policies

reveals extreme attention to energy objectives. Europe has shown a heavy-

handed approach to taxation of motor fuels as a revenue source and as a way to

promote conservation. In Most European countries, taxes on gasoline and

diesel fuel have long exceeded the cost of the refined product. At the same

time, through the Economic Community (EC), the European nations have worked

together to develop an extensive system of discriminatory tariffs and quotas

on petroleum, petroleum products, petrochemicals and other energy resources.

Their system encourages certain imports and discourages others, arid

accomplishes political objectives regarding developing nations by allowing

duty-free entry of all petroleum, petroleum products and petrochemicals.

However, the EC is starting to implement limits on such duty-free entry. In

Japan, a nation totally reliant upon imported energy, the government has used

highly protectionist policy to protect its domestic refining industry, through

limiting product imports to 10 or 11 percent of demand. No gasoline importer

is permitted to bring supply into Japan. in short, energy-consuming nations

have taxed consumption at high levels, and limited some refined product

imports through the use of both tariff and non-tariff barriers, to achieve

domestic energy policy goals. These actions tend to distort markets and

unfairly divert refined products like gasoline to the largest market in the

51-229 0 - 86 -- 9
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world -- the United States. Details on trade barriers in the major refined

product markets are provided in Appendix B.

These actions of energy-consuming nations are in sharp contrast to the

government policies implemented by many energy-producing nations such as Saudi

Arabia, other Arau OPEC states, Mexico, Venezuela, China, Romania and the

Soviet Union. These nations have long engaged in a program of subsidized

energy for internal consumption. in fact, the current legislative concern

over natural resource subsidies derives from foreign governments' provision of

energy resources priced at well oelow 'free market' levels to export

industries, while exporting the same energy resources at higher market values.

In recent testimony before the Senate Energy Subcommittee on energy

regulation and conservation, International Trade Commission Chairwoman Paula

Stern indicated that feedstocks were being transferred by government agencies

to state-owned refineries at prices substantially below world market prices.

More details on these practices in energy producing nations can be found in

the ITC Report 1696, issued in May 1985. These nations often engage in more

extensive governmental intervention than subsidizing refinery inputs. Some

governments sell crude to joint venture refinery partnerships, ostensibly at

the official selling price (OSP). The partnership then sells the refined

products to the individual partners at Platt's posted price. Those prices, in

May 1984, produced a negative refinery margin of over $2 per barrel. it is

clear that the joint-venture partnership is selling at a loss that does not

even recover cash refining costs, much less any return on investment. Such

losses must be absorbed in other ways. For example, in Saudi Arabia, a

foreign firm engaged in a joint venture refining project benefits from

low-priced refinery fuel, low-interest construction loans, tax holidays and

other government-directed benefits. Such practices have allowed OPEC nations

to adhere to crude production quotas and maintain OSPs for crude oil while

discounting some crude production in the form of refined products. That crude

would otherwise have to be sold at lower prices in the market. The economic

practices of wholly-owned government refineries are even more intrusive

examples of government energy ownership and production practices.

a
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OPEC'S INFLUENCE ON U.S. ENERGY POLICY

The OPEC cartel's control of crude oil production and pricing has

dominated U.S. energy and national security policy for the last 12 years.

During this period there has been a significant but little-publicized shift to

increased government ownership and control of downstream refining and

marketing. This has altered the impact of OPEC's crude production and pricing

policies on markets. AS the U.S. government has reduced its direct

involvement in the oil and gas business in favor of market forces, the

governments of other key nations have increased their involvement. In the

October 1984 issue of chase Manhattan Bank's energy economics review, The

Petroleum Situation, this shift is described. Only 15 percent of Free World

refining capacity was government-owned in 1973. In 1980, about 29 percent was

state-owned. Last year, some 42 percent was state-owned. As the new OPEC

refinerL.s come on-stream in 1985 and 1986, about half of the Free World's

refining capacity will be state-owned. When Communist country refineries are

included, government influence in the refined products trade is overwhelming.

In a free market, the price of refined products would set the price of

crude oil. crude oil, in its unrefined form, is after all virtually useless.

The value of crude oil is derived from the value of the refined products made

from it. Due Frimarily to the OPEC cartel, this relationship has been

inverted.

During the 1970s, the rising price of crude oil was setting the price of

refined products due to the leverage of the OPEC cartel. in the present

period, the price of refined products has on several occassions fallen below

the cost of the crude oil input necessary to refine them. This is due to

OPEC's attempt to slow the decline in crude oil prices. Once again, OPEC has

been instrumental in distorting the basic relationship between product prices

and crude oil prices.

Currently, product prices are not setting the price of crude oil with

anywhere near the efficiency necessary in commodity markets. This has created
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negative refining margins -- not only for U.S. refiners but for virtually all

Free World refiners paying market prices for crude oil. U.S. independent

refiners are most immediately vulnerable to shutdowns from this disruptive

practice, but major refiners are also vulnerable over the longer-term.

ENERGY POLICY AND U.S. REFINING CAPACITY

In brief, normal market forces are not working. We believe the causes of

the distortion are clear, and the need for U.S. government action is immediate

and compelling.

There are two main causes. First, there is the massive downstream shift

to government-owned or controlled export-oriented refining by OPEC and other

oil-producing nations. This downstream move carries the government monopoly

power that supports OPEC crude oil prices into the refining sector. Tu,1s is

not simply vertical integration akin to private sector practice. Second, the

use of tariff and non-tariff barriers oy Japan and Europe to limit imports of

refined products to maintain their refining capa,ity. This forces diversion

of excess refined products, particularly gar 'ine, to the U.S. -- even though

product transportation costs are higher and products sell at prices which

produce negative refinery margins.

The formation of larger major integrated oil companies will not ne

adequate in and of itself tc offset foreign government monopoly power and

market distortion. This is evident from the fact that major oil companies

have also experienced massive refining and marketing losses in the last two

years. Independent refiners in the U.S. are less able to withstand the

exercise of this foreign government power that affects independents and majors

alike. There is a clear necessity for immediate and effective action by the

U.S. government to offset the advent of this new form of foreign government

distortion Ln the marketplace. The extension of government monopoly power

into export refineries and diversion of product due to tariff and non-tariff

barriers in Japan and Europe is thwarting U.S. energy policy.
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Private U.S. refiners and marketers, whether independent or integrateJ --

and regardless of size -- cannot overcome this use of government power by

themselves. Only the U.S. government can effectively deal with this

distortive use of power by other governments. U.S. energy policy should not

duplicate the direct intervention and discrimination used oy foreign

governments in petroleum and petroleum product markets. It should only negate

or offset the unfair advantages these governments gain by their actions. The

taxing authority of the U.S. government is sufficient to achieve this goal

with the minimum amount of direct government intervention or regulation of the

marketplace.

NATIONAL SECURITY AND U.S. REFINING CAPACITY

Energy policy and national security policy reading petroleum and

petroleum products are inextricably linked. The focus of this linkage in the

past has been to prevent undue dependence on unsecure foreign sources of crude

oil. Now that focus -ust shift to refining.

The overall decline tn demand for refined products has produced excess

refining capacity worldwide in the last five years. Moreover, almost two

million b/d of new export refining capacity is now veing added by OPEC

countries. The marKet should decide which refineries shut down out the

actions of foreign governments are moving the bulk of the excess production to

the U.S. market.

Instead of markets allocating the shutdowns, foreign government policies

are determining which reftineries shut down. Unquestionably, these governments

will continue to shift the shutdown burden to U.S. refineries unless the U.S.

government calls a halt.

U.S. refining capacity is already oelow levels necessary to fully utilize

the Strategic Petroleum Reserve. At current levels of operating capacity, and

even adding the capacity of idled refineries actually capable of restarting,

the IRC believes that the U.S. refining industry could not now meet essential
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military and civilian demand in the event of a moiiization. There would ue

serious disruptions and lags in any event, including impot disruptions. We

are already dependent on refined product imports, primarily transportation

fuel products and blendstocks.

The only question today is how much worse it is likely to get. As demand

increases worldwide, new supplies may Le withdrawn from the U.S. market. The

only choice we will have at that point is to drive prices up high enough to

outbid other nations or to replace the refineries we are closing now, assumitng

credit and capital are available to do so. It will be very costly to undo the

damage being done today in either case.

Section 232 of the Trade Expansion Act of 1962 clearly empowers the

President to act in the interests of national security. Some questions need

answers. How much refining capacity is needed? How much do we actually have

available now? What specific actions shouLd be taken to keep more refining

capacity from shutting down? How will we urge foreign governments to take

responsible actions to allow market forces to work? we have net out the case

for action in our testimony. A summary of an extensive memorandum on the use

of quotas and import fees on petroleum and refined products to protect

national security under Section 232 is attached as Appendix C. Most recently,

Section 232 authority was used by President Reagan to embargo crude oil

imports from Libya.

The obvious policy conclusion is to limit gasoline imports to a level that

will maintain existing capacity and bring essential idled capacity back on

line. The taxing authority of the Congress is adequate to achieve this

objective. Import fees, increased tariffs, quotas or some comoinatLon placed

on gasoline imports alone would halt the erosion of U.S. refining capacity, at

least until Europe and Japan adjust their trade barriers and worldwide excess

refining capacity adjusts to current and projected demand levels. Changes in

the unfair trade laws regarding subsidies and dumping would protect

longer-term against unfair and uneconomic trade practices being used by many
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of these governments. Those laws are currently inadequate to deal with the

practices being used. (Appendix Dl

The IRC believes that the selective use of taxing authority and trade laws

on gasoline imports can achieve our national security policy to maintain

adequate refining capacity. The same actions will negate or offset the

foreign government actions that are distorting the marketplace and thwarting

U.S. energy policy.

The remainder of our testimony details and quantifies the impact of

increasing gasoline imports on the U.S. refining industry and national

security. in addition, current Congressional actions and proposals are

discussed.

THE SHUTDOWN OF U.S. CAPACITY SINCE 1980: TWO WAVES

Independent and integrate] domestic refining companies have been injured

by the rapid increase in light refined product imports. Most significant for

U.S. refiners has been the rapid escalation in subsidized, low-cost gasoline

and gasoline blendstock imports. Gasoline imports pose a particularly severe

problem because U.S. refinery economics are based on the production and

profitable sale of gasoline. Almost half of every barrel of crude oil refined

in the United States is converted into gasoline. The U.S. industry is geared

to gasoline production for an obvious reason. Our market represents 52

percent of world gasoline demand, compared to only 16 percent in Western

Europe and 10 percent in Far East, including Japan. If gasoline cannot be

sold profitably in the U.S. market, the result is the shutdown of U.S.

refining capacity.

The United States has reduced its operating refinery capacity by four

million b/d, from 18 million D/d in 1981 to the current level of about 14

million b/d, a decline of 22 percent.(chart 1) The total capacity reduction

has occurred in two separate waves.
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The first three million b/d of U.S. capacity to shut down included

virtually all of the smaller, less-efficient units built during the

mid-1970's, as well as more efficient refineries disadvantaged by location and

the inability to use heavier crude oils. This first wave of plant closings,

basically completed in 1982, rationalized the industry and left only the more

efficient and sophisticated plants in operation.

The second wave of shutdowns began in mid-1983, after total refined

product demand began to increase.iChart 2) Beginning in that year, the plants

which have shut down have been modern, efficient refineries capable of making

high-quality light products. It has been alleged that recent closings have

been merely a continuation of the rationalization process of old, inefficient

plants. In fact, the wave of shutdowns which began in 1983 has not occurred

because of inefficiency or because the U.S. industry has failed to keep pace

with technology.(Chart 3)

While older U.S. refineries were shutting down between 1980 and 1982, the

industry streamlined its remaining operations, investing $12 billion in new

technology to use heavier crude oil, improve yields of gasoline and other

light products, and to meet environmental standards. This upgrading has made

the U.S. refining industry "the most flexible in the world and the world

leader in refining technology.* ('U.S. Refining capacity Resumes Decline,*

Oil & Gas Journal, Annual Refining Issue, March 18, 1985). According to the

Oil & Gas Journal, U.S. refineries operating today are twice as sophisticated

as the world average. In addition, independent refiners today are as complex

and efficient as the major oil company refinecies.(Chart 4)

Critics have also attempted to assert that a continuous decline in

gasoline demand is to be blamed for the second wave of shutdowns. This

statement is simply incorrect. U.S. gasoline demand has increased steadily

since 1982.(Chart 5)

The real cause of the second wave of shutdowns has been rising imports of

cut-rate gasoline and blendstocks.(Chart 6) The dramatic increase in imports
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of gasoline and blendstocks began in the last half of 1983. These imports

have driven U.S. refinery margins so low that U.S. refiners cannot continue to

justify the operation of their facilities. In seven of the last nine

quarters, most U.S. refineries have posted significant losses.(chart 7) In

short, a barrel of refined products has been selling f(6?leZs than its cost of

production.

To validate the correlation of gasoline imports and refinery margins, we

plotted Chart 8, which shows the average annual Gulf coast operating margins

as well as the imports of gasoline and blendstocks since 1975. Chart 8 shows

that when gasoline imports increased, margins decreased, and vice-versa. To

further verify the cause-and-effect relationship, the margins were plotted

directly against the imports in Chart 9. If there is a relationship, these

points should fall roughly into a straight line. As you can see on Chart 9,

imports of gasoline and blendstocks are indeed the cause of the recent

negative U.S. refining margins.

consumers and the economy have benefitted from the decline in energy costs

and the decline in energy use. But we must point out that consumers cannot

expect to'continue paying prices for gasoline that are below refiners'

production costs. Once subsidized gasoline imports force enough U.S.

refineries to shut down to balance supply and demand, prices will rise

dramatically.

IMPORTS

Netback analysis clearly demonstrates that most foreign refiners could not

have sold gasoline at a profit in the U.S. market if they had paid market

prices for their crude oil inputs. However, this apparent loss has not

deterred imports. Imports of gasoline and blendstocks increased more than 300

percent from 1980 to 1984, from 128,000 b/d to 411,000 b/d.(Charts 10 and 11)

Gasoline and blendstock imports equaled about six percent of total U.S.

gasoline demand in 1984. It is important to observe tnat the increase in

gasoline imports from 1982 thorugh 1984 exceeded the increase in gasoline

demand.
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In fact, it is generally conceded by industry observers and critics that

actual imports of gasoline and blendstocks are higher than the level indicated

by government statistics. Deputy Secretary of Energy Boggs told the Senate

Energy-Committee on June 4 that imports could be equivalent to as much as

eight or nine percent of U.S. gasoline demand, if all refined products

convertible to gasoline were accounted for by government reporting

statistics. In May of last year, imports of finished gasoline and verified

gasoline blendstocks averaged about 660,000 b/d or 10 percent of U.S. demand.

You must keep in mind that in a commodity market, where the foreign barrel is

the incremental supply, an eight or nine-percent market share is more than

enough penetration to drive prices below breakeven for U.S. refiners.

We have witnessed an incredible surge in finished gasoline imports in May

of 1985. According to weekly statistics published by the American Petroleum

Institute (week ending June 7, 1985), finished gasoline imports alone averaged

736,000 b/d during the last week in May. While year-to-date U.S. gasoline

demand nas increased only 2.3 percent from last year, imports of finished

gasoline have increased 27.7 percent. If gasoline blendstocks are included,

the import increase is even larger.

If we examine the sources of these gasoline imports, we see the pattern

changing between 1984 and 1985, with substantially increased volumes from

Saudi Arabia.(Charts 12, 13 and 14)

Blanket statements to the effect that total product imports have decreased

since the 1970s are misleading. Imports of residual fuel oil have dropped

significantly, as has the demand for residual oil in the U.S. market.

However, light refined products imports such as gasoline, naphtha, and diesel

fuel, have increased.(Charts 15, 16 and 17)

DISCOUNTED CRUDE PRICES AND SUBSIDIZED GASOLINE IMPORTS

The problem of product imports would not be as serious as it is today if

the products came from refineries that paid world market crude prices and had
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to operate at a profit. if they paid world market crude prices, recent

netback analyses published in Platt's Oilgram Price Service (May 14, 1985)

show that these refineries would be losing money on their refined product

slate. About 60 percent of our imports in 1984 came from government-owned or

controlled refineries. By various devices, governments discount the price of

crude oils used in their state-owned refineries while charging U.S. refiners

the higher world market prices. We believe that this discounting practice

constitutes a discriminatory subsidy. U.S. refiners cannot compete against

this unfair practice.

Many of the products coming from foreign privately-owned refineries,

particularly in certain European countries, are produced under net processing

deals with oil-producing countries, using discounted crude oil from the

oil-producing countries. In these deals, the oil-producing country provides

the crude oil at no charge. The refinery sells the refined products at

depressed market prices, deducts a processing fee and transfers the net

revenue to the oil-producing country. If these private refineries were paying

market prices for crude, they would be operating at a loss.

The subsidies afforded Dy foreign governments do not stop at a subsidy for

the crude oil from which the petroleum products are made. There are

additional subsidies, such as discounted refinery fuel, tax holidays, low-cost

or no-interest loans and the provision of other economic advantages.

Most of the projected additions to world capacity through 1988 will be

government-owned or controlled, and will put even more pressure on refineries

that operate for profit. In 1973, only 15 percent of Free World refining

capacity was owned by governments. By the end of next year, about 50 percent

of Free World refining operations will be government owned or controlled. If

refineries in Communist countries are included, the government control of

world refining overwhelms private sector refinery ownership.
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NEW OPEC REFINERIES THREATEN U.S. REFINERIES

New OPEC refineries will soon export an additional one million b/d of

refined product into a glutted world market.(Chart 18) There can be no

question that this new supply will adversely impact U.S. refiners. New OPEC

refineries pose a significant threat for two reasons: first, the use of crude

oil price subsidies to penetrate export markets; second, the diversion of

product to the U.S. market due to trade barriers in Western Europe and Japan.

According to a study commissioned by the Independent Refiners Coalition

with the Pace Company, the new Middle East refineries cannot compete with

domestic U.S. refineries in the U.S. market on a free trade basis -- that is,

by paying world market prices for crude oil. The Pace study indicates that

new OPEC refiners will penetrate the U.S. market by using price subsidies,

discounting their crude oil inputs at prices unavailable to U.S. refiners

buying the same crude oil. We ask that a copy of the PACE study be included

for the record.

Toe enforcement of tariff and non-tariff Darriers in Western Europe and

Japan -- the logical markets for new OPEC production -- will divert a

significant amount of the new OPEC gasoline and other refined product to the

United States, where the gasoline tariff is the lowest of any ma]or market's.

The new product may come directly to the U.S. market, or may enter other

markets and "back out' production front those markets into the U.S. market.

Either way, this signals a new reliance on OPEC countries for both crude and

refined products. This is contrary to market forces as well as common sense.

OPEC and other foreign producers are committed to building more

refineries, at a time when U.S. refineries are closing down. Their reasons

are obvious. Foreign producers need revenues. The world demand for oil has

declined about 16 percent since 1979. OPEC once supplied about 31 million b/d

of world oil demand, compared to only 16 mLllioi b/d this year and the

official selling price (OSP) of oil has dropped from $35 to $28 per barrel.
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OPEC revenues from petroleum exports have declined from a peak of $1.1

billion per day to about $450 million per day in 1985. To find ongoing

development programs, OPEC countries have been forced to draw down the huge

cash surpluses they accumulated during the 1970s. For example, in 1981, Saudi

Arabia, Kuwait, UAE and Qatar nad a combined cash surplus of $64 billion. At

the end of 1984, these countries were $6 billion in the red. The current

account deficit for OPEC in total is estimated at $18 - *20 billion, Years of

free spending have forced these countries to make across-the-board cuts in

government outlays.

Faced with this dilemma, some OPEC nations have decided to export gasoline

at subsidized prices as a means of propping up the crude oil OSP, and to

replace revenues lost due to deteriorating crude oil markets. By selling

refined products on the world market at prices which do not reflect the crude

oil OSP, OPEC members with export refineries can move oil that could not

otherwise be sold at the OSP. This allows OPEC nations to raise revenues and

prop up the OSP of crude oil without overtly violating the Cartel's crude

price rules. The Cartel has no agreements covering refined product prices.

Without revenues generated by discounted refined product exports, OPEC's OSP

for crude oil would be .ider even greater downward pressure.

In the May 15 hearing before the House Ways and Means International Trade

Subcommittee, one witness erroneously stated that there had been a net

decrease in refining capacity in the Gulf region because of the war between

Iran and Iraq. Information compiled from the Oil & Gas Journal reveals that

Middle East crude distillation refining capacity has increased from 2,920,5U2

bid in January, 1982 to 3,596,36D b/d in January 1985. capacity for other

operations has also grown. Chart 19).

NATIONAL SECURITY

Given the size of the U.S. gasoline market, the lo4 tariffs on gasoline -

imports compared to other major markets and the desire of some foreign

governments to enter nor refined product market using whatever methods are
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necessary, there will be no end to the vicious cycle of subsidy, diversion and

U.S. shutdowns -- unless a halt to the cycle is instituted by the U.S.

government. Foreign refiners must be forced to share the shutdown burden

required to balance supply and demand.

The U.S. Government must establish the minimum level of operating refining

capacity which would be required to ensure that the U.S. national security is

not at risk. Once that level has been determined -- and this determination

should be made immediately -- action must be taken to maintain a certain level

of domestic refining capacity in operating condition.

According to DOE's statistics, the United States had about 14.2 million

b/d of operating Lefinery capacity in February of this year. The IRC

estimates that, today, there is only 14 million b/d of capacity operating.

The difference here is only due to incomplete reporting and time lags on the

part of DOE. In addition, DOE reports an additional 1 - 1.5 million b/d of

"idle" capacity listed as loperable'.(chart 1) The National Petroleum council

(NPC) is investigating the status of refining capacity. The NPC investigation

may reveal that much of the so-called idle capacity is past the point of being

returned to service, we believe that the 'operable" capacity that could be

restarted and running at a reasonable output within 30 to 90 days is far less

than what DOE estimates.

When determining the capacity utilization of the U.S. refining industry,

it is misleading to compare actual output against 'operable" capacity. Doing

so will distort the true operating rate and make it appear that the U.S.

industry is running at only 75 percent of capacity. The myth that we have a

large amount of capacity which is sitting idle out ready to be quickly

returned to service if needed is false. For national security determinations

and purposes, industry output must be judged in terms of plants actually

operating. Today, the U.S. refining industry is running at approximately 85

percent of operating capacity. This rate approximates the average operating

rate of the industry. Only twice in the last 35 years has the U.S. industry

exceeded 90 percent utilization for a year's time.(Chart 20)
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In the event of an emergency requiring increased output from the refining

industry, plants listed as idle would not simply be "turned back on' te

achieve increased production. Time and money are involved. We estimate the

costs of restarting a 100,000 o/d refinery and training personnel to operate

it safely to be as high as $250 million. Industry experience indicates that

the government's use of 30 to 90 days as a startup time may be unrealistic.

Once a refinery is shut down, the workers disperse, vital operating

equipment is shipped to other facilities, the hardware left behind corrodes,

and inventories are liquidated. It can take as long as six months to restore

the refinery to operating condition and train new personnel. Also, note that

restarted plants cannot be expected to run at 85 to 90 percent rates for scme

time after restart. In addition, about two .months' inventory of crude oil

must be purchased and inventories rebuilt before operations can be sustained.

Restarting idle refineries during emergencies means that crude oil supplies

would already be tight, and the stockpiling of crude oil inventories would

aggravate the shortfall.

Assuming that alternate markets will remain restricted and that new OPEC

refineries will run at 85 - 90 percent rates regardless of demand, the Pace

Company estimates that imports of finished gasoline and distillate will

displace the need for over one million o/d of U.S. refining capacity by 1986

and 1.4 million b/d of capacity by 1990. This would put operating U.S.

refinery capacity at just over 13 million b/d in 1986.(Chart I) If this is

allowed to occur, the risk to our economy and our national security will

become unacceptable.

A recent Department of Enecgy study suggests that the U.S. should have

14.9 million b/d of operating capacity at an 85 percent utilization

rate.(Chart 21) The current operating capacity of the U.S. refining industry

is below this level and falling.(Chart 22) At the current level, the refining

industry's ability to respond to a disruption of crude and refined products by

drawing on the Strategic Petroleum Reserve is already compromised.(Charts 23
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and 24) Also compromised is the industry's ability to respond to the rapL

increase in demand that would result in the event of a military

mobilization.dCharts 25 and 26) Without adequate refining capacity, the $15

billion investment in the Strategic Petroleum Reserve will fail to serve its

purpose. The potential detriment to our economic and military security is

directly proportional to the amount of refining capacity we can or cannot draw

upon in an emergency.

It has been suggested that the United States could build a strategic

reserve for gasoline. However, gasoline cannot be stored for long periods of

time without significant deterioration due to gumming. Any Ostrategic

reserve' of gasoline would have to be continuously cycled on a first in, first

out basis. This cycling would be difficult because gasoline is blended to

seasonal specifications.

The most efficient strategic reserve of gasoline is the refining industry

itself. Any other method would prove inordinantly costly and ultimately

unworkable.

RECOMMENDATIONS

We support Senators Baucus and Long in their newly-introduced legislation,

S. 1292, to impose countervailing duties when natural resource input subsidies

are used by foreign governments to unfairly penetrate the U.S. market. This

legislation recognizes a serious inequity and would remove a current weakness

in our trade laws.

The natural resource input suosidy legislation could resolve the unfair

crude discounting practices in the long term, but will not require Europe and

Japan to lower or eliminate their discriminatory trade barriers over the short

term. These barriers will cause an additional unwarranted decline in U.S.

refining capacity from OPEC refined product exports. For this reason, the

bill does not fully address the dangers facing the domestic refining industry.
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More importantly, there is not sufficient time to prevent irreparable

injury to the domestic refining industry through traditional unfair trade

remedies, even if the trade laws are reformed and strengthened this year. The

cases are time-consuming. While this legislative and administrative process

is taking place, we believe the Administration should take immediate steps to

limit gasoline imports, or take other actions as appropriate, to maintain

adequate refining capacity pursuant to the President's national security

powers.

We further believe that the Congress should take prompt action

specifically regarding gasoline imports. In this regard, we recommend Senate

adoption of a companion bill to Rep. Beryl Anthony's bill, H.R. 2354, which

incorporates the recommendations from the recent ITC study and imposes an

increased two-tier tariff on imported gasoline and gasoline blendstocks at an

ad valorem rate. This bill would provide an interim remedy to meet national

security requirements and offset the diversion of gasoline from Japan and the

EC by reason of their tariff and non-tariff barriers. The congress should

take also prompt action to close the loopholes on fuel grade ethanol and

gasohol imports.

An alternative to this tariff approach is a quota system, or some

combination of quotas and tariffs. The IRC would support such an

alternative. :n a landmark decision reached by the International Trade

commission last week, an open auction quota system was recommended as a

solution to the problems of the domestic shoe industry. Unlike the auto

quotas, which enriched the Japanese auto manufacturers at the expense of the

American consumer, an auction of import quotas brings revenue to the U.S.

Treasury. This amounts to an import license fee, the amount of which is

determined periodically by market demand. It is even more flexible and

market-oriented than an ad valorem tariff. We believe this approach has merit

as a potential solution to the imports of subsidized gasoline.

Finally, a significant revision in the trade laws is necessary to deal

with imports from nonmarket economies names) . The current countervailing duty
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laws have been held to be inapplicable to suosidies by NMEs. The surrogate

country approach in the antidumping laws has been unsatisfactory to domestic

industries, NMEs and the Administration. Section 406 on market disruption has

fallen into disuse because it has provided no relief and is inconsistent due

to the politics of the moment. While trade law revision is required for NMEs

in general, the tariff and taking authority of the Congress would be more

immediately effective to deal with the problems of gasoline imports from

Communist countries, and their effect on energy and national security policy.

We believe these actions are the minimum required to eliminate distortion

and diversion in world petroleum and refined petroleum product markets over

the short term, and to increase the influence of market forces and protect

U.S. national security into the 1990's.
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CRART 4

COKPARISCN UF C:4PLEXITY AND EFFICIENCY BETWEEN
INEPENCENS AND MJOR OIL COMPANIES

1982 Inds. Adv. 1983 Inds. Aiv.
Maors Independs Over MaI&s. Majors Independs Over Ma.s.

Complexity 9.11 9.08 (.03) 10.50 10.30 (.20)

Fuel Use (MBTU/Sarrell 536 496 40 663 - 525 138

Overall Wt. Loss %) 0.87 0.68 .19 0.61 0.70 (.09)

Cash Operating Costs ($/Barrel) 3.97 3.72 .25 3.78 3.44 .34

Average Plant Age (years) 22 14 8

Number of Refineries in Survey 54 21 46 25

Source: "Fuels Refining Performance Analysis," Lee H.Solomon
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CHART 5

Petroleum
Finished Motor Gasoline Supply and Disposition
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Trojsac barell pr day 0l Tota Milon barels
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NA 6.531 NA NA
NA 8.41 NA NA

209
'218
235
231
2S9
238
237

'261
2S3

'235
250
250
223
221
223
223
23t
226
229
227
236
222

225
237
243
246
25.3
245
239
225
235
233
240
243

234
R227

117

207
207
183
1 53
185
16
190

861869
a?

196

166
19

19?

203
207
211
204
200
*67
194
193

205

166
At90

182

*to compare production and imports columns since
1981 with earlier data, blendstocks must be added

-Stocks aelotas-flndofperiod to imports and subtracted from production.
'ega9gin 19 1. excldes biern components *
'A n"ve uintersedica 1 an irioese on stoOs and a positive nme md.ctAe 41 d6areSe
'I rcliotel gasoh01
micludess molw Gasoline Wrlong components
Mn Jranuary 1975. 121. and 1983, numerous respondents ere edded to Survel electing stocks reported &4 stock withidrswal CA'Cula-
bone Sa NoteS on ti lam page af is section
Seg0rtning on January 1961. suaey forms were moddted See Note 2n the lst pIS ageat mO ectS o
vilaicsc denote o tel bansd upon prettnary data A - P"seo date NA -Not vslal.e st L.etss t 5 0 a brrils per day
Notes ' Geogrph c covers 8 te 50 States anld the 0.,tnct ol Coluvma.
'Total$ mey not ea sun of components due to windegaednt rounding
Sorces Seat ti page of 4" section

45
Monday Energy Review Jansat. IS

[EoloV lfloirmttidt Adkm*letlm
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OPERATING REFINING CAPACITY
vs

GASOLINE IMPORTS
(THOUSAND BARRELS PER DAY)
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GULF COAST REFINING MARGINS
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Refinery Cash Operating Margin
VS.

Gasoline & Gasoline Blendstock Imports

2. 400
/A

035

0)

.5 00 0

-0 2000
n- 1.0 "- 0

0 041 1' s..sn '

Source,: Kargin per Wright, Killen & Feldman, Inc. O&C Journal,
11/9/84 and 4/15/85, Imports per Petroleum Supply Monthly, DOE
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CHART 9

IMPACT OF IMPORTS
ON

REFINING MARGINS
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SOURCE: DOE/CIA. ORhJ
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C HART 10

DOE GASWcL sE A* C ', Pw' A NET PORTS
(Thousard Barrels 'e, Calendar Cay

Finished Gasoline

Aviation Gasoline
Leaded Motor Gasoline
Unleaded Motnr Gasoline
Gross Finished Imports

Less:

Imports From Puerto Rico
Inports From Virgir Islands
Export
Net Finished Imports

Unfinished Gasoline

Blending Components
Pentanes Plus
Special Naphthas
Petrochemical Naphthas
Gross Unfinished Imports

Less:

From Virgin Islands & Puerto Rico:
Blending Components
Special Naphthas

Exports of:
Pertanes Plus
Petrochemical Naphthas
Special Naphthas
Net Unfinished Imports

Net Gasoline Range Imports

(1) Year-To-Date, March.

Source DOE/EIA.

COH/sc 05/07/85

1981 ?9P2 1983 1984 1984(l 1W_ (

C
89
68

T17

26
54
2

75

24
3

9
10

0
128
69

18
60
20

42
15
19
i8-W

1
129
120

14
55
10

.7T

35
7

23
12

-77

2
132
159

13
49

6

79
46
56
13

0
154
139

11
55

4

58
41
37
42TTn

0
132
209TT

7
31
2

76
31
30
19

2 0 0 0 0 0
0 0 0 0 14 I0

C 0 0
4 5

II 5 3

0
6
2

3
7

2
T"7

2
5
2TT7

103 204 240 411 375 448
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CHART 12

U.S. GMaWSa. & MPr{*hA "TS BY' CQNmh1 Y OF ORIGIN

CJlative Jarwary- r 1984

% of Total Gasolire % of U.S.&Nta~mth lqpx't Gasoline Sup~plied
Mr et mrket

Country of 21in M Barrels B/D 9are ktl a ated 9are Airulated
I1. Venezuel a 38.237 104.5 21.8 21.8 1.6 1.6

2. lvUveriards 15.175 41.5 8.6 30.4 0.6 2.2
3. Canada 12,816 35.0 7.3 37.7 0.5 2.7
4. Brazil 12,807 35.0 7.3 45.0 0.5 3.2
5. Romia 12,168 33.3 6.9 52.0 0.5 3.7
6. China 11,845 32.4 6.8 58.7 0.5 4.2
7. Al ria 9,167 25.1 5.2 63.9 0.4 4.6
8. Italy 8,934 24.4 5.1 69.0 0.4 4.9
9. Netherland ktilles 6,970 19.0 4.0 73.0 0.3 5.2
10. United ingdm 6,532 17.9 3.7 76.7 0.3 5.5
11. Bahamas (N) 5,756 15.7 3.3 80.0 0.2 5.7
12. Mexico 5,061 13.8 2.9 82.9 0.2 5.9
13. Indesia (N) 4,35 12.4 2.6 85.5 0.2 6.1
14. India (N) 3,406 9.3 1.9 87.4 0.1 6.3
15. United Arab 8Eirates 3,036 8.3 1.7 89.1 0.1 6.4
16. Spain 2,466 6.7 1.4 90.5 0.1 6.5
17. Belgium 2,373 6.5 1.4 91.9 0.1 6.6
18. Saudi Arabia 1.859 5.1 1.1 92.9 0.1 6.7
19. Greece 1,70 4.7 1.0 93.9 0.1 6.7
2D. est GLu (G) 1,474 4.0 0.8 94.7 0.1 6.8

Other" 9 25.2 5.3 100.0 0.4 7.2
Total: 175,604 479.8 100.0 7.2

(G) Oily gasoline imports.
(N) Only naphtha infprts

Includes sports under lJ Nos. 475.35 and 475,25.
Includes In descending order, France, Trinidad, Argentina, Bahrain, Sirgapox (N),
Peru (N), Yeen, Tunisia, Philipvines, Yugoslavia, Norway, Cyprus, South Korea, Uruguay,
U.S.S.R., elaysia, Gabn, and Pustralla.

Source: Iartf.s--J.S. Dpprbwet of Cnnerce, IDport Series IM45X; U.S. Gasolte uplied--
U.S. On", biet of &*rW, Vithly e Revi ew.

N:Oisc
04/22/85
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CHARr 13

U.S. Gasolire & Naphtha Imports
March 1985
barrell s)

Country Leaded Unleaded
Of Origin Gasoline Gasoline Naphtha Total MB/D

Roman i a U 263,099 2,, ,951T "
Italy 1,502,188 497,218 0 1,999,406 64.5
Netherlands 572,157 1,147,749 0 1,719,906 55.5
Canada '84,413 980,778 321,230 1,686,421 54.4
Venezuela 0 712,464 886,377 1,598,841 51.6
United Kingdom 0 762,168 256,979 1,019,147 32.9
Saudi Arabia 25,043 975,284 0 1,000,327 32.3
Turkey 0 616,256 0 616,256 19.9
Brazil 230,499 380,440 0 610,939 19.7
ti. Germany 509,788 0 0 509,788 16.4
India 0 0 470,402 470,402 15.2
China 391,908 0 0 391,908 12.6
Indonesia 0 0 256,973 256,973 8.3
Belgium 0 252,760 0 252,760 8.2
Algeria 0 0 246,095 246,095 7.9
Singapore 0 0 242,944 242,944 7.8
Neth. Ant. 125,547 82,319 0 207,866 6.7
Bahamas 0 0 204,994 204,994 6.6
Spain 0 155,308 0 155,308 5.0
France 0 0 152,809 152,809 4.9
Greece 108,091 0 0 108,091 3.5
Israel 0 0 14,456 14,456 0.5
Panama 10,090 0 0 10,090 0.3
Undersized 0 0 3,391 3,391 0.1

Total 3,859,724 6,825,843 5,088,964 15,774,531 508.9
MB/D 124.5 220.2 164.2 508.9 --

(1) Shipments of less than 10,000 barrels each, details not published by
Plants.

Source: U.S. Department of Commerce, Import Series 1M145X, as published
by Platt's Oil Export/Import Report.

AF:CH/sc
05/21/85
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CHART 14

U.S. Gasoline & Naphtha Imports
Cumulative anuary-March, 1985

(Barrels)

Country Leaded Unleaded
Of Origin Gasoline Gasoline

Venezuela
Netherlands
Italy
Romania
Canada
Saudi Arabia
Neth. Antilles
United Kingdom
Brazil
Bahamas "
West Germany
Turkey
China
Indonesia
India
Algeria
Belgium
Singapore
U.S.S.R.
Peru
Yugoslavia
Spain
France
Greece
Bahrain
Arqentir,a
Trinidad
Israel
Japan
Panama
Undersized")

Total
MB/D

(1)Shipments of
Platts.

0
1,107,879
2,584,566

0
591,035
190,908
488,909

0
754,859

0
1,096,397

0
691.024

0
0
0
0
0

242,595
0

174,342
0
0

108,091
0
0

15,036
0
0

10,090
11,719

2,302,051
2,748,883

732,545
263,099

1,350,399
2,253,889

259,047
1,234,902

874,418
0
0

616,256
121,503

0
0
0

417,611
0
0
0
0

155,308
0
0
0
0

18,275
0
0
0

1,673

Naphtha

3,829,575
13,348

169,203
2,962,623

755,960
0

1,168,059
617,510
20,800

1,512,243
0

229,404
0

520,549
470,402
466,123

0
242,944

0
222,929

0
0

152,809
0

95,748
41,571

0
14,456
13,756

0
159,706

Total MO/M

6,131,626
3,870,110
3,486,314
3,225,722
2,697,394
2,444,797
1,916,015
1,852,472
1,650,077
1,512,243
1,096,397

845,660
812,527
520,549
470,402
466,123
417,611
242,944
242,595
222,929
174,342
155,308
152,809
108,091
95,748
41,571
33,311
14,456
13,756
10,090

173,098

68.1
43.0
38.7
35.8
30.0
27.2
21.3
20.6
18.3
16.8
12.2
9.4
9.0
5.8
5.2
5.2
4.6
2.7
2.7
2.5
1.9
1.7
1.7
1.2
1.1
0.5
0.4
0.2
0.2
0.1
1.9

8,067,450 13,349,859 13,679,778 35,097,087 390.0
89.6 148.3 152.0 390.0 --

less than 10,000 barrels each, details not published by

Source: U.S. Department of Commerce, lmpgrt Series IM145X, as published by
- Platt's Oil Export/Impert Report.

AF:CH/sc
05/21/85
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CHART 15

Net
U.S. Petroleum Product Imports

MB/Calendar Day

1200

Basis: Gross Imports
Less: Exports and
Virgin Island and
Puerto Rico

1000 Imports
Resid

8oo

Distillate

600

Lpg's
Unfin. Oil,
& Other

400

............ G asoline

200 . . And
Blend
Stocks

0-
1981 1982 1983 1984

'Net Dist.
Export
Of 40 Source: DOE/EIA

By: COH 3)28/85
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UFART 16

NET REFINED PRODUCTS IMPORtS
(THOUSAND BARRELS PER DAY)

3000
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000RESID

500 SO OTHER,,,
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GASO.INE & BLEND
0 aI_
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SOURCE: DOE/EIA
MONfTiLY ENERGY REVIEW



287

COMPOSITION
OF

NET REFINED PRODUCT IMPORTS
(PERCENT)
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I

Major Export Refinery Projects

4 Buraidah 7 UMM Said Ii
160,000 B/D 50.000 BID
1987 1984

5 Mina Abdulla
156,250 BID
1986

6 Mina A Ahmadi
170,000 B/D
1984
100,000 BID
1986

8 Ruwais II
185,000 B/D
uncertain

9 Ajman
171,000 BID
1987

I-

(~2

1 Yanbu
250.000 B/D
1984

2 Rabigh
325.000 B/D
1986

3 Jubail
270,000 B/D
1985

10 Salalah
200.000 B/D
uncertain

11 Ras Lunuf
228,000
1986
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'H.\9r 1 l

'3rrelS Per >af

Crude ca:*lytic Thera1 CatalytIc qydro-

Distillation Crlckivrg .perat'n% Peforming Processing Other

1978 3,256,913 245,600 6 CO0 189,470 441,676 720,405

1980 3,202,880 J71,704 124,009 208,084 586,819 955,235

1982 2,920,502 262,781 184,109 208,712 482,597 761,059

1983 3,245,583 261,2'0 188,999 214,273 483,315 778,502

1984 3,430,702 289,270 188,999 263,919 525,833 815,416

1985 3,596,360 332,070 202,999 299,940 840,183 873,228

SOURCE: Oil & Gas Journal

,H/05/24/85

BEST AVAILABLE COPY
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U.S. Refinery Operating
Capacity and Utilization

MMB/calendar day 1950 to Present

20in

15

10
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Runs to stills 6/CD
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CHART 21

U.S. REFINING CAPACITY REQUIREMENTS

Total "Oil" Consumption

Less:
NGL's Consumed Directly

Net NGL's Blended in Refineries

Intermediate and Blending Components

Processing Gain

Required Crude Distillation Capacity
100% Utilization, Zero Finished
Product Imports

Required Calendar Day Refining
Capacity:

1 90% utilization

0 85% utililzation

Million Barrels Per Day

1983(1) 1I84(2)

15.39 15.71

1.62

0.13

0.50

0.49

14.0

14.9

1.58

0.13

0.59

0.56

12.85

14.3

15.1

(1)"The Changing Structure of World Refining Industry: Implications for
U.S. Energy Security," Fereidun Fesharaki and David Isaak, OPEC
Downstream Project, East-West Center, presented to DOE January 23, 1985.

(2)DOE/EIA Petroleum Supply Monthly.



U.S. PETROLEUM DEMAND' AND CRUDE OIL DISTILLATION CAPACITY, 1975-1990

HISTORY I PROJECTIONS20

DEMANDOPERABLE CAPACITY

ale - O' P- RATING CAPACITY
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hART 23

U.S. Refining Capacity
MBiDay

74 75 76 77 78 79 80 81 82 83 84 F5
q _- 0 . . , i -i~ i,
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(HART 24

REFINERY CAPACITY REQUIRED TO PROCESS
SPR WITHDRAWALS'

1
)

(M4CD

Assumed SPR Withdrawal Pate

Domestic Crude Oil Production

NGL's in Refinery Input

Domestic Production to Refxneries

SPR Withdrawal Rate

Average Capacity Neededi
@ 100% Utilization Rate

@ 90% Utilization Rate

* 85% Utilization Rate

DOE Operating Capacity 1/1/84

Shutdowns Since 1/1/84

Current Operating Capacity
S/,/851

Additional Refining Capacity
Required 3 90%

Additional Refining Capacity
Required 4 85%

2.3 2.7 3.4 4.5

8.757 8.757 8.757 8.757

.499 .499 .499 .499

9.256 9.256 9.256 9.256

2.3 2.7 3.4 4.5

11.556 11.956 12.656 13.756

12.8 13.3 14.0 15.3

13.6 14.0 14.9 16.2

14.8 14.8 14.8 14.8

0.8 0.8 0.8 0.8

14.0 14.0 14.0 14.0

(L.2) (0.7) 0.0 1.3

(0.4) 0.0 0.9 2.2

(')Based on DOE/EIA's 1984 Petroleum Balances.

(2)Numbers do not subtract due to individual rounding.
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CHART 25

MILITARY FUEL CONSUI4TION'
thousandd barrels)

1984

20Propane

Motor Gasoline
Gasohol
Aviation Gasoline

Total Gasoline

JP4
JP5
JP8

Total Jet Fuel

Distillate

Fuel Oil
Residual Fuel Oil
Reclaimed Fuel Oil

Total Fuel Oil

Total

Total 14BCD

4820
27

268

5115

94614
20595

3828

1383

5132
39

397

5568

)7179
21451

3514

1382

5338
41

595

5974

95771
22347

3942

119037 122144 122060

37069

11774
5187

110

34866

11952
5121

29

36632

13753
4726

30

17071 17102 18509

178312 179685 183182

487 492 502

Source: Defense Fuel Supply Center

*Includes fuels for Army, Navy, Air Force, Marines, the
Agency and other Department of Defense agencies.

Defense Logistics

NOTE: According to Jeff Jones, Deputy Director of Enerqy Programs in the
Office of the Secretary of Defense, at the April 1, 1985 hearing before
the Environment, Energy, and Natural Resources Subcommittee of the
House Committee on Government Operations. The volume would quadruple
to 2 million barrels per day overnight in the event of a mobilization.
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CHART 26

Required Refining Capacity
Vs.

Available Capacity

17 10

Potential -
Military.-" Poten

1 Capacity "Mobilization, Mobili
Required Demand Short

To Meet U.S.
Basic Demands

0
11k----.. 11,

' , ' Basic

14 Operating - - - CapacRefinery s

Capacity131
12L - .

* Some of the projected shortfall would in fact be met by
curtafilment of civilfan consumption.
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MEMBERS OF THE INDEPENDENT REFINERS COALITION

Amber Refinilg, Inc.

American Independent Refiners Association

Apex oil Company

Ashland Oil Company

Coastal Corporation, The

Crown Central Petroleum Corporation

Diamond Shamrock Corporation

Golden West Refining Company

Indiana Farm Bureau Cooperative Association, Inc.

Macmillan Ring-Free Oil Company, Inc.

National Cooperative Refinery Association

Paramount Petroleum Corporation

Placid Refining Company

Pride Refining, Inc.

Rock Island Refining Corporation

Tesoro Petroleum Corporation

Texas City Refining, Inc.

Tosco Corporation

Valero Energy Corp./Saber Energy, Inc.
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CAACITY OF MXMMRS
OF M IMDIPIDIWT RUFINIXR COALITION

Total Crude
3
l) Operating Crude(l) Downstream(2)

Distillation Distillation Processing
Capacity Capacity Capacity

Member of ZRC Only KBCD MBCD MBCD

Apex Oil Company 104, 00 104,500 251,500
Ashland Oil Company 462,94) 353,343 1,076,000
The Coastal Corporation 171,300 171,300 312,000
Crown Central Petroleum Corp. -a00,000 100,000 189,500
Diamond Shamrock Corporation 116,800 116,800 211,840
Indiana Farm Bureau Co-op. 21,200 21,200 21,600
Paramount Petroleum Corp. 46,500 T2,000 83,000
Placid Refining Company 4S,000 45,000 54,200
Pride Refining, Inc. 42,750 42,750 14,500
Rock Ialand Refining Corp. 43,200 43,200 75,000
Tesoro Petroleum Corp. 74,600 74,600 23,000
Texas City Refining, Inc. 119,600 119,600 189,200

member of Both IRC and AIMA

I-Z Serve Inc. Amber
Refining Co. 20,000 20,000 19,000

Golden Weat Refining Company 42,000 42,000 101,300
Macillan Ring-Free Oil Co. Inc. 16,880 15,600 7,6S0
National Co-op. Refinery Assn. 54,00C 54,000 95,500
Tosco Corporation 258,800 164,500 578,100
Valero Energy Corp./ -0- -0- 138,300

Saber Refining Co.

Member of AIM Only

Asamera Oil (U.S.), Inc. 26,000 26,000 48,000
Beacon Oil Company 17,300 17,300 11,730
Edginqton Oil Company, Inc. 22,880 22,880 36,600
Fletcher Oil 6 Refining Co. 29,500 29,500 23,650
Holly Corporation 29,930 29,930 49,400
Huntway Refining Company 4,750 4,750 5,000
Nevhall Refining Company, Inc. 21,400 21,400 22,000
Oxnard Refinery 4,000 4,000 2,500
Southland Oil Company 16,800 16,800 15,695
Sunland Refining Corporation 12,000 12,000 -0-
U.S. Oil & Refitting, Inc. 25,000 25,000 41,500
Young Refining Corporation 12,400 12,400 . 7,316

1,962,033 1,742,353 3,704,681

Sources DOB/CIA U.S. Refining Capacityt 1984

(1) As of 1/1/84
(2) Includesg vacuum distillation, thermal operation, catalytic cracking (frash),

catalytic reforing, catalytic hydrocracking, catalytic hydrotreating,
alkylation, asphalt, aromatic ieomeriaation, lubricating oils.

RMCOM 4/22/85
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APPENDIX 8

TRADE BARRIERS IN THE MAJOR REFINED PRODUCT MARYcrS: EUROPE, JAPAN
AND THE UNITED STATES

A recent analysis by the consulting firm of Nytex-Bridgeview Petroleum
(Petroleum Intelligence Weekly, Mny 6, 1985) compares tariffs and other trade
barriers between the three major refined products markets the U.S., Japan
and Western Europe.

Japan has the nighest barriers. PIW reports, "The present combination of
import quotas and tariffs virtually rules out imports of gasoline and many
other light finished products, but is less stringent on naphtha and
straight-run low sulphur fuel oil." If Japan did allow any gasoline imports,
the effective tariff would be $2.22 per barrel.

EC tariffs are lower than Japan's, but higher than U.S. tariffs on most
products. Naphtha and crude enter the EC tariff-free. Arabian ind North
African producers enjoy preferential duty-free status (GSP) on all petroleum
products, but only up to a specified level. This limitation has not generally
been enforced to-date. The EC's non-preferential gasoline tariff is 6 percent
ad valorem. This tariff largely keeps out gasoline from non-preferential
sources like the United States, Eastern Europe and the Soviet Union. This ad
valorem tariff may be applied to imports from Arabian and North African
producers that exceed their JOP-allowable levels. The gasoline tariff in
Europe is $1.66 per barrel.

U.S. gasoline tariffs are generally the lowest. TIhe effective tarift rate
is 52.56 per barrel, or 1.25, per gallon.

The new trade issue facing Japan, Western Europe and the United States is
where the product flow from the new export refineries in the Middle East will
go. These government refineries will run at the 85 - 90 percent rate
regardless of demand conditions in export markets, absorbing any losses on
refined product sales by discounting crude input prices from world market
levels.

The EC estimates that new refining capacity in just three countries --
Saudi Arabia, Kuwait and Libya -- will produce about 1.2 million b/d of new
refined products for export by 1990. The EC anticipates being able to absorb
no more than one-third of this new supply. The EC is proposing that the U.S.,
Japan and the EC should enter bilateral agreements to accept a third of this
new supply each (Commissioii of the European Communities Report, Brussels,
March 1, 1985).

There is a major obstacle in the way of such concordance. The Japanese
rave rejected the notion of sharing the new Middle East exports (Platt's
Oilgram News, May 23, 1985). Currently, Japan does not permit any gasoline
imports at all.(Appendix B) Japan bases its restrictive policy in part on
national security requirements and in part on economics. In Japan, high
gasoline prices subsidize the production of lower-cost kerosene, Japan's major
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Appendix B page 2

source of home heating fuel. Japan will be reluctant at best to import
gasoline at the risk of shutting down its refineries and raising the price of
home heating fuel.

Press reports have indicated that U.S. diplomatic sources assert that
market forces should direct the flow of this new production. Because
transportation costs from the Persian Gulf to Europe and the Far East are
significantly below transportation costs to the United States, market forces
should direct the product to those two regions. But if Europe takes only
one-third of the new production -- in effect, limiting imports of all refined
products to a net of seven percent of total demand -- and Japan keeps its
market closed, the lion's share of the new product will come to the United
States.- It will be sold at whatever price is necessary to penetrate this
market.



301

APP END IX 3

THE w'ASHI:NGTON POST, January 17, 1985

Oil Firm's Bid to Import

Gasoline Into Japan Fails
Cy %locu nurgus

TOKYO. Jan. 16-A maverck
Japanm oil company hu faded n
an attempt to break a long-Standing
informal ban on imporing gasoline
into Japan, but says It will try again
soon.

Lions Petroleum Co. brought a
tuAker cari rng 800.000 gaUons of
premium gasoune refired in Sinlra.
pore to Kobe in December. intend.
ing to price it below domestic
brands at neighborhood f&aig sta-

But following prewure from the
company's bank and the Ministry ot.
InternatioalW Trade a 11 ndustry-
(MITI), it abandoned the olan and

sold the shpment to a refinery for
reprocessing, according to company
Pr dent T410 Sato.

MITI contends that the cheap
fuel could have helped disrupt price
stabilty in a strategic commodity
and put further pressure on Japan's
seriously ailing refining industry.

Last year. the government went
on record favoring the Uctalumton
of petroleum product imports, of-
ficual ay, but wants it to come
slowly to asure stability during the
transit n.

But Sato reecta these argue.
ments. 'U I can get financial up-
port, I'm Willing to try it again.* he
sid. *If I had a sponsor. an Amer-
ican bank. for instance. I would be

ready to proceed." He said he
plan ed to return to Singapore later
this month to negotiate another
purchase.

Sato's move, which he said he
plUnned for 18 months, is highly
unusual in Japan. where large and
sawll companies like generally
play according to rules set by Itn
tleman's agreement and govern.
meant guidance.

Today, the action drew condem.
nation from the Petroleum Associ-
ation of Japan. which links the coun-
try's 29 oil terming companies. Its
president, Yasuoki Takeuchi. told a
press conference that any imports
should be handled by association
members, not outsiders like Lions.

Sato's attempt also has drawn
attention to the strict controls and
protection that Japan nuinuins for
some industries that are not utter-
natxnly competitive. despite
much-publcMed steps toward lp-
erbal on of imports an recent
yearw.

Japanese consumer spokesmen,
meanwlul, have criticized the gov.
eminent for bloclung the introduc-
lion of lower-cost gasoline.

Sato ui that the lower prices
charged by the Sinapore refinery
would have allowed him to sell thi
fuel to motorists in Japan for about
10 cents per galon cheaper tias
domestic gasoline.

With rtually no o.l resources of

iU own. Japan imports about 4 n.
lir barrels of petoleum per day.
Eighty prent of it i a'ue OIL
Refined products that are allowed
in center on naphtha Ad fuel oL

Japan's hilwy mNobile soety con.
aumes about 9 billion gallons of gas.
ohm per year. 41 of it refined in
Japar. There is no formal ban on
imports, but because of "admatio-
rative guidanceo from MITI and

consensus within the industry, none
come in.

Japan invested heavy in ritn.
eres in the 1970L. But the two oil
shocks of the decade left it with
much idle capacity. Many of the 29
refiul companies a ailng badly.
wth government encouraging
mrergrs to €tmate units that are
mre viable fisaiscify.

Domestic prices are not formally
control l. But an elaborate su'uc.
ture has emerged in which prces
remain stable, with gsoine selling
at a compantively high prnce to al-
low cheap prices (fr kerome, an
important home-heaung fuej but.

Meanwhd. Japan baa come Un-
der fre from the Interuationsi En.
ergy Agency (or the product auport
controls. During a vist to Tokyo
earlier this month. IEA ecuuve
Director Helga Steel stressed the
need for freer flow. However, For.
eign MruatrY oficials say she did
not specifically comment on the L -
ons case.



302

APPENDIX C

Summary of Memorandum on the Use of Quotas and Import Fees
Under Section 232

A voluntary crude oil import program was instituted in 1955, the objective
of which was to maintain domestic crude production, This was converted to a
Mandatory Oil Import Program of quotas in 1959. These quotas were increased
periodically until 1973, when license fees were instituted on petroleum and
refined product imports. In 1974, the program was modified to provide
fee-exempt import licenses for new, expanded and reactivated refineries and
petrochemical plants.

Supplemental $3 per barrel fees on crude oil and refined products were
proposed in early 1975, but were never fully implemented. in 1979, after the
Iranian revolution, all import fees were suspended to removed disincentives to
import during the shortage. A substitute for import fees, in the form of a
Gasoline conservation fee' on imported crude oil, was instituted by the
President in 1980. It was held to be illegal, not due to the fee, but due to
an overextension of Executive power into an area controlled by Congress. The
objective was tu reduce overall demand for oil, rather than to provide a
disincentive to demand for imported crude oil and gasoline.

These actions were taken under Section 232 of the Trade Expansion Act of
1962 or its predecessors. A succession of presidents took these actions to
protect U.S. national security upon the finding of a designated Cabinet
officer that national security was threatened. That was the Secretary of the
Treasury in 1975 and 1979. Currently, thib decision would be made by the
Secretary of Commerce. Any such action relating to petroleum a d petroleum
product imports can be disapproved by a specific form of Joint Resolution
reported by the Senate Finance and House Ways and Means Committee, since the
actions taken generally fall under the general taxing regulation of
international trade authority in the Congress.

In 1973, 1975 and 1979, the actions taken were in the form of import or
license tees rather than quotas. Th4 Cabinet Task Force on Oil Import Control
in 1970 emphasized that actions directly affecting price as opposed to volume
controls could accomplish the objectives with minimum cost and maximum
advantage to the economy; with minimum disruption to, and maximum opportunity
fot, the free play of competitive market forces; and to avoid undue adverse
effects on either our balance of payments or our foreign relations. The 1979
case pointed out that the high level of the nation's con3umption of gasoline
is the single most important cause of our dependence on foreign oil. The
Presidential Proclamation also stated that adequate action on crude oil and
gasoline imports alone could be taken 'with less serious consequences to our
economy than if similar action were taken with respect to other petroleum
products, such as home heating oil.' ISee Presidential Proclamation 4744, 45
Fed. Reg. 22864, 1980)
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APPENDIX D

AKIN.GUMP, STRAUSS. HAUER & FELD
ATTORNEYS AT LAW

SUITC 4O0
333 NE.% .MPS..XE AVENUe N

*AS.dON~ 0 C i0036
Zoe $all 6000

MEMORANDUM

TO: Independent Refiners Coalition

RE: Legal Impediments To Obtaining Relief Under The U.S.
Antidumping And Countervailing Duty Laws

DATE: May 8, 1985

As reflected in our earlier discussions and analyses, we
believe that it would be extremely difficult for the IRC to
obtain meaningful relief from imports of cheaply-priced gasoline
under the U.S. antidumping and countervailing duty laws. The
principal reasons for this conclusion are that: (1) the U.S.
unfair trade laws, as presently constructed, do not adequately
remedy the injurious effect on U.S. refiners of below-market
pricing of crude oil in certain foreign countries and the
resultant competitive benefit given to foreign refiners; and (2)
the unfair trade laws do not adequately respond to the special
case of Non-Market Economy (NME) countries. The general problems
associated with crude input pricing and NME nations are discussed
below.

I. CRUDE INPUT PRICING

The commercial viability of a refiner is determined largely
by the difference between the cost of its crude oil input and the
prevailing market price for refined products. When foreign gov-
ernments transfer their domestic crude oil at a price level which
is significantly below the world market price, this causes a
severe commercial distortion in the refined products sector,
since purchasers of this underpriced crude are encouraged to pro-
duce greater volumes of refined products and sell at non-economic
price levels. U.S. refiners, who do not have access to this sub-
sidized crude oil, find themselves at a severe competitive dis-
advantage. This difficulty in their ability to compete does not
reflect the relative efficiencies of the U.S. and foreign refin-
ing operations, but is due solely to the large gap in the prices
of crude oil which U.S. and certain foreign refiners must pay.
This distortion, however, is not remediable under current anti-
dumping or countervailing duty laws.
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A. Antidumping Issues

Crude oil pricing becomes an issue only when the dumping
calculation is based on constructed value as the foreign market
value.-' However, under current Departmental procedures it is
unlikely that the Department would calculate a high foreign
market value based on constructed value, because the major factor
in the cost of gasoline is the cost of crude oil. The price of
the crude oil input used In this modified cost of production
calculation is likely to be far below the world market price.
The result would be a constructed value of gasoline which is
below prevailing market prices, thus leading to a finding of no
dumping.

Imported gasoline is considered dumped to the extent that
its U.S. price is below its foreign market value. Foreign market
value is defined as- -ome mar t prices, third country export
prices or constructed value.-/ From the perspective of the

1/ Constructed value is a modified cost of production calcula-
Elon. In simple terms, constructed value is the cost of materi-
als, labor and fabrication plus an amount equal to no less than
10 percent of the above for general, selling and administrative
expenses plus.a minimum of 8 percent of total costs for profits.

2/ Significant import relief cannot be expected if the
Department were to perform a home market to U.S. price compari-
son. The home market prices of equivalent sales would have to be
substantially higher in the foreign home markets for any signifi-
cant dumping margins to be found. Surveys of home market prices
in the countries under consideration have revealed gasoline
prices in the United States to be, in general, substantially
higher than those in the "home markets." This would lead to a
finding of no dumping margins. The home market prices are lower
in these countries because the prices net of tax are generally
government-controlled and held artificially low for various
social and economic reasons. Moreover, these lower home market
prices also provide further economic incentive to these foreign
refiners to produce for export.

Similarly, the chance of obtaining meaningful relief by
comparing U.S. prices to prices of equivalent sales in another
export market is small. The Department would choose a third
country market most similar in volume and product characteristics
to the U.S. The large volume, non-U.S. export markets have
prices comparable to those in the U.S. The high priced gasoline
markets (i.e., South Korea and Finland) are not likely to be
chosen as"Eird country markets most similar to the U.S. because
of their small volumes relative to U.S. market volumes.
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Department of Commerce, constructed value is the least preferred
method of defining foreign market value, and will only be used if
home market or third country prices are judged unsuitable. The
Department generally can only be persuaded to use this approach
if nearly all home market and export sales are made at prices
below the fully allocated cost of producing gasoline.

The price of crude used in the constructed value calculation
is likely to reflect one of the following three commercial situa-
tions: (1) the foreign refiner purchases crude in an open, un-
regulated market at a price approximating the world market
price. (This is analogous to many U.S. refiners); (2) the
foreign refiner purchases crude in its domestic market at a low,
government-controlled price or directly from a state-owned crude
producer at below world market prices; (3) the foreign refiner is
related to the foreign crude producer and receives its crude at a
transfer price which is below the world market price.

In the first case, the price for crude used in calculating
that refiner's-cost of producing gasoline would be the unregu-
lated market price. Since the refiner's other costs are likely
to be quite similar to those experienced by American refiners,
the resultant cost of production should be close to the U.S. cost
experience. Assuming that this foreign refiner is not
substantially more efficient then its U.S. counterpart, it is
likely that current home market and third country prices would be
below its cost of production. in this case, it's probable that
there would be dumping margins found.

However, refiners who are paying world market prices for
their crude are not likely to be flooding the U.S. market with
below-cost gasoline. We believe that the second and third types
of commercial situations predominate in those countries primarily
responsible for the recent, rapid rise in refined product
imports. In the second situation, where the foreign refiner is
purchasing crude in its domestic market at an artificially lowprice, the Department is likely to use this price in a cost of
production calculation as long as it is widely available. This
would lead to a calculation of a low-constructed value and a
finding of no dumping.

In the third situation where the foreign refiner is related
to the foreign crude producer, the crude input would be valued at
the cost of recovery of the crude oil. In this case, the result
is also a low-constructed value calculation and a finding of no
dumping. in our opinion, this Is the most common situation in
the countries under consideration here.
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B. Countervailing Duty Issues

A refiner who receives crud. oil at below market prices
benefits from a substantial subsidy. However, under current law,
such a subsidy is not necessarily countervailable. The Commerce
Department is likely to view this as a case concerning "upstream
subsidies." Upstream subsidies have been investigated in past
cases, all with negative findings. Even in cases where the
input's transfer price was well below a world market price, the
Department has failed to find countervailable subsidies qn the
grounds that the low prices were "generally available."12/
Although upstream subsidies were addressed specifically in the
Trade and Tariff Act of 1984, we do not believe that the ch V ces
of prevailing on this issue have been improved as a result.-/
Indeed, the Act adopted the concept previously utilized in those
cases, and has aglied an even more stringent initiation standard
in recent cases.-

In order to establish the existence of upstream subsidies,
we would first have to show that producers or sellers of crude
are subsidized. Such a showing would entail an exhaustive
investigation into financial health, industrial structure and
government support of the petroleum Industry. While the foreign

3/ One of the most notable cases was Ammonia from Mexico, which
focused on subsidized natural gas. Although the input's transfer
price was well below a world market price, the Department failed
to find that countervailable subsidies were bestowed to ammonia
producers on the ground that natural gas was purchased by a
number of industries at the artificially low price. (Final
Negative Countervailing Duty Determination Anhydrous and Aqua
Ammonia from Mexico, 48 Fed. Reg. 28, 522 (1983).

4/ Under that Act, in order to prevail, it must be shown: (1)
that a subsidy on an input has been bestowed by the government;
(2) that the subsidy has conveyed a competitive benefits and (3)
that the value of the input is significant to overall production
cost.

S/ The Department will initiate an investigation only if there
are "reasonable grounds" to believe or suspect that upstream sub-
sidies are being bestowed on a product. In Certain Ethyl Alcohol
from Brazil, Investigation No. C-351-501, 50 Fed. Reg. 16727
(April 29, 1985), the Department interpreted that standard to
impose a burden on petitioners, first, to quantify the amount of
the upstream subsidy, and second, to specify how much of that
subsidy is passed through to producers of the subject
merchandise.
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petroleum industry is often nationalized, government ownership
alone is not sufficient to establish subsidization. It is only
when governments purchase equity in or heavily lend to troubled
companies that countervailable subsidies flow. Foregoing income
by selling to nationals at prices below the world market level
would normally not be considered evidence of a subsidy. More-
over, the Department believes that government-run enterprises
need not be profitable - they need only collect sufficient
revenues to offset long-term costs. Thus, establishing that
foreign petroleum industries are subsidized would be problematic.

Even if it were possible to prove subsidization of the crude
oil sector, it would be necessary to show that refiners receive a
commercial benefit from these subsidies. According to the Trade
and Tariff Act of 1984, a competitive benefit has been bestowed
"when the price for the input product . . . is lower than the
price that the manufacturer of the (exported) merchandise . . .
would otherwise pay for the product from another seller in an
arms-length transaction." The key to establishing commercial
benefit is determining whether the transfer price is an arms-
length price. If both related and unrelated refiners receive
crude at the same price, the Depattment is likely to find the
price to be arms-length. This is true even ifthe price is held
artificially low by government price controls.-/

Finally, even if we were to demonstrate that crude oil was
heavily subsidized, we would need to demonstrate that this
subsidy was not generally available. The Department's current
policy is that subsidies which are available to a number of
industries are not countervailable. In our case, we can make the
strong assertion that, since the refining sector is the.dominant
purchaser of crude oil, upstream subsidies passed to refiners
through the low price of crude oil are not likely to be generally
available. Therefore, we could argue that they should be
countervailable. Still, the Department could disagree on this
point and ultimately deny relief.

In summary, the upstream subsidies provision is not likely
to provide meaningful relief in this case. The competitive bene-
fit concept was a positive result of the Trade and Tariff Act of
1984, in that it implied a recognition that world market price is
the appropriate benchmark for determining what constitutes a

6/ This issue currently is under review in the ongoing counter-
vailing duty investigation concerning ethanol from Brazil. If a
country which holds the price of its domestic oil at below market
prices also resells crude oil at low qovernment-controlled prices,
this could be construed as eliminating the commercial benefit.



308

subsidy. Nevertheless, this is the second step of the statutory
test. The Act mandates an initial showing of the existence of a
subsidy on an input. This test erects a barrier that-may be
insurmountable. Thus, although we may well be able to prove both
that the industry is receiving subsidies which are not generally
available and that the value of the subsidized crude input is
significant, effective relief nonetheless is likely to be
blocked.

I. NON-MARKET ECONOMY COUNTRIES

Non-market economy countries are exporting gasoline and
other refined products in increasing quantities. Unfortunately,
gaining relief from unfairly traded non-market economy products
is a cumbersome process which can lead to an uncertain result.
Therefore, we believe it is quite uncertain whether meaningful
relief could be gained with respect to their Imports as described
below.

A. Antidumping Issues

Unfairly traded imports from NMEs are judged by a different
standard of fair value from those of market economy countries.
With respect to antidumping actions, internal prices or costs are
considered unsuitable for determining foreign market value
because they do not reflect market forces. For this reason, the
Department selects a "surrogate" country and uses that country's
price or production costs to represent foreign market value. The
surrogate selection process is difficult, for a variety of rea-
sons, and can lead to highly unpredictable results. Moreover,
most agy surrogate would reflect the distortions outlined
above. - Thus any attempt to gain relief from NME gasoline
imports would be problematic at best.

B. Countervailing Duty Issues

The Department has ruled that the countervailing duty law
does not apply to merchandise from an NME. The Department has

7/ Thus, for example, if Mexico were chosen as a surrogate for
Rumania, the distortion caused by below market domestic crude oil
input prices would, as noted, result in a low constructed value
calculation. Price-to-price comparisons would be equally un-
likely to lead to significant import relief, as discussed in
Footnote 1 infra.
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determined in the past that the lack of a market egnomy has
rendered the concept of subsidization meaningless.-' Therefore,
there does not appear to be reasonable relief available to U.S.
refiners from non-market economy imports.

S/ This issue is on appeal in Carbon Steel Wire Rod from Poland
and Czechoslovakia, Final Negative Countervailing Duty Deter-
mination, 49 Fed. Reg. 19371, 19375 (May 7, 1984). But even if
the issue is won on appeal, significant problems remain. Indeed,
such a victory might not open-a new avenue of relief for the
domestic refiners. The gathering of the necessary data on NME
subsidies is very difficult at best. Moreover, verification of
these data could be a substantial problem, rendering the final
outcome unpredictable.



310

STATEMENT BY ROBERT T. McCOWAN, VICE CHAIRMAN OF THE
BOARD, ASHLAND OIL, INC., ASHLAND, KY

Mr. MCCOWAN. Thank you, Mr. Chairman, we appreciate being
here. I am Robert McCowan. I am vice chairman of Ashland Oil.

Our company operates three refineries with throughput capacity
of 350,000 barrels a day. On the last panel one of the witnesses, Mr.
Morgan, commented about our company not paying tax in 1983.
And I will tell you, one of the reasons is that we shutdown four
refineries over the last 4 years, while making large investments in
our present refineries to bring them to be the most efficient refin-
eries in the world.

We believe the continued shutdown of U.S. refineries constitutes
a threat to the national security of the United States. In the past,
Government's action in taxing authority has focused primarily on
crude oil. That attention and authority must now be brought to
bear upon refining. Crude oil is essential to our economy; yet, it is
basically useless until it can be refined into products. It is obvious
that an adequate refining capacity is vital to our national security.

The U.S. operating capacity today is about 14 million barrels,
which is a low operating capacity for the ability of the United
States to respond to import disruptions or military mobilization.
And we have already compromised our position in those crucial
matters.

The Department of Energy, however, lists another 1.5 million
barrels of so-called idle capacity. Many of these so-called operable
or idle capacity refineries have been shut down for so long that
they may have passed the point of ever restarting. To continue to
believe that this idle capacity would be able to respond quickly to
an emergency is simply folly.

Beginning in 1983, increasing gasoline imports triggered refinery
shutdowns with a wave whose end we have not seen in sight. We
have been closing down refineries in this country while refineries
are being constructed halfway around the world in the most vola-
tile places in the world.

Our government is taking specific measures against disruption of
crude supply such as the strategic petroleum reserve. As we know,
our taxpayers have invested $15 billion in that reserve, and it is a
good investment, but unless we have refineries to refine it, it will
be of no use. The only strategic reserve for gasoline are our refiner-
ies.

Mr. Chairman, it exceeds the bounds of common sense to renew
and expand our dependence on unsecured foreign sources for a
supply of gasoline.

We recently heard the administration testify that the new
Middle East refineries pose no threat to U.S. industry. As proof,
they said that the Middle East shipped almost no gasoline to the
United States in 1984. I'm afraid they spoke too soon. The first
quarter in 1985, Saudi Arabia had suddenly emerged as the third
largest gasoline supplier in the United States. The U.S. indiibtry
cannot compete with foreign government subsidies and trade bar-
riers which direct the world s excess supply of gasoline to this
market. At current low tariffs, as Mr. Jandacek mentioned, Our
nation is wide open for subsidized gasoline to replace domestic re-
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fineries. If imports continue to shut down refinery capacity, and
this capacity moves down to 13 million barrels of capacity, we will
be at the point of no return; we will be dependent then on supplies
of imported products, primarily gasoline. And we must not forget
what happened twice in the 1970's.

Mr. Chairman, immediate action is essential. The oil industry
has been criticized in the past for not calling sufficient attention to
the potential problems affecting the U.S. energy. In this case, all
the evidence clearly points to a problem of national magnitude. We
hope by bringing this to the attention of this subcommittee and
other congressional committees that the situation can be remedied
before it gets any worse.

Thank you.
Senator WALLOP. Thank you, Mr. McCowan.
Mr. Van Arsdall.

STATEMENT BY R. THOMAS VAN ARSDALL, VICE PRESIDENT, AG.
RICULTURAL INPUTS AND SERVICES, NATIONAL COUNCIL OF
FARMER COOPERATIVES, WASHINGTON, DC
Mr. VAN ARSDALL. Thank you, Mr. Chairman, Senator Long.
The focus of our testimony today in about a subject for which

this subcommittee may be uniquely qualified, given its dual respon-
sibilities involving both energy and agriculture: the implications of
petroleum product imports for the security of U.S. agriculture's
uel supplies in future emergencies, and indeed our national and

economic security.
Petroleum product imports represent a new and immediate

factor in the emergency-preparedness equation. The most compel-
ling question is whether expansions of government-owned refiner-
ies in oil-producing countries will displace sufficient refining capac-
ity here so that we will be unable to convert our own domestic
crude production and SPR crude into vitally needed refined prod-
ucts for agriculture and the rest of the economy in the next emer-
gency.

An important subset of this question is directly germane to agri-
culture. The cooperative petroleum system supplies about 40 per-
cent of the farm market-refining and distribution. Cooperative re-
finers, as independents, are generally more vulnerable to subsi-
dized product imports than are the majors, who for a time can
offset rerIning losses with their crude oil earnings.

Now, in the 'o-op system we are sort of unique in the oil indus-
J try in that our customers are also our owners, and that carries
S with it a unique accountability in terms of commitment of supply,

price and service. The short-term effects of cooperative refinery
S shutdowns would be devastating to agriculture, particularly in

these difficult times, for American farmers. There are about $675
million in assets, just in plant and equipment, at risk. In the longer
term, if increased product imports were to force farmer-owned co-
operative refineries to shut down, then the traditional role of coop-
erative refiners as a principal source for the cooperative marketing
and distribution system in rural areas would be replaced by de-
pendence on imported products and a product spot market. These
sources dry up during a shortage.
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If cooperative petroleum marketers and in turn their farm mem-
bers were to lose part or all of their fuel supplies at critical plant-
ing or harvest time in the next oil emergency, a fuel shortage could
quickly degenerate into a food crisis of far greater magnitude.

The debate thus far on this issue seems to dwell far too much on
whether product imports will or will not increase significantly. We
believe that another question needs to be answered more satisfacto-
rily first, before such debate can be constructive: What level of do-
mestic refining capacity represents that national security thresh-
hold? At a minimum, that point would logically seem to lie above
an equilibrium between operational domestic refining capacity as
compared with domestic crude oil production plus SPR drawdown
capacity. Indeed, with all the numbers floating around, this thresh-
hold may well have been reached already.

The potential stakes are so high that this question deserves the
fullest investigation on an expedited basis by this subcommittee
and other appropriate policy bodies in Government. And we com-
mend this subcommittee for its timely hearing.

Our own analysis has been limited, at best. It raises as many
new questions as answers, but what we have learned leaves us
deeply concerned. Unfortunately, the administration seems to
ducking the hard questions and hoping that by ignoring the prob-
lem it will disappear. In our view, this manner of behavior is unac-
ceptable. Indeed, the National Council's board of directors was so
concerned by this attitude that it unanimously adopted the resolu-
tion provided as enclosure 1 to our testimony. Once you get beyond
all the whereases, you will find that the resolution essentially calls
upon the U.S. Government to determine what that national securi-
ty threshhold is and to develop an appropriate policy response
which minimizes the adverse impqgkJ on farm fuel prices and
trade.

In closing, the National Council's member cooperatives are
farmer owned. We have endured through two oil emergencies, with
farm fuel shortages and sharply higher energy prices. We are not
anxious to see mistakes of the past repeated needlessly in the next
foreign oil cutoff.

Thank you.
[Mr. Van Arsdall's written testimony follows:]
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Before the
Subcommittee on Energy and Agricultural Taxation

of the
Committee on Finance

U.S. Senate
Washington, NXC.

Hearing on
Effect of Tax Laws on

Implementation of
Domestic Energy Policy and National Security

Mr. Chairman and Members of the Subcommittee, my name is

R. Thomas Van Arsdall, and I am Vice President of Agricultural

Inputs and Services with the National Council of Farmer Coopera-

tives. I commend the Subcommittee for holding this timely hearing,

and am pleased to have the opportunity to share the National Coun-

cil's views.

The focus of our testimony today involves consideration of an

issue which is uniquely suited to this Subcommittee. given its dual

energy and agricultural resporsibilities--the implications of im-

ported petroleum products tor the security of U.S. agriculture's

fuel supplies in future emergencies, and indeed our national and

economic security.

INTEREST OF THE NATIONAL COUNCIL

The National Council of Farmer Cooperatives is an association

of cooperative businesses which are owned and controlled by farm-

ers. Our membership includes 107 major marketing and farm supply

cooperatives, tne 37 banks of the cooperative Farm Credit System,

and 32 state councils of farmer cooperatives. The National Council

represents about 90 percent of the 6,100 local farmer cooperatives

in the nation, vith a combined membership of nearly two million

farmers.
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The National Council has been heavily involved in national

policy debate concerning energy emergency preparedness for the past

12 years, our commitmentto the development and maintenance of respon-

sible emergency preparedness policies hinges upon a fundamental rela-

tionship which underlies agriculture's unique ties to its energy in-

puts. Simply stated, U.S. agriculture must have uninterrupted access

to equitably-priced supplies of petroleum fuels, in order to assure

dependable supplies of food and natural fiber for the nation and' the

world.

Timing Is critical in agricultural operations, with needs sub-

ject to the dictates of biological processes and the vagaries of na-

ture. Agriculture, as opposed to industrial operations, cannot make

up for lost production at a later date. A disruption of even short

duration at the wrong time can result in crop losses for an entire

year. Yet agriculture is perhaps most vulnerable to disruptions, as

it lies at the end of petroleum supply lines. Past disruptions have

been felt first and most acutely in rural areas.

It is this combination of need and vulnerability that led

farmers, through their cooperatives, to invest in their own petrole-

um supply and distribution systems over the past half century. To-

day, supply cooperatives own and operate five efficient refineries

possessing an aggregate production capacity of 337,700 barrels per

stream day. Farmer cooperatives market petroleum products in more

than 40 states and supply about 40% of all on-farm fuel and a large

portion of rural system needs.

The cooperative petroleum system represents the only segment

of the oil industry in which the consumers of its products are also
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its owners. This feature carries with it not only a unique account-

ability in terms of commitment of supply, service and price, but

also a unique institutional perspective and sensitivity--borne of

the painful experiences of two oil supply disruptions in the last

decade--to this nation's energy security.

LESSONS FROM THE PAST

History has demonstrated that a relatively minor supply

disruption can generate long gasoline lines, crisis-driven price

increases and devastating macro-economic consequences. For example,

during the Iranian disruption in 1979, there was no actual decrease

in the U.S. level of crude oil imports. Yet inventory adjustments

reflecting perceived shortages led to supply disruptions and a 180-

percent increase in crude oil prices. -

It is estimated that the adverse economic effects of the 1979

disruption alone resulted in oil price increases that forced farmers

to pay as much as $5 billion more annually for their petroleum fuels

through 1983. Even though prices declined last year, much of this

legacy still remains.

SPR RESPONSE

The U.S. has responded to two damaging crude oil disruptions

over the past decade by moving to fill the Strategic Petroleum Re-

serve (SPR) with more than 460 million barrels of crude oil to date.

The National Council has been and continues to be an outspoken advo-

cate of diligence in filling the SPR, and in developing policies for

its timely and effective use.

The U.S. Department of Energy (DOE) has stated that, at

current levels of petroleum imports, the SPR now has sufficient
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crude oil inventory to offset a total cutoff of petroleum imports

for more than 90 days. However, U.S. consumers require petroleum

products--gasoline, diesel fuel, heating oil--not crude oil. To

risk overstating the obvious, refineries are necessary to accom-

plish that conversion. Therefore, it would seem th& the declara-

tion by DOE carries with it a vital, implicit assumption that suffi-

cient domestic refining capacity is available to convert the SPR

crude oil into needed products accessible to end use markets on a

timely basis during an emergency. That assumption may be valid

today. However, will it still be valid tomorrow?

A NEW VULNERABILITY?

The National Council is growing increasingly concerned that

the ability of this nation to deal with future energy emergencies

could be diminished significantly as a result of rising petroleum

product imports. An analysis of import data over the last four

years demonstrates an accelerated growth in imports of both fin-

ished and unfinished petroleum products, particularly gasoline.

The fact that new refineries are coming on stream in oil producing

nations, with others under construction or planned, makes it likely

that this trend will continue.

Increasing product imports may contribute to downward pressure

on fuel prices in the short term. Any fuel cost savings, when exam-

ined in isolation, certainly represent welcome news to hard-pressed

armers. However, closer assessment within a larger context identi-

fies potential short-run and long-run costs to agriculture of much

greater magnitude, particularly in a tight or disrupted market.

51-229 0 - 86 -- 11
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Product Imports Adversely Impact U.S. Refiners:

To the extent that product imports exacerbate the current

depression in the domestic refining industry, farmer-owned coopera-

tive refineries are also impacted. The refining sector, both U.S.

and world-wide, has been going through an extremely difficult ad-

justment period, in which surplus capacity has been shut down in

order to reach a new equilibrium of supply and demand.

A steadily growing volume of petroleum product imports has

exacerbated this adjustment process for the U.S. refining sector.

The strong U.S. dollar has combined with other key characteristics

of the international oil market to effectively deny U.S. refiners

access to product export markets, while making the U.S. the most

lucrative market for petroleum products in the eyes of overseas

refiners. Foreign governments have not hesitated to subsidize

products from their "national" refineries in order to penetrate the

U.S. market.

Implications for Co-op Petroleum System:

Major oil companies are able to offset refining losses for

considerable periods through their earnings from crude oil produc-

tion and other investments. Cooperative refiners by definition are

crude deficient and generally do not have other earnings with which

to weather such refining losses. The agricultural economy is going

through its own severe economic crisis, and certainly has no re-

serves from other sources to offset refining losses.

The National Council would point out that farmer-owned

cooperative refiners are not competitively disadvantaged because of

technological obsolescence, inefficiency or low productivity.
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These refineries have high yields of gasoline, diesel fuel and

heating oil amounting to 85-90 percent of their refined products,

and have invested millions of dollars to maintain efficient opera-

tions. Cooperative refiners on average are more efficient than the

norm tor major refiners, in both fuel efficiency and cash operating

costs.

Regional cooperatives which have been hard hit in other areas

can ill afford concurrent losses in their refining operations. In

the extreme, this could mean a shutdown of one or more cooperative

refineries. A total of $675 million in cooperative refinery assets

(hardware only) is potentially at risk. The impact of a major

write-off could be devastating for economically weakened coopera-

tives and their farmer-owners.

If the import trend continues and cooperative refineries are

forced to shut down, then the traditional role of cooperative re-

finers as a principal source for the cooperative marketing and dis-

tribution system in rural areas would be replaced by dependence on

imported products and a volatile spot market. These sources dry up

during a shortage.

Major oil companies are not well positioned to fill the void,

as they have continued to withdraw from rural America. Indeed,

there is real question as to whether SPR crude oil could be refined

and moved to all rural markets on a timely basis during an emergen-

cy, absent the cooperative refining system.

If cooperative petroleum marketers, and in turn their farmer-

members, were to lose part or all of their fuel supplies in the next

oil emergency, a fuel shortage could quickly degenerate into a food

crisis of far greater magnitude.
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WILL PRODUCT IMPORTS REDUCE SPR EFFECTIVENESS?

One critical question has emerged which goes far beyond the

issue of the survival of the domestic refining industry, and which

demands serious debate within the nation's energy policy community:

o Will petroleum product imports displace sufficient domestic

refining capacity to jeopardize the effectiveness of the

SPR?

The complex forces underlying increasing product imports are

examined in detail by several other witnesses. Regardless of the

causes, the National Council is concerned that should product im-

ports continue to increase, the trend could lead to an over-depend-

ence on imported products--creating a new kind of vulnerability

that could again result in gasoline lines and disruption-driven

price shocks in the next emergency.

Disruptions in the past have curtailed crude oil supplies.

Supply disruptions of the future may also cut off finished petroleum

products used in agriculture, transportation, home heating, indus-

try and defense. The SPR could still be utilized effectively in

response to either type of disruption, assuming that sufficient

domestic refining capacity is available and positioned to serve all

market segments.

THE ISSUE OF *FAIR" TRADE

If the economic survival of an American industry in the face

of foreign competition were the only issue being debated, then one

could argue--as some have-- that the problem should be addressed

solely under trade remedies. Then the burden would be similar to

that presently faced by a number of other U.S. industries: proving
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whether the root cause of the threat involves "unfair" trade prac-

tices by foreign Competitors.

In the case of the refining industry, the particular problem

would involve the use of dual pricing of crude oil by governments in

producing nations as a natural resource subsidy for export products

from their refineries. At stake would be jobs and the investment

base of an important cog in our national economy--certainly no snall

consideration. As stated earlier, farmer cooperatives and their

member-owners have a great deal at risk in this regard. And we are

convinced that unfair trade practices by foreign governments have

contributed materially to the skewed pricing structure which has led

to increased petroleum product imports penetrating the U.S. market.

However, in the case of this nation's oil supply lines, the

debate must transcend the traditional arguments regarding whether

the practices of foreign competitors are "fair" or "unfair". In no

other industry have we experienced two foreign embargoes which cur-

tailed a resource so vital to our economic and national security.

In no other industry has such action resulted in an 800-percent

increase in prices, perpetuated by the presence of a cartel.

Should product imports reduce the ability of domestic refiners

to convert domestic and SPR crude oil to needed products in the

event of a future emergency, it will matter not why the displacement

of domestic refining capacity occurred.

COMPELLING QUESTIONS DEMAND ANSWERS

Will petroleum product imports continue to increase?

Available information certainly suggests that product imports will

continue to increase. Consider the following. While U.S. refining
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capacity has decreased by 14% since 1982, OPEC and other Persian

Gulf nations have been increasing capacity by 50%. There are 17

grassroots refineries planned or under construction (or just

completed) in the world today. Only one of these is in an

industrialized, or consuming, nation. All of the countries that

are adding new refining capacity also have growing domestic crude

oil production or spare production capacity. Three of four such

refineries in Saudi Arabia alone have been designated as export

refineries. The strong U.S. dollar and existing or potential trade

barriers in Europe and Japan serve as strong indicators that most

exports by these refineries will be targeted for the U.S. market.

Will petroleum product imports displace sufficient domestic

refining capacity to jeopardize the strategic effectiveness of the

SPR in the next emergency? The National Council believes that

available data, while not providing all of the answers, certainly

raise serious cause for concern. The potential stakes are so high

that this question deserves the fullest investigation on an

expedited basis by this Subcommittee and other appropriate policy

bodies in government.

Unfortunately, the Administration seems to be hiding its head

in the sand and hoping zhat by ignoring the problem it will

disappear. In our view, this manner of behavior Is unacceptable.

Indeed, the National Council's Board of Directors, when addressing

this issue in a meeting on June 11, 1985, was so concerned that it

unanimously adopted the Resolution provided as Enclosure 1.

We must not let time dull our senses. Although not currently

in the headlines, the national energy security threat is real and
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omnipresent. Experts generally agree that a supply disruption is

likely to occur at sometime n the future. The only points still at

issue are "When" and "How severe." Current increases in petroleum

demand tn consuming nations are projected to continue, with a tight

market expected to return within a few years. Political instabili-

ties in major oil producing nations have by no means diminished and

are expected to continue as the norm. It is only a matter of time

before OPEC will again have effective control of the incremental

barrel.

The product import trend reminds us again that the world we

live in is a dynamic and complex system with one ominous constant--

change. Petroleum product imports represent the new factor in the

emergency preparedness equation, which possesses the potential capa-

bility of disarming the SPR, and turning this imposing strategic

weapon into the next Maginot Line.

Will the U.S. again turn a blind eye to emerging problems,

reacting to a crisis only after the fact, typically with too much of

the wrong solution? It would be a senseless tragedy if this nation

were to turn to the SPR in a future emergency and find it to be

rendered ineffective. This scenario could easily be realized if

strategic planning remains static in the midst of a rapidly

changing environment.

In closing, the National Council's member cooperatives are

farmer-owned. We have endured through two oil emergencies, with

farm fuel shortages and sharply higher prices. We are not anxious

to see mistakes of the past repeated needlessly in the next foreign

oil cutoff.
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Enclosure 2 is a White Paper, entitled "Petroleum Product

Imports: Implications for U.S. Agriculture," which the National

Council offers to the Subcommittee for the record as a sort of

"snapshot" of our analysis to date on this critical issue. Our

investigation thus far has generated as many questions as answers.

However, one consideration is increasingly coming into focus: If

product imports continue to increase, displacing domestic refining

capacity, a threshold will be crossed at some point which would

place our nation under the threat of a new kind of vulnerability.

At a minimum, that point would logically seem to lie above an equi-

librium between operational domestic refining capacity as compared

with domestic crude oil production, plus SPR drawdown capacity.

Indeed, the threshold may well have been crossed.

The National Council stands ready to work with others In

examining potential problems raised by product imports, and, if nec-

essary, in exploring possible appropriate policy responses. We

thank you for this opportunity to share our views, and would be

pleased to respond to any questions that members of the Subcommittee

may have.
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ENCLOSURE 1

National RESOLUTION OF

Council of BOARD OF DIRECTORS

Farmer NATIONAL COUNCIL OF FARMER COOPERATIVES

Cooperatives
9-85

IMPLICATIONS OF PETROLEUM PRODUCT IMPORTS
FOR U.S. AGRICULTURE

WHEREAS, U.S. Agriculture must have uninterrupted access

to equitably priced petroleum fuel supplies;

WHEREAS, since 197.3 two oil disruptions have

demonstrated that agriculture, at the end of petroleum supply

lines, is most vulnerable to energy disruptions;

WHEREAS, crisis-driven price increases in excess of 800%

have had devastating consequences for farmers and the U.S.

economy;

WHEREAS, farmers have invested in their own cooperative

petroleum system over the past 50 years in response to their

needs and vulnerabilities;

WHEREAS, the cooperative system represents the only

segment of the oil industry in which the consumers of its

products are also its owners, meaning a unique accountability

in terms of commitment of supply, service and price, and a

unique institutional perspective and sensitivity to this

nation's energy security;

1800 Massachuetts
Avenue. Northwest
Washmtgtn, IX ZW36
20Z1659-155



326

WHEREAS, a new kind of vulnerability threatens to emerge, as

gasoline and middle distillate imports have increased more than

three-fold within the last four years, and have approached 10% of

domestic demand, with further increases predicted;

WHEREAS, subsidized product imports from state-owned refineries

are displacing domestic refining capacity, and have the potential to

jeopardize the Strategic Petroleum Reserve's (SPR) effectiveness;

WHEREAS, rising product imports disproportionately impact upon

cooperative refineries, jeopardizing.$675 million in assets at a

time when the agricultural economy is going through a severe econom-

ic crisis;

WHEREAS, loss of these refineries would force the cooperative

distribution system to be dependent on imported products and a vola-

tile spot market--sources which dry up during a disruption;

WHEREAS, the National Council of Farmer Cooperatives is a

le-ading and respected voice in national energy emergency prepared-

ness policy debate;

THEREFORE, be it resolved that the Board of Directors of the

National Council of Farmer Cooperatives is deeply concerned about

the implications of these trends for U.S. agriculture, and urges

the U.S. Government:

e To determine on an expedited basis the level of operating

domestic refining capacity necessary to meet national dnd

economic security objectives, including the needs of Amer-

can agriculture; and
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To develop an appropriate policy response designed to

achieve the above objectives, while incorporating the fol-

lowing attributes to the maximum extent practicable--

- minimum adverse farm fuel price impacts; and

- minimum likelihood of trade retaliation.
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ENCLOSURE 2

National
Council of
Farnicr
Cooperatives

PETROLEUM PRODUCT IMPORTS:
Implications for U.S. Agriculture

May 1985

1$OO( M~is Khuins

A'cinuc. Nue hwes
WVuh. tnxon. iX: 20036
2O2 t,9-1.2s



329

Growing U.S. dependence oi - foreign
petroleum products could add an ominous new
dimension to the continuing threat of petro-
leum supply disruptions.

If this trend continues unabated, the
next emergency is likely to involve a cut-off
not only of crude oil but also of petroleum
products. Remaining domestic refining
capacity at that time may be inadequate to
convert SPR crude oil into needed prodncts.

The consequences for agriculture and the
nation would be devastating.
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PETROLEUM PRODUCT IMPORTS:
Implications for U.S. Agriculture
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PETROLEUM PRODUCT IMPORTS
Implications for U.S. Agriculture

EXECUTIVE SUMMARY

Farmer co:peratlves' heavy involvement in energy emergency
preparedness policy debate over the past 12 years hinges upon the
fact that U.S. agriculture must have uninterrupted access to
equitably-priced petroleum fuel supplies. Yet agriculture is
perhaps most vulnerable to energy supply disruptions.

It is this combination of need and vulnerability that led
farmers to invest in their own cooperative petroleum system over
the past 50 )ears. The cooperative system represents the only
segment of the oil industry in which the consumers of its
products are also its owners. This feature carries with it not
only a unique accountability in terms of commitment of supply,
service and price, but also a unique institutional perspective
and sensitivity to this nation's energy security.

History has demonstrated that even a relatively rinor
petroleum disruption can generate long gasoline lines, crisis-
driven price increases and devastating macroeconomic con-
sequences. Farmers were !orced to pay as much as $5 billion more
annually for their petroleum fuels from 1979 through 1983 as a
result of the Iranian disruption alone.

Imports of gasoline and middle distillates have increased
more than three-fold within the last four years, and have
approached 10 percent of domestic demand. Substantial evidence
exists that this trend may continue. A new kind of vulnerability
threatens to emerge, with potentially grave national security
implications.

Increasing petroleum product imports could displace
sufficient domestic-refining capacity to jeopardize the
Strategic Petroleum Reserve's (SPR) effectiveness.

- Remaining domestic refining capacity at some point
would be insufficient to refine domestic produc-
tion plus SPR drawdown in the event of another
disruption.

- Supply disruptions in the past cut off crude oil.
The next disruption could curtail finished fuels.

- Farmers and other U.S. consumers require petroleum
products, not crude oil. Refineries are necessary
to accomplish that conversion.

ii
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EXECOTIVE SUMMARY (continued)

Rising product imports exacerbate the current depres-
sion in the domestic refining industry.

- Cooperative refineries are disproportionately
impacted, as they generally do not have offsetting
crude oil earnings. Additionally, the agricul-
tural economy is going through its own severe
economic crisis. A total of $675 million in
cooperative refinery assets is potentially at
risk.

- If cooperative refineries are forced to shut down,
then their traditional role as the principal
supply source for the cooperative distribution
system would be replaced by dependence on imported
products and a volatile spot market. These
sources dry up quickly during a disruption, and a
fuel shortage could quickly degenerate into a food
crisis.

Available information suggests that product imports
will indeed continue to increase:

- Arab OPEC nations have already added or are in the
process of adding four new refineries with a
combined capacity in excess of 1,000,000 barrels
per day.

- Most exports by these refineries will be targeted
for the U.S. market.

- Almost half of all refining capacity, outside of
Communist countries and the U.S., is now state-
owned and controlled. Products from these
refineries are often subsidized.

The potential stakes are so high that petroleum product
import trends, and their implications for U.S. agriculture and
fo- national energy security, deserve the fullest investigation
on an expedited basis.

May, 1985

NCFC

tit
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PETROLEUM PRODUCT IMPORTS:
Implications for U.S. Agriculture

FUEL ACCESS CRITICAL TO U.S. AGRICULTURE

One fundamental premise underlies agriculture's unique ties
to its energy inputs:

U.S. agriculture must have uninterrupted access to
equitably priced supplies of petroleum fuels, in
order to assure dependable supplies of food and
natural fiber for the nation and the world.

Agriculture lies at the end of petroleum supply lines. Past
disruptions have been felt first and most acutely in rural areas.

Timing is critical. While the energy needs of agriculture
are seasonal and variable, they are specific and essential.
Agriculture, as opposed to industrial operations, cannot make up
for lost production at a later date. A disruption of even a
abort duration can result in crop losses for an entire year.

It is this combination of need and vulnerability that led
farmers to invest in their own petroleum supply and distribution
systems over the last 50 years.

Today, supply cooperatives own and operate five efficient
refineries possessing an aggregate production capacity of 337,700
barrels per stream day. Farmer cooperatives market petroleum
products in more than 40 states and currently supply about 45% of
all on-farm fuel and a large portion of rural needs.

The cooperative petroleum system represents the only segment
of the oil industry in which the consumers of its products are
also Its owners. This feature carries with it not only a unique
accountability in terms of commitment of supply, service and
price, but also a unique institutional perspective and sensi-
tivity--borne of the painful experiences of two oil supply
disruptions in the past decade--to this nation's energy security.

1 The National Council of Farmer Cooperatives is an association

of cooperative businesses which are owned and controlled by
farmers. Its membership is comprised of 107 major marketing
and farm supply cooperatives, the 37 banks of the cooperative
Farm Credit System and 32 state councils of farmer coopera-
tives. The National Council represents about 90% of the more
than 6,100 farmer cooperatives in the nation, with a combined
membership of nearly two million farmers. The National
Council has been heavily involved in national policy debate
concerning energy emergency preparedness for the past 12
years.
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CONTINUED THREAT OF DISRUPTIONS

History has demonstrated that -a relatively minor supply
disruption can generate long gasoline It.es, crisis-driven price
increases and devastating macreeconomic consequences. For
example, during the Iranian disruption in 1979, there was 'o
actual decrease in the U.S. level of crude oil imports. Yet
inventory adjustments reflecting perceived shortages led to
supply disruptions and a 180-percent increase in crude oil
prices.

It is estir.iated that the adverse economic effects of the
1979 disruption alone resulted in oil price increases that forced
farmers to pay as much as $5 billion more annually for their
petroleum fuels through 1983. Even though prices have declined
recently, much of this legacy still remains.

The national security threat is real[ Experts generally
agree that a supply disruption is likely to occur at some time in
the future. The more compelling questions have been "When?" and
"How Severe?".

* Current increases in petroleum demand in consuming
nations are projected to continue.

* A tight market is eventually expected to return, with
demand and supply in close balance.

* Political instabilities in major producing countries
are expected to continue as the norm.

* OPEC will again have effective control of the in-

cremental barrel.

SPR RESPONSE

The U.S. has acted to avoid a repeat of damages wrought by
two crude oil disruptions over the past decade by filling the
Strategic Petroleum Reserve (SPR) with more that 460 million
barrels of crude oil to date. The SPR is intended to be the
first and major line of defense against the next disruption.

The U.S. Department of Energy (DOE) has stated that, at
current levels of petroleum imports, the SPR now has sufficient
crude oil inventories to offset a total cutoff of petroleum
imports for more than 90 days. This statement may have been
correct from a strict volumetric consideration, but doubts arise
when one looks at recent import volumes and the anticipated SPR
drawdcwn capacity.
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" According to DOE, 1984 petroleum imports averaged 5.184
million barrels per day (MMBPD), excluding SPR imports.
Of that total, 3.206 MMBPD were crude oil imports and
1.979 MMBPD were product imports.

* Although the SPR drawdown capacity is currently rated
at approximately 2.3 MMBPD, it scheduled to go to 4.5
MMBPD.

Further, it must be recognized that U.S. consumers require
petroleum products--gasoline, diesel fuel, heating oil--not crude
oil. To risk overstating the obvious, refineries are necessary
to accomplish that conversion.

Therefore, it would seem that the statement by DOE carries
with it a vital, implicit assumption that sufficient domestic
refining capacity is available to convert the SPR crude oil into
needed products accessib, to end use markets on a timely basis
during an emergency.

PETROLEUM PRODUCT IMPORTS MAY THREATEN NATIONAL SECURITY

Two new questions are emerging which demand serious debate
within the nation's policy community:

Are product import trends such that future disruptions
will involve refined products?

Will sufficient domestic refining capacity be available
to utilize the nation's SPR in such an event?

The ability of the nation to deal with future energy
emergencies could be diminished significantly as a result of
rising petroleum product imports. Should this lead to an over-
dependence on imported products, grave national security implica-
tions may arise in the form of a new kind of vulnerability that
could again result in gasoline lines and disruption-driven price
shocks in the next emergency.

" Barring a change in petroleum product import trends,
the next foreign supply disruption could easily curtail
a significant portion of the nation's finished fuels
used in agriculture, transportation, home beating,
industry, and defense.

" Supply disruptions in the past cut off crude oil, with
resultant gasoline lines and devastating macroeconomic
consequences. Absent a sharp reduction in the rate of
growth in petroleum product imports, supply disruptions
of the future will also cut off finished products.
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" The SPR can be used effectively in response to elthar
type of disruption, assuming that sufficient domestic
refining capacity is available and positioned to serve
all market segments.

" To the extent that C.S. refining capacity is displaced
by product imports, remaining capacity will eventually
be insufficient to meet vital domestic energy needs in
the event of another supply disruption.

- It is extremely expensive to "mothball" refin-
eries Most surplus refining capacity will likely
be scrapped.

- Remaining idle capacity would be difficult or
impossible to reactivate-on a timely basis during
an emergency. Time is required not only to
reactivate refining equipment but also to train
operating personnel and develop working inven-
tories of crude oil and products.

- It takes years, not months, to construct new
refining capacity and bring it onstream. Environ-
mental obstacles make it almost impossible to gain
approval of a new "grassroots" relinery.

The maintenance of a competitive and technologically
advanced domestic refining industry is vital to
Insuring the availability of petroleum product supplies
in an emergency, if the effectiveness of the SPR in
responding to shortages is to be maintained.

PRODUCT IMPORTS DISPLACF U.S. REFINING CAPACITY

The U.S. refining sector, already buffeted by thin or
negative margins, is now faced with a steadily growing volume of
petroleum product imports (see "TREND ANALYSIS IN IMPORT DATA,"
Enclosure i). This trend derives from a series of complex
factors:

WORLD MARKET FACTORS

" Surplus Conditions--A world-wide refining capacity
surplus, coupled with the current crude oil glut and
the inability of the OPEC cartel to adjust production
to reflect existing world market requirements, has
flooded the market with petroleum products.

" Strong Dollar Makes U.S. Most Lucrative Market--Tbe
federal deficit, high interest rates, and U.S economic
strength have created such a strong, over-valued dollar
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that U.S refiners, as well as other exporters, are
excluded from world markets. Conversely, a strong U.S.
dollar has helped to make the U.S. market increasingly
attractive to imports, including fertilizer, automo-
biles, steel, textiles, leather goods--and most
recently, petroleum products.

Gasoline is a By-product Overseas--Many overseas
refineries are designed to yield heavier fuel oil
products for local markets and therefore need to export
surplus gasoline to the U.S. at whatever price will
assure a market.

Import Barriers in Other Consuming Nations--Some other
consuming nations (most notably Japan) have moved to
erect barriers against petroleum product imports,
largely for national security reasons. Surplus
petroleum products thus tend to be focused on the U.S.
market where trade barriers are essentially non-exis-
tent.

OPEC FACTORS

Quota Subversion Device--Since OPEC countries are
constrained by official crude oil quotas and prices,
they also use product exports as a means of subverting
the production quota system to increase exports and
generate much needed dollars.

Dual Crude Pricing--Products from new export refineries
in producing countries are being sold in the global
spot market at prices that net back crude values well
below cartel-set, official sale prices in those same
countries. In other words, these government-owned
refineries are internally subsidized in order to
discount cartel-set prices and penetrate markets.

Major Increase in Arab OPEC Refining Capacity--Arab
OPEC nations have already added or are in the process
of adding four new refineries with a combined capacity
in excess of 1,000,000 barrels per day. These Arab
States are thus increasing capacity by about 50% at the
same time that U.S. domestic refining capacity has
undergone a major contraction. (See Enclosures 2 and 3
for further discussion of "COMPARATIVE REFINING
CAPACITIES" and "POTENTIAL EFFECT OF NEW OPEC EXPORT
REFINERIES ON THE REFINING INDUSTRY IN THE UNITED
STATES")
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U.S. REFINING FACTORS

Costs of Regulation--U.S. refiners cannot match the low
raw material, energy, and regulatory compliance costs
of their foreign competitors; nor do they receive
government subsidies which accrue to many large
overseas refiners. Furthermore, flagrant abuses in the
present U.S. tariff system involving petroleum products
have resulted in an influx of imported products which
violate the very EPA standards that are enforced so
rigorously upon domestic refineries.

" U.S. Refining Efficieocy--U.S. refiners ire NOT
competitively disadvantaged because of technologi-ca
obsolescence, inefficiency or low productivity. In
fact, the U.S. industry is the world leader in these
areas and has invested billions of dollars to maintain
its lead.

COOPERATIVE REFINING FACTORS

" Cooperative Refineries Efficient--Farmer-owned coopera-
tive refineries have yields of gasoline, diesel fuel
and heating oil amounting to approximately 85 to 90$
of their refined products.

" Cooperative Refineries are Quite Efficient Relative to
Major Refineries:

- At optimum utilization rates, average cooperative
refinery cash operating costs were $0.87 per
barrel lower than the average for major refi-
neries in 1983.

- In 1983, the average cooperative refinery was 25%
more fuel efficient than the average major
refinery.

" Disproportionate Impact on Cooperative Refiners--Major
oil companies are able to offset refining losses for
considerable periods through their earnings from crude
oil production and other investments. Cooperatives and
other independent refiners are by definition crude
deficient and generally do not have crude production
earnings with which to weather such refining losses.
The cooperative system certainly has no reserves from
other sources, as the agricultural economy is going
through its own economic crisis.
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ECONOMIC HARDSHIP FOR TER AGRICULTURAL COMMUNITY

Increasing product imports may contribute to downward
pressure on fuel prices in the short term. Any fuel cost
savings, when examined in isolation, certainly represent welcome
news to bard-pressed farmers. However, closer assessment within
a larger context identifies potential short-run and long-run
costs to agriculture of much greater magnitude:

A PROBLEM, NOT A SOLUTION

A continuing decline in the U.S. refining industry
would tend to reduce competition and would lead
ultimately to increased import prices. The displace-
ment of U.S. refining capacity by imports is not a
solution; rather it is a serious problem.

* The U.S. seeks a market-oriented system, which, by Its
very nature, must rest on competition. Foreign export
refiners seek to eliminate competition.

" The margin squeeze on the domestic refining industry
also translates into operating losses for farmer-owned
cooperative refiners. Regional cooperatives which have
been bard bit in other areas can ill afford- concurrent
losses in their refining operations.

4 If product imports in fact exacerbate already depressed
conditions, it could mean a shutdown of one or more
cooperative refineries. Economically weakened cooper-
atives may be unable to survive the write-off of these
investments. A total of $675 million in cooperative
refinery assets (hardware only) is potentially at risk.

RURAL DISTRIBUTION IN JEOPARDY

Farmers could face excessively hih fuel prices, and
indeed, a possible loss of fuel during critical
operations.

In agriculture, a fuel disruption of even short
duration at the wrong time can result in crop losses or
sharply reduced yields for that entire year. Even a
modest petroleum disruption under the conditions just
described could quickly turn into a food crisis of far
greater magnitude. (For a further discussion of the
adverse impact on agriculture of a fuel supply disrup-
tion, see Enclosure 4, "U.S. AGRICULTURE AND THE RURAL
PETROLEUM SYSTEM.")
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Over the longer term, the traditional role of cooper-
ative and other U.S. independent refiners as the main
supply source for cooperative and independent marketers
in rural areas could be increasingly replaced by
imported products and a volatile spot market. These
sources dry up during a shortage. Major oil companies
are not well positioned to fill the void, as they have
continued to withdraw from rural America.

" The SPR could not be used to displace lost supplies,
particularly in"rural areas, if sufficient domestic
refining capacity is not available, or properly,
located, to process the crude into needed products and
move those products to market on a timely basis.

" Thus, should increased product imports displace
domestic refining capacity, farm operators and rural
communities would be far more likely to endure serious
shortages during the next petroleum emergency.

COMPELLING QUESTIONS REQUIRE ANSWERS

Will petroleum product imports displace sufficient domestic
refining capacity to Jeopardize the strategic effectiveness of
the SPR? That is the most compelling question raised by this
White Paper.

" The brief analysis of import trend data and underlying
factors reminds us again that the world we live in !s a
dynamic and complex system with one ominous constant--
change.

* Petroleum product imports represent the new factors in
the emergency preparedness equation, which possess the
potential capability of disarming the SPR, and turning
this imposing strategic weapon into the next Maginot
Line.

* The National Council believes that available data raise
serious cause for concern. The potential stakes are so
high that this question deserves the fullest investiga-
tion on an expedited basis at the highest policy levels
of government.
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Will the U.S. again turn a blind eye to emerging problems,
reacting to a crisis only after the fact, typically with too much
of the wrong solution?

It would be a senseless tragedy if this nation were to
turn to the SPR in a future emergency and find the SPR
to be ineffective. This scenario could easily occur if
strategic planning remains static in the midst of a
rapidly changing environment.

What would be the impact on agriculture?

" If the trend toward U.S. dependence on imported
products continues unabated, the next emergency is
likely to involve a cut-off not only of crude oil but
also of petroleum products. The consequences for
agriculture and the nation would be devastating.

" U.S. agriculture must have uninterrupted access to
equitably priced supplies of petroleum fuels, in order
to assure dependable supplies of food and natural fiber
for the nation and the world.

" Agriculture lies at the end of petroleum supply lines
and would be the first to suffer in the event of a
disruption.

The National Council's member cooperatives are farmer-owned.
We have lived through two oil emergencies, with farm fuel
shortages and sharply higher prices. We are not anxious to see
mistakes of the past repeated needlessly in the next foreign oil
cut-off. We stand ready to work with others in examining
potential problems raised by product imports and, if necessary,
in exploring possible appropriate policy responses.

May 1985
NCFC
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ENCLOSURE 1

TREND ANALYSIS IN IMPORT DATA

A detailed aa:y'4is of DE i'rport z3ta over the las, four
y- Irs deT. orstrates in accelerate d rrowt -r :,ports 'f th
finished and unfinished petr.:e' pro !,i-ts.

Growth in Gasoline Imports--As il!ustrited in 7bles 1
and 2 below, total iGpor:s of finished gaso' ine,
blending stocks and unfinished oils increaseL' hy a
fa-tor of 231% from 1981 to 1984. These sate total
gasoline" imports represen' in incr-ase from 4.5% cf

U.S. gasolinee supplied in 1981 (6,588 MBPD} tL l.J.3% in
1984 (6,69S MBPLD).

Table 12

Imports of Gasoline and Gasoline Components
1981-1984

in
Thousand Barrels per Day

Finished Blending Unfinished
Year Gasoline Stocks Oils Total

!98i 150 22 126 298
1982 186 39 n03 428
1983 249 35 268 552
1984 291 79 319 689

Table 2

1984 Imports of Gasoline and Gasoline Components
as a Percentage of

1981 Imports of Gasoline and Gasoline Components
(Based on Table 1 above)

Finished Blending Unfinished
Gaseline Stocks Oils Total

1984/
1981 194% 359% 253% 231%

The trends nay be understated, as DOE-reported imports are as
much as 25 percent less than volumes reported by the U.S.
Customs Service.
Petroleum Supply Annual, & Petroleum Supply Monthly,
T91-4), Energy Information Administration, Department of
Energy. Unfinished oils itclude naphtha, special naphtha,
and other oils.
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Middle Distillates--Table 3 illustrates that imports of
middle distillates (e.g., diesel fuel, home heating
oil) are rising at a dramatic rate. Although absolute
levels are not yet significant, the trend bears
watching.

Table 33

Imports of Middle Distillates
in

Thousand Barrels Per Day

Year Total

1981 173
1982 93
1983 174
1984 270

" Tariff Differentials and Abuses--Anomalies in the
current tariff schedule have apparently facilitated
much of the surge in product imports.

- Much of the naphtha and sub-specification gasoline
being imported is entered directly, or indirectly,
into the gasoline market to compete head-to-head
with domestically refined product and imported
gasoline which has incurred the full finished
product tariff.

- Yet, these "unfinished" products enter the country
incurring less than 20% of the tariff assessed on
finished product as demonstrated in Table 4.

- While the International Trade Commission (ITC) and
other jurisdictional policy bodies are currently
investigating these developments, there is no
assurance at present that effective corrective
actions will be forthcoming.

3 Ibid at Footnote 2
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Table 4

Import Duties on
Selected Petroleum and Petroleum Products

Tariff in
Product Cents per Barrel

Crude Oil and
Distillate & Residual Fuels:

under 259 A.P.I. 5.25
25* A.P.I. or more 10.50

Motor Fuels: Finished Gasoline,
Diesel & Jet Fuel 52.50

Naphtha & Unfinished Oils 10.50
Ethanol 2,520.00

CBI Ethanol Loophole--Importers are utilizing a
loophole presented by the Caribbean Basin Initiative
(CBI) to avoid the present tariff on anhydrous fuel
ethanol.

- Alcohol from Brazil and Spain is being shipped to
Caribbean sites for "manufacture" or "processing"
-- actually a drying process--in order to qualify
for special tariff exemption treatment under the
Caribbean Basin Initiative Program.

- Since this additional processing occurs in the
Caribbean, the normal ethanol tariff of $0.60 per
gallon ($25.20 per barrel) is avoided, thereby
frustrating the original intent of the tariff
which was designed to offset the tax credit of
$0.60 per gallon received upon sale.

- This serves to drive down the value of domestic
gasoline' and alcohol fuels, further exacerbating
depressed industry conditions.

Import Violations--The available data mask even more
serious abusive practices.

- Evidence strongly suggests that cargoes are being
miscertified to qualify for lower tariff classifi-
cation (e.g., gasoline registered as naphtha).
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- Evidence also suggests that importers are miscer-
tifying lead levels of incoming "gasoline"
cargoes. Such miscertification enables importers
to abuse the lead rights trading program and to
violate U.S. laws by selling leaded gasoline
exceeding EPA lead limits or by representing
leaded gasoline as unleaded product.

- Gasohol imports, which bear gasoline duties of
1.25 cents per gallon are also reportedly being
miscertified. In some instances, importers have
understated ethanol content to avoid the much
higher ethanol tariff. One cargo was found to
contain thrity percent ethanol, or 3 times the EPA
limit of 10%.
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COMPARATIVE REFINING CAPACITIES, U.S. vs. OPEC

The U.S. refining industry is undergoing a major contrac-
tion. From 1981 through 1983, 2 million barrels per day (BPD) of
capacity were shut down permanently, with an additional I million
BPD idled. Capacity in excess of I million BPD was shut down
during 1984. An additional I million BPD could close down in the
near future. Yet, in spite of a contraction in existing capacity
in the U.S. and other consuming regions, offshore refining
capacity is expanding in oil producing regions.

While U.S. refining capacity has decreased by 14% since
1982, OPEC countries have been increasing capacity by
50% over the same period. See "COMPARATIVE REFINING
CAPACITIES, United States vs. OPEC." on the following
page.

Almost half of the world's refineries, outside of the
U. S. and Communist countries, are now government-owned
and controlled. Products from these refineries are
typically subsidized internally as necessary to
discount cartel-set prices or to penetrate markets.

There are 17 grass roots refineries planned and under
construction--or just completed--in the world today;
only one of these is in an industrialized nation
(Canada). Saudi Arabia has 4 of the 17 plants, and 3
of those are designated as export refineries and are
designed to produce petroleum produc for the U.S.
market.

All of the countries that are adding new :efining
capacity also have growing domestic crude oil produc-
tion or spare production capacity.

A combination of factors mentioned earlier, most
notably the strong U.S. dollar and existing or poten-
tial trade barriers in Europe and Japan, strongly
suggests that most exports by these refineries will be
targeted for the U.S. market.
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1 vs. OPEC
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of Energy, 1984.

2 Source, OPEC capacitLest 1981-1985, Oil & Gas Journal, Annual Worldwide Reports;
1986, Waghington Bulletin, national Petroleum Itefiners Association, October 12,
1984.

3 In this case, OPEC includes the 13 OPEC members plus two non-OPEC members
Babrain and Oman. The drop in capacity from 1981 to 1M2 reflects the reduction
In operable Iranian capacity.
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POTENTIAL EFFECT OF NEW OPEC EXPORT REFINERIES ENCLOSURE 3
ON THE REFINING INDUSTRY IN THE UNITED STATES

New, government-controlled export refineries coming on streak in
the next few years in various OPEC countries will displace other
refining capacity throughout the world. Some production from the
first reflneries to start up has already entered the Un! ted
States, even though other market destinations would be mo-e logi-
Cal when assessed from a transportation cost perspective alone.

Significant national security considerations arise when exai-niri;
the graph below, which demonstrates the potential impact on U.S.
refining of new OPEC refineries. The shaded area represents the
shortfall of domestic refining capacity as compared with domestic
demand for refined products.

By 1988. even If remaining domestic capacity were opested at the
maximum sustainable rate, It would be able to accommodate on'y
U.S. crude oil production, plus 2.5 million barrels per day (bpdl
of Strategic Petroleum Reserve (SPR) drawdown. The ultimate
deliverability of the SPR will be 4 million bpd. U.S. refining
capacity would be able to supply only 13.1 million bpd of the
1S.8 million bpd demand forecast in this scenario. During a
serious petroleum supply shortfall, reduction in demand or some
other source of supply would have to make up the remain; 2.5
million bpd shortfall.

Crude oil shortages of considerably smaller magnitude than tn s
hypothetical product shortfall have exacted heavy economic pema.
ties in the last two disruptions.

IMPACT OF OPEC IMPORTS ON
U.S. REFINING CAPACITY

Is
18

17

16
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102

73 74 73 78 77 78 79 80 81 62 83 84 a3 85 87 8, (Year
Source: Graph prepared by texas City "elning using data frcr%. Throu.:ut

Capacity through 1984: OCE; CPEC Refining Capacities: t.dcatcm
Procesin C3nstruction Baos$ore.
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ENCLOSURE 4

U.S. AGRICULTURE
AND

THE RURAL PETROLEUM SYSTEM1

FOSSIL FUELS KEY TO AGRICULTURE'S SUCCESS:

Agriculture is the backbone of the U.S. economy. Not only does
the agricultural c o'munity provide the food and fiber essential to
the health and economic prosperity of the United States; but, in a
very real sense, it feeds much of the rest of the world as well.

Perhaps no element of our economy fulfills such a crucial, global
responsibility. If agriulture in this country were, for some
reason, unable to meet that responsibility efficiently, the ef-
fects would be felt all too swiftly on a worldwide scale. About
2.5 million farm families produce enough food and natural fiber to
feed and clothe 235 million Americans. These same farm families
also export enough agricultural products to offset more than half
of our annual bill for oil imports.

The high level of U.S. agricultural productivity, taken for grant-
ed by many, depends heavily on critical petroleum fuel inputs to
facilitate the conversion of energy from the sun into food and
natural fiber. By adopting technologies based heavily on fossil
fuels, farmers have doubled output levels since 19,40, without
using more cropland. Labor productivity has increased more than
ten-fold during that time, with one farmer now producing enough to
feed himself and 79 others.

Given the vagaries of nature and the perishable characteristics of
agricultural products, timing is critical to operations. Farmers
and other components of the food and natural fiber system must
have fuel in sufficient quantities and at the appropriate time and
place to ensure full food and natural fiber production.

DISRUPTION IMPACTS ON AGRICULTURE -- AVAILABILITY AND PRICE:

A petroleum disruption can quickly generate serious adverse im-
pacts on U.S. agriculture in two ways--availability and price.

Shortages of fuel are of the most immediate and overriding con-
cern, as even a disruption of short duration at the wrong time can
result in crop losses or sharply reduced yields for that entire
year.

I This white paper was prepared under the auspices of the National
Council of Farmer Cooperatives, to offer a brief perspective on
how energy supply disruptions impact upon the delicate relation-
ships between agriculture and its rural petroleum distribution
network. Revised May 1985.

51-229 0 - 86 -- 12
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One USDA analysis estimated that a 10-percent shortage at the
far7 could lead to a 55-percent increase in farm commodity pric-
es. Fuel shortages similarly affect processing and distribution
operations, and can cause spoilage losses and prevent food from
ultimately reaching the consumer.

Sharp rises in energy costs resulting from a disruption are also
cause for concern. For example, each 10-percent increase in ener-
gy costs across the food3system can raise food prices 1.2 percent,
if fully passed through.

In the short-term, however, the farmer as a 'price taker" in a
truly competitive marketplace must absorb such cost increases
(Beyond the farm gate, costs can be more readily passed on).

Unfortunately, disruption-driven price increases generally tend to
become a permanent fixture. American agriculture and the economy
are still paying a heavy price generated by the 1979 disruption.

To place the economic effects of the last disruption in perspec-
tive, it is estimated that the resultant oil price increase meant
that farmers spent as much as $5 billion more annually for their
petroleum fuels through 1983. Contrast this increased input cost
alone with depressed net farm income levels in the range of $16-
31 billion annually during that period. As natural gas moves
toward decontrol, this critical fuel and feedstock will also in-
creasingly reflect jumps in oil prices.

Agriculture can Ill afford any disruption-driven additions to this
continuing legacy, especially in light of the grim prognosis for
farm income over the next several years.

The American consumer ultimately bears disruption-related costs as
they Impact upon agriculture--be the problem availability or
price--in the form of higher food prices. This is no small mat-
ter, as food is a basic and essential commodity which accounts for
about 17 percent of total consumer expenditures, with the share
rising to 40 percent for low income groups.

ROLE OF THE FARMER COOPERATIVE PETROLEUM SYSTEM:

Among the farmer cooperatives the National Council represents are
supply cooperatives which own and operate five efficient refiner-
ies possessing an aggregate production capacity of 337,700 barrels
per stream day, and whose yields of gasoline, diesel fuel and
heating oil amount to approximately 85 - 90 percent of their
refined products.

2 "Constrained Input-Output Simulations of Energy Restrictions in
the Food and Fiber System," J. 8. Penn and George 0. Irwin, USDA
AER Report No. 280, February 1977.

3 For a food system analysis, see "Energy Policies: Price Impacts
on the U.S. Food System," USDA/ESCS, 1979.
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While this represents only about two percent of United States
refining capacity, cooperatives market petroleum products in ore
than 40 states and currently supply about 40 percent of all on-
farm fuel and a large portion of rural needs.

About three-fourths of the petroleum products sold by fanner ccop-
eratives go to farmers, with the remaining volumes sold to other
rural customers. This dlstr~butlon network for petroleum products
is unique and irreplaceable.

Farmer cooperative responsibilities have steadily increased, in
large part due to partial and total market withdrawals in rural
areas by major oil companies. The economic forces causing the
withdrawal of these companies from rural markets are understanda-
ble. However, the responsibility of serving not only farmers but
rural communities which support farming fall more heavily on coop-
eratives and other independent refiners. In 1979, more than 900
communities were supplied solely by farmer cooperatives, with the
total growing each year.

Farmer cooperative petroleum operations represent the only segment
of the oil industry in which the consumers of its products are
also its owners. This feature carries with it a unique accounta-
bility in terms of commitment of supply, service and price.

AGRICULTURAL VULNERABILITY TO PETROLEUM DISRUPTIONS:

The rural petroleum system's ability to meet agricultural needs is
heavily dependent upon the ability of farmer-owned and other inde-
pendent refiners serving rural markets to obtain adequate supplies
of crude oil at competitive prices.

The past decade has provided ample evidence that energy supply
life lines to farm and rural communities are particularly sensi-
tive to disruptions. In particular, the Arab Oil Embargo in 1973
and the Iranian shutoff in the spring of 1979 both placed great
stress on fuel supply lines to rural areas, with many farmers
experiencing difficulty in getting sufficient fuel for critical
operations.

These crude oil disruptions generally impact first and hardest
upon farmer cooperative and other Independ.it refiners, whether
generated by absolute shortfalls In supply or such high prices
that the crude oil is unavailable as a practical matter. For
example, as a consequence of the Iranian disruption in early 1979,
cooperative refiners lost a significant portion of their crude oil

4 A thorough description of this system is contained in Petroleum
Cooperatives, 1982, by E. Eldon Eversull and John R. Dunn, USDA,
AG5 Research Report No. 46, May 1985.
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supplies and were forced to run at 50 percent of capacity (com-
pared to an industry average of 85 percent). Further, crude oil
acquired by farmer cooperatives was priced well above the national
average.

The resulting market impacts were predictable. Other refiners
were not positioned to serve the rural distribution system. Even
those who could have were committed to their own markets and busi-
ly rebuilding their inventories in anticipation of increasing
shortages. As a result, rural areas experienced serious diesel
fuel shortages during the spring planting season and winter wheat
harvest, and farmers bore a disproportionate share of OPEC-driven
price increases.

When fuel shortages first emerged in the spring of 1979, DOE offi-
cials Initially responded to requests for assistance with a cava-
lier "agriculture will just have to muddle through." Only when
the problem magnified to a potential agricultural disaster did a
belated action emerge in the form of Special Rule No. 9, provid-
ing an agricultural priority for diesel fuel allocation. While
this measure helped somewhat, there were simply insufficient sup-
plies in the rural distribution network to make up for the losses
occasioned by regional crude oil shortages.

Emergency crude oil allocations did ultimately move crude oil
supplies to cooperative refineries. Unfortunately, this action
did not occur for several months--well after spring planting. Had
regional shortages been brought into balance early on at the crude
oil end, reimposition of product allocation likely would have been
avoided--and the panic-induced price spiral minimized.

Agriculture indeed was fortunate to "muddle through" somehow dur-
ing past crises. Effective and timely distribution of crude oil
from the Strategic Petroleum Reserve (SPR) to domestic refiners
serving rural markets represent the key to avoiding a painful
duplication of past mistakes when confronting future shortages.

MI.
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Senator WALLOP. Thank you, Mr. Van Arsdall, I appreciate your
timeliness.

Let me just suggest to all of you, what we are hearing here is
more than just tax interest, and it is going to be my intention to
circulate this hearing testimony through the Energy Committee
and through the Armed Services Committee. To date, this morning,
the only real assessment that we have had of the national security
issues was briefly from Dr. Ikle. It seems as though DOD is perhaps
the only one really looking down that road long enough.

I appreciate very much the nature of your summaries, because I
have read most of your testimonies, and the full amount of it is im-
portant to the Congress to work with. So, I appreciate it.

Mr. Hancock.

STATEMENT BY NOLAN HANCOCK, CITIZENSHIP LEGISLATIVE
DIRECTOR, OIL, CHEMICAL AND ATOMIC WORKERS INTERNA-
TIONAL UNION, WASHINGTON, DC
Mr. HANCOCK. Thank you, Mr. Chairman.
Members of the committee, my name is Nolan W. Hancock, and I

am the citizenship legislative director of the Oil, Chemical &
Atomic Workers International Union. We appreciate this opportu-
nity to testify on behalf of OCAW concerning the use of taxing au-
thorities to effect national energy policy.

U.S. energy policy is being adversely affected by unfairly subsi-
dized imports of gasoline which are causing shutdowns of addition-
al refineries and the loss of essential and skilled personnel.

The market-distorting practices of OPEC and the tariff and non-
tariff barriers of Japan and Europe are affecting our ability to
meet U.S. energy requirements. Crude is worthless without the
ability to refine it. The question is, where is it going to be refined
in the future? If you want the market to set energy prices and allo-
cate its use, as well as to protect our national security, you have to
focus those policies on our refinery industry.

The primary focus up to now has been on crude oil. As foreign
government monopolies move directly downstream into refining, it
changes everything. The shift from undue dependence on crude
and residue oil to an increasing dependence on gasoline and gaso-
line-blend stocks-this undermines our previous assumptions on
energy policy and national security and is actually thwarting those
policies.

The rapidly increasing volume of imports of refined products has
had a devastating effect on employment. The Department of Labor
estimates that there are 20,400 fewer production workers in petro-
leum refineries today than at the end of 1980. This ripple effect,
triggered by refinery layoffs, can devastate entire communities. As
an example, when Texaco decided to reduce capacity by half at its
Port Arthur, TX, refinery, 1,400 OCAW workers were laid off.
Texaco estimates that the elimination of I refinery job in Texas re-
sulted in the elimination of 5 additional local jobs and up to 13
other jobs elsewhere in the State. Communities that until recently
were thriving may soon become ghost towns.

Refineries require highly skilled employees to operate efficiently
and safely. Once a refinery is shut down, these workers are dis-
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persed. When we need t6 restart those idle refineries or to build
new ones to meet our critical needs, many of these employees
cannot be found to return to their jobs. You cannot run a refinery
without the skilled workers.

The policy implications are clear: The United States is allowing
its ability to convert crude oil into essential refined products to be
destroyed and replaced with imports from refineries halfway
around the world, from China to Saudi Arabia.

Imports have injured domestic refiners by reducing their historic
market shares and by pushing down prices to the point where prof-
itability is severely jeopardized.

The ability of foreign producers to sell cheaply is not due to any
advantage in technology or productivity; rather, it is a direct result
of foreign dumping of government policies that subsidize refinery
operations.

The loss of jobs in the refinery industry are not related to wage
rates. High wage rates are not the problem, because labor costs are
not a great factor in the refining industry. For OCAW, 5,539 mem-
bers have lost their jobs in 33 closed plants that were organized by
our union. That was through the end of 1984. We estimate that
overall we have lost over 12,000 jobs in the refining industry.

We know that since 1979 Saudi Arabia has increased its refining
capacity by 77 percent. Six Middle East and North African refinery
projects are scheduled to come onstream soon, and the U.S. market
is going to be the target of those foreign producers.

Mr. Chairman, we certainly urge this committee to take a look
at the areas where your taxing policy can have an effect. We want
you to know that we are supporting Senator Long's bill, S. 1292,
which we appreciate very much.

We are also supporting H.R. 2354, which is a tariff bill on im-
ported gasoline at this time.

Thank you, Mr. Chairman.
Senator WALLOP. Thank you, Mr. Hancock, 1 appreciate your tes-

timony.
Mr. Pitts.
Mr. PinTs. Senator Wallop, may Mr. Eisenstat go first?
Senator WALLOP. Certainly. Mr. Eisensta.
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Mr. Chairman and members of the committee, my name is Nolan

W. Hancock. I am the Citizenship-Legislative Director of the Oil,

Chemical and Atomic Workers International Union (OCAW). OCAW is the

primary representative of workers employed in energy and fuel pro-

ducing industries, with the exception of coal, and has a total member-

ship exceeding 120,000 with members in 48 states. I appreciate this

opportunity to testify on behalf of OCAW concerning the use of tax-

ing authorities to effect national energy policy. U. S. energy policy

is being adversely affected by unfairly subsidized imports of gasoline

which are causing shutdowns of additional refineries and the loss of

essential and skilled personnel. The market distorting practices of

OPEC and the tariff and non-tariff barriers of Japan and Europe are

affecting our ability to meet U. S. energy requirements. Crude is

worthless without the ability to refine it. The question is: where

is it going to be refined in the future? If you want the market to

set energy prices and allocate its use as well as protect our national

security you have to focus those policies on our refinery industry.

The primary focus up to now has been on crude oil. As foreign

government monopolies move directly down stream into refining it changes

everything. The shift from undue dependence on crude and residual oil

to an increasing dependence on gasoline and gasoline blendstocks

undermines our previous assumptions on energy policy and national

security and is thwarting those policies.

The rapidly increasing volume of imports of refined products has

had a devastating effect on employment. The Department of Labor

estimates that there are 20,400 fewer production workers in petroleum
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refineries today than at the end of 1980. The ripple effect triggered

by refinery lay-offs can devastate entire communities. As an example,

when Texaco decided to reduce capacity by half at its Port Arthur,

Texas refinery, 1400 OCAW workers were laid off. Texaco estimates that

the elimination of one refinery job in Texas resulted in the elimination

of five additional local jobs, and up to 13 other jobs elsewhere in the

state. Communities that until recently were thriving may soon become

ghost towns.

Crude oil imports do not shut down U. S. refineries and do not

per se defeat current energy policy to rely on market forces to set

both crude and refined product prices. To the extent OPEC countries

are permitted to prop up artificially high official selling prices on

crude they can distort markets and defeat that policy. Some OPEC

countries divert their crude oil production that would otherwise be

exported at lower prices into their refineries they can partially

prop up official selling prices. They then export the refined products

at discounted prices relative to both the official selling price and

the spot price of crude. This depresses refined product prices below

production costs for competing refineries in the U. S. and eventually

puts downward pressure on crude prices. But the drop in crude prices is

lagging to the point more efficient refineries in the U. S. shut down.

When enough U. S. refineries have been shut down, refined product im-

port prices rise and OPEC countries can then support the higher official

selling prices on crude.

It is a vicious cycle. OPEC countries and other government-

owned refiners can sustain the losses in the interim. U. S. refiners,
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particularly independent refiners cannot. The effect is to defeat

both our energy and national security policy, renew dependence on

insecure sources of petroleum and petroleum product imports, and export

U. S. refineries capacity offshore.

Refineries require highly skilled employees to operate efficiently

and safely. Once a U. S. refinery is shut down these workers are

dispersed. They find other jobs if possible and move away from the

town where those refineries were located. When we need to restart

idled refineries or build new ones to meet our critical needs many

of these employees cannot be found and returned to their jobs. You

cannot run a refinery without the skilled workers. The policy im-

plications are clear. The U. S. is allowing its ability to convert

crude oil into essential refined products to be destroyed atid replaced

with imports from refineries halfway around the world from China to

Saudi Arabia.

II. Imports of Refined Products

Imports of refined products have increased at an accelerating

rate in recent years. Net imports of refined products averaged 1.4

million barrels per day in 1984, 300,000 more than in 1982. According

to the Energy Information Administration, since 1980, gross imports

of gasoline have increased by 150,000 barrels per day, a 108 percent

increase over four years. The comparable increase for distillate fuel

oil was 128,000 barrels per day, up by 90 percent and for unfinished

oils, 175,000 barrels per day, a 318 percent increase. Overall,

petroleum product imports increased their share of the U. S. market to
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more than 12 percent. Gasoline imports are at an all time high and

have almost doubled since 1981 to 7 percent of domestic consumption.

Not only are imports increasing in volume, they are also decreas-

ing in price. Imports have injured domestic refiners by reducing

their historical market shares and by pushing down prices to the point

where profitability is severely jeopardized. The ability of foreign

producers to sell cheaply is not due to any advantage in technology

or productivity. Rather, it is a direct result of foreign dumping

and foreign governments policies that subsidize refining operations.

The primary foreign suppliers of gasoline are: China, the

Netherlands, Italy, Venezuela, Saudi Arabia, the United Kingdom, West

Germany, Brazil, the Netherlands Antilles and Mexico. Over the past

four years, most of these countries have steadily increased their U. S.

market shares. It has been argued in certain quarters that even today

imported refined products do not hold a large share of the U.S. market.

Yet even these "low' levels of imports have resulted in thousands of

lost jobs for U. S. workers.

The losp in jobs is in no way related to wage rates. As Ashland

Oil's Chairman, John R. Hall, has noted: *High wage rates are not the

problem (in oil refining), because labor costs are not as great a

factor in refining as they are in other basic industries since re-

fining by nature is not labor-intensive."

The Department of Labor figures show roughly 20,000 fewer pro-

duction workers in petroleum refining today than only four years ago.
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For OCAW, 5,539 members lost their jobs in the 33 closed plants that

were organized by our union. That was through the end of 1984. So

far this year, closure announcements have been made that will result

in 500 more members losing their jobs. Another 4,000 members have

been permanently laid off due to partial closures of facilities over

the last four years. In all, about 10,000 OCAW refinery workers have

joined the unemployed ranks since 1980. These figures do not, however,

reflect the loss in jobs due to reductions in force because of

"streamlining" -- making do with fewer people wherever possible. We

would guess that the total number of lost jobs would be about 20 percent

higher, or in excess of 12,000 jobs.

As bad as the present situation is, the upward trend in imports

during the past four years combined with numerous foreign refineries

scheduled to come onstream soon creates a situation that is truly

alarming. Over the next three years, approximately 1.4 million barrels

per day of new export refining capacity will come onstream in the

Middle East and North Africa. This will augment existing OPEC export

capacity by about two million barrels per day. Assuming an 80 percent

utilization rate, 1.1 million barrels per day of additional product

will be entering world markets. With world demand expected to increase

only marginally, the new product will further depress the market and

aggravate conditions in the U.S.

jince 1979, Saudi Arabia has increased its refining capacity by

77 percent. Six major Middle East and North African refinery projects

are scheduled to come onstream over the next few years. Approximately
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700,000 barrels per day of rated capacity will start up by year end

1985, with the balance by 1987. OPEC's limits on export volumes of

crude oil are not matched by similar limits of exports of petroleum

products. Consequently, there's a strong incentive for the OPEC nations

to refine their crude domestically and sell the products in foreign

markets.

Other developing nations also plan to significantly increase

their refining capacity. As reported in the Oil and Gas Journal,

Nigeria has recently decided to build a 150,000 barrel per day re-

refinery in Port Harcourt which is expected to result in about 100,000

barrels per day of exportable product. In its national industrial

development plans, Mexico has indicated its intentions to significantly

increase the size of its refining industry. As noted in the recent

publication by the International Trade Commission, "Potential Effects

of Foreign Governments' Policies of Pricing Natural Resources,"

(May 1985), a major itionale behind the expansion plans is to expand

exports to gain additional foreign exchange.

The U.S. market will clearly be the target for foreign producers.

I wish to bring to the Committee's attention Saudi Arabia Minister

of State's remarksin reference tQ the new 250,000 barrel per day re-

finery in Yanbu. He states: "We designed the Yanbu refinery in

particular with the U. S. in mind. The gasoline is not good for Europe.

Basically it is good for the United States."

Moreover, many foreign markets are already oversaturated with

refined products. Even if the new export refineries plan to direct
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their product to the European market, displaced capacity would have a

direct impact on the U.S. market. Already, exports of European re-

fined products to the U.S. have increased dramatically.

Finally, many major foreign markets restrict the importation of

refined products. The International Energy Agency recently prepared

a preliminary overview of trade measures in a number of OECD countries

affecting oil products.

1. France maintains restrictions (import licensing) which

limit the access of non-EC products to 20 percent of

total French imports.

2. In Greece, the state has a monopoly on product imports.

These imports are subject to a licensing scheme exe-

cuted by the Ministry of Trade.

3. In Ireland, oil companies are obliged to purchase 35

percent of their product throughput from the domestic

refinery.

4. According to the administrative decision, Japan does not

allow gasoline imports. An attempt by a Japanese oil

distributing company to import gasoline f-rom Singapore

was recently blocked by the Ministry of Industry

and International Trade.

The above examples all demonstrate that if the U.S. does not take

effective measures soon to reduce the flood of refined product im-

ports into the U.S. market, the domestic industry will be forced to

cut back severely and the U.S. will become increasingly dependent on
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foreign energy sources.

Skyrocketing imports and r.-finery shutdowns clearly weaken

national security. The threat of possible supply disruption is in-

creased, and the ability of the refining industry to provide adequate

supplies of refined products in the event of required mobilization

of U.S. armed forces is jeopardized. I am not an alarmist, but it is

not difficult to imagine various scenarios under which the supplies

of refined products of the U. S. could be disrupted. We cannot afford

to assume that in a crisis, trade flows would be unaffected. Further-

more, we should not forget that less than 12 years ago we were the

victims of an embargo.

The inadequacy of the Strategic Petroleum Reserve (SPR) is also

very important. The SPR was a key eleent of the elaborate system

of law and policy constructed in the wake of the energy crisis of

1973 and 1979 to protect the U.S. national security in the event of

a crude oil import disruption. As a result of the greatly increased

imports of gasoline and blend stocks and the forced closing of

refineries, we are nearing the point where we cannot offset the

petroleum and refined petroleum supply disruption by drawing on the

SPR on the planned rate of 4.4 billion barrels per day.

At the maximum withdrawal rate, we can barely process domestic

production plus SPR withdrawals -- even at an unrealistic 100 per-

cent utilization rate. This situation only promises to get worse

when more refineries are forced to close. Once a refinery is idle,

it cannot be simply turned back on because of need. The cost for
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restarting an average sized idle refinery can run as high as $100

million. Moreover, once idle, plants degenerate quickly and require

substantial repair before they can be started up again. Finally,

plant personnel must be highly trained to run a modern refinery

safely and efficiently. Adequate training requires a minimum of

three to six months, although for some higher skilled jobs it takes

years to develop the necessary experience and skills.

III. The Human Cost

Our union represents people. Therefore, it is the impact of

these surging imports on people's lives about which we are primarily

concerned. This impact has been devastating.

As I indicated earlier, roughly 10,000 OCAW refinery workers

have been laid off. Many of these closures are due directly to

foreign competition.

Our members are highly skilled employees. Shutting the door on

their jobs not-only leads to industrial decay, but it forces these

highly skilled workers to accept jobs, if they can find them, in

much lower paying fields, and leads often to great human suffering.

To make matters worse, the President's proposed budget will do away

with needed worker adjustment assistance proposals, making the

situation more critical.

Our nation cannot afford to let its key industries be driven out

of business by foreign policies and products. We are not playing on

a level field of equal competition, and American communities and
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families are suffering as a result as well as, we believe, our

national security.

The Oil, Chemical and Atomic Workers strongly urge the Congress

to take action to stem the tide of imported refined products. We

are not seeking protection. We only want the opportunity to compete on

an equal footing with foreign producers. If the label of pro-

tectionism is used, that does not concern us, nor should it concern

this administration. National security is not achieved merely

through the buildup of more and more sophisticated equipment. The

defense of the interests of the U.S. and its citizens also requires

a strong industrial base. Our workers should not pay the price of a

foreign government subsidy program.

We appreciate this opportunity to testify before this Committee

and thank you, Mr. Chairman, for your personal interest in this

vital issue.
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STATEMENT BY SAMUEL M. EISENSTAT, PRESIDENT, COUNCIL
FOR A SECURE AMERICA, NEW YORK, NY

Mr. EISENSTAT. Thank you, Mr1 Chairman, members of the com-
mittee.

My name is Samuel Eisenstat, and I am pleased to be here in my
capacity as president of a newly formed organization called the
Council for a Secure America. With me is my esteemed colleague
on the council's board of directors and one of the council's founding
members, Mr. Frank Pitts. Mr. Pitts is particularly well qualified
to represent the council here today because he has been an inde-
pendent producer of oil and natural gas for more than 40 years.

The Council for a Secure America was created less than a year
ago to educate the American public and its officials of the pressing
need to bolster U.S. national security and provide for a forthright
and unfettered U.S. foreign policy. In pursuit of this aim, a coali-
tion of two key American constituencies emerged-members of the
domestic oil and gas industry, and friends of the State of Israel in
the United States. They came together to espouse the following in-
escapable truths: First, neither the United States of America nor
the State of Israel can afford the threat to U.S. national security
imposed by unacceptable levels of imported crude oil and refined
products from often hostile and unstable foreign governments.
Second, to ensure independence from the intolerable risk of foreign
imports, the domestic oil and gas industry must remain vital
enough to explore for, produce, and refine reserves sufficient to re-
place and add to current domestic production. Third, the key to
preserving and maintaining a thriving domestic oil and gas indus-
try is the independent oil and gas operator who drills 89 percent of
the exploratory or wildcat wells in the United States. This activity
locates the new reserves of oil and natural gas we have to be con-
stantly finding to maintain and increase our rate of production. Fi-
nally, tax policy will make or break the goal of energy independ-
ence. Tax law that allows the development of U.S. crude oil, natu-
ral gas, and natural gas liquids is every bit as justified today as it
ever was.

Independent oil and gas operators are especially sensitive to tax
law. Their capital is not cash in the bank but oil and natural gas in
the ground. From the revenues from the sale of their production
and investments they attract, venture capital is generated for their
drilling programs. Thus, tax policy decrees whether critically
needed venture capital will be available to keep the rigs running.

Let's take a look at the domestic industry today. Energy is the
lifeblood of our industrial society, and oil and natural gas provide
approximately 60 percent of that energy. This will be true for dec-
ades to come. The trend, however, shows we are not moving for-
ward; to the contrary, we are moving backward. The number of
active drilling rigs in the country has dropped by 40 percent since
1981. Some argue that drilling is down because demand is down;
that is certainly contrary to the fact that we imported over 5 mil-
lion barrels of crude oil and refined products per day in 1984.
These imports cost over $54 billion, which constituted 45 percent of
the total foreign trade deficit. The size and growth of this deficit is
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considered by many as the most dangerous trend in our economy
today.

The large trade deficit, however, is not the only unfortunate con-
sequence. As this week's events should remind us, all the terrorist
groups in the Mideast, without exception, likely receive their major
funding from petrodollars, dollars that the free world must pay for
oil from the Gulf area. Without the hundreds of millions of dollars
they receive annually from the oil-exporting countries these terror-
ists could not have acquired the huge bank accounts, limitless
quantities of sophisticated modern weapons, and freedom of travel
throughout the world.

Others argue that drilling is down because there is so little left
in the United States to be found. The truth is that vast supplies of
oil and natural gas remain to be produced, and a chart attached to
our testimony prepared by Mr. Pitts shows that 98 percent of our
prospective sediments remain to be explored.

The present tax law regarding intangible drilling costs is the in-
dependent's jugular. It, along with percentage depletion, has made
it possible for independent producers to serve the energy interests
of this Nation by increasing their drilling activities and finding
more reserves. The Administration's plan proposes to spare the
vein from the knife. If the treatment of IDC's is not preserved in
their current form, and if the depletion allowance is eliminated,
then 30 to 40 percent of our reserves will not be expropriated.

Thank you very much, sir, and I would now like to turn it over
to Mr. Pitts.

Senator WALLOP. Thank you, Mr. Eisenstat.
[The prepared statement of Samuel Eisenstat follows:]
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TESTIMONY

of the

Council for a Secure America

before the

Senate Subcommittee on Energy and Agricultural Taxation

of the Committee on Finance

June 21, 1985

Washington, D.C.

Mr. Chairman:

Members of the Committee

My name is Samuel Hisenstat. I am pleased to be here in

my capacity as President of a newly formed organization

called "The Council for a Secure America." With me is my

esteemed colleague on the Council's Boord of Directors and

one of the Council's founding members, Mr. Frank Pitts. Mr.

Pitts is particularly well qualified to represent the Council

here today because he has been an independent producer of oil

and natural gas for more than 40 years.

Since this is the Council's maiden voyage before a Senate

Committee, I would like to take a few minutes to introduce the

Council to you and to discuss the reasons for the Council's

core concerns with U.S. energy and tax policies. Mr. Pitts

will thereafter talk with you about the inextricable and
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precarious linkage between energy and tax policies and

national security.

The Council for a Secure America was created less than a

year ago to educate the American public and its officials of

the pressing need to bolster U.S. national security and

provide for a forthright and unfettered U.S. foreign policy.

In pursuit of this aim, a coalition of two key American

constituencies emerged. Merbers of the domestic oil and gas

industry and friends of the State of Israel in the U.S. came

together to espouse the following inescapable truths.

1. Neither the United States of America nor the State of

Israel can afford the threat to U.S. national

security imposed by unacceptable levels of imported

crude oil and refined products from often hostile and

unstable foreign governments.

2. To insure independence from the intolerable risk of

foreign imports1 the domestic oil and gas industry

must remain vital enough to explore for, produce, and

refine reserves sufficient to replace and add to

current domestic production.

3. The key to preserving and maintaining a thriving

domestic oil and gas industry is the independent oil

and gas operator who drills 89% of the exploratory or

wildcat wells in the United States. This activity
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locates the new reserves of oil and natural gas we

have to be constantly finding to maintain and

increase our rate of production.

4. Finally, tax policy will make or break the goal of

energy independence. Tax law that allows the

development of U.S. crude oil, natural gas, and

natural gas liquids is every bit as justified today

as it ever was. Independent oil and gas operators

are especially sensitive to tax law. Their capital

is not cash in the bank but oil and natural gas in

the ground. From the revenues of the sale of their

production and investments they attract, venture

capital is generated for their drilling programs.

Thus, tax policy decrees whether critically needed

venture capital will be available to keep the rigs

running.

On April 11, 1870, Robert Lowe, Viscount of Sherbrooke,

testified before the House of Commons on tax matters. He is

said to have referred to the Chancellor of the Exchequer as a

"... man whose duties make him more or less of a

taxing machine...intrusted with a certain amount of

misery which it is his duty to distribute as fairly

as he can."
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I know you gentlemen must be able to empathize with the

sentiment expressed, and the Council surely believes that the

issue of fairness is important to tax policy. But, fairness

must be viewed in a broader light when the national security

is at stake.

Let's take a look at the domestic industry today. Energy

is the lifeblood of our industrial society. And oil and

natural gas provide 70% of that energy. This will be true

for decades to come.

Thus, the need for precious oil and gas resources is of

no short-term duration. The trend, however, shows we are not

moving forward; we are moving backward. The number of active

drilling rigs in the country has dropped by 40% since 1981.

Some argue that drilling is down because demand is down.

That is certainly contrary to the fact that we imported over

5 million barrels of crude oil and refined products per day

in 1964. These imports cost over 54 billion dollars, which

constituted 45% of the total foreign trade deficit. The size

and growth of this deficit is considered by many as the most

dangerous trend in our economy today.

The large trade deficit, however, is not the only

unfortunate consequence. As this week's events should remind

us, all the terrorist groups in the Middle East, without

exception, likely receive their major funding from petro-
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dollars - dollars that the free world must pay for oil from

the Gulf area. Without the hundreds of millions of dollars

they receive annually from the oil exporting countries, these

terrorists could not have acquired huge bank accounts,

limitless quantities of sophisticated modern weapons, and

freedom of travel throughout the world.

Now let's move to ask, what about energy demand in the

future?

Charles Ebinger, Director of the Energy and Strategic

Resources Program at Georgetown University's Center for

Strategic and International Studies, recently said that after

several years of decline, energy consumption is on the rise

again and will keep rising as the current economic recovery

spreads within the U.S. and to other countries.

Others argue that drilling is down because there is little

left in the United States to be found . The truth is that

vast supplies of oil and natural gas remain to be produced.

A map, prepared under the auspices of my distinguished

colleague, Mr. Frank Pitts, and attached as an exhibit to the
council's testimony, shows that 98% of our prospective

sediments for the accumulation of oil and natural gas remain

untouched by drilling. Only 3% of our offshore acreage has

even been leased.
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The present tax law regarding intangible drilling costs

is the independent's Jugular vein. It, along with percentage

depletion, has made it possible for independent producers to

serve the energy interests of this nation by increasing their

drilling activities and finding more reserves. The

Administration's plan proposes to spare the artery from the

knife. If the treatment of IDC's is not preserved in their

current form, and if the depletion allowance is eliminated in

its entirety, the nation's drilling activity will plummet by

30 to 40% and new reserves will decline by a like amount.

This would be totally-unconscionable.

The Council considers America's national security through

energy independence a sine qua non. Without the independent

producers, it cannot be achieved; without present tax

provisions, they cannot survive. To forfeit these provisions

is tantamount to an abdication of national responsibility.

At this time, I will turn the floor over to Mr. Pitts to

share with you the Council's view of the geopolitics of

energy and the vulnerablity of the U.S. and Israel in the

area of national security.
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My name is L. Frank Pitts.

In today's oil glut euphoria, it is easy to forget the

panic and helplessness that gripped this nation during the

two oil shocks of the 1970's and the hand-wringing editorials

in every major newspaper about the need to free ourselves

from oil blackmail. Obviously, the only way to achieve this

freedom would have been greater energy independence. But,

instead we are sliding into greater dependence. This will

mean greater dependence on Arab oil.

On this point, Sheik Yamani is quoted to have recently

said:

"The golden age of Arab oil was not in the seventies

but will be in the nineties of this century..."

"Oil fields of many of the oil producing countries

both inside and outside OPEC will run out at the

beginning of the next decade and, as a result, doors

will be wide open for the Arab Gulf countries to play

a major role in the oil market in view of their

vast oil reserves and high production capacity."

"...(Saudi Arabia's position in the world market)

makes it possible to exercise tremendous monopoly

power... (Saudi Arabia enjoys) the vastest oil

reserve in the world with the least production cost."
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Citing a recent publication of the Center for Strategic

and International Studies at Georgetown University, I can

report that OPEC members control at least 95% of the world's

unused capacity. The Arab states, plus Iran, control 80%.

If those groups were determined to employ their oil power, it

Is unlikely that this unused capacity would be made available

more readily in 1985 than it was in 1973 and 1979 when

significant volumes were withheld to support political and

economic objectives.

And while the U.S. may not today rely on OPEC for a major

portion of its oil, our allies in Japan and Europe do, and

the United States is bound by the International Energy Agency

agreement to share its oil supplies with other countries

in case of emergency.

Commissioner Mack Wallace of the Railroad Commission of

Texas, a Co-chairman of this Council, said in 1979 that the

energy lifeline to the West is dangerously susceptible to

disruptions from a variety of sources, and he specifically

named the following:

--a rebel coup

--a blockade of the Strait of Hormuz

--an invasion of Kuwait or Saudi Arabia, or

--an interrupted shipping lane by one of the warring

nations of the African continent.
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Is there anyone in this room secure in the knowledge that

none of these could occur today, or within one to five years?

.We must forever bear in mind that the Persian Gulf is the

tinder box area of the world and the back door of Soviet Russia.

Citing again the Strategic Studies of Georgetown

University, pertinent to national security is the fact that

the Department of Defense is the nation's largest consumer of

petroleum products. U.S. planes, ships, and land vehicles

now consume more fuel than they did in 1975 when concern was

expressed about supply interruptions. Consumption is

anticipated to increase by 2% per year and quadruple during

war. Key weapon systems in the inventory and on the drawing

boards are designed to operate on liquid hydrocarbon fuels

only. It is evident that the most secure sources of that

fuel are domestic ones. To the extent that domestic revenues

are diminished, military preparedness and sustainability are

impaired.

The Council favors the diversification of America's energy

base. This diversification should include development of all

energy forms and conservation measures which will contribute

to energy independence. However, the Council focuses primarily

on oil and gas because of its strategic position and economic

importance in the world today. Also, it must be noted

carefully that there is at present no adequate substitute for

oil in transportation uses. According to government

forecasts, most of the obtainable potential for reducing oil's
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share of U.S. energy supplies has already been achieved.

Because of Israel's position in the Middle East and the

unquestionable role it plays as a cornerstone of U.S. national

security in the region, it is no wonder that we, as security

conscious Americans, sought to Join with the friends of

Israel fn common cause. Friends of Israel realize that over

dependence on Middle East oil, or even the perception of such

dependence, and the wide ranging impact of OPEC petro dollars

on the American economy, could Jeopardize the integrity of

American foreign policy in the Middle East. A strong and

thriving American oil and natural gas industry can prevent

such influences from adversely affecting American policies in

the future. This is why friends of Israel sought to Join

forces with the independent oil and gas operators in common

cause.

The Council for a Secure America intends to press hard

for national energy policies, national tax policies, and

foreign policies which strengthen the cause of freedom and

security and preserve the standard of life as we know it in

the free world today.

In closing, I would like to direct your attention to the

Exhibits we have provided you at the back of our written

testimony, including a list of questions we urge the Committee

to address in its inquiry in a serious and persistent manner.
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Mr. Risenstat and I are prepared at this time to answer

any questions you may have. We appreciate this opportunity

to appear before you, and we look forward to working with you

in the future on these matters of critical national and

international importance. Thank you.
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EXHIBIT II

Sheik Yamani-announced on Monday of this week that, due
to the the rifts between the member nations of OPEC, he
expected the price of oil to fall below $20 per barrel by the
end of 1985. The question to be posed, as the Congress
studies the security implications of OPEC, is not what HIGH
prices do to our economy, but what the impact is of an
industry-crippling LOW price which will shut down both
producers and refiners in this nation.

Let us ask a few of the questions:

How much of the total BTU usage of energy by all the branches
of the U.S. military is a dependency on imported crude or
crude oil products?

What will that figure be if the current tax treatment is
significantly changed or eliminated?

What will those numbers be in ten years if tax policy is
changed? Twenty years?

How vulnerable are we to interruption of imported crude in
time of world crisis? Are there contingency plans for
bringing crude to this country in some other manner than
ocean-going tankers? If not, how vulnerable are wet

How dependent are our allies upon the provision of energy
supplies from the U.S. if they find themselves in a military
conflict? Does our relationship with our allies draw down
the SPR so that we do not REALLY have what we think we do?

Host important, are we, by a false sense of security derived
from both the disarray of OPEC pricing policies and the
notion of a purported world energy glut, going to allow our
domestic energy producing and refining industry to become
Just another rusting relic of America's industrial society?
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Mr. WALLOP. Mr. Pitts.

STATEMENT BY L. FRANK PITTS, PRESIDENT, PITTS ENERGY
GROUP, DALLAS, TX

Mr. Pirrs. Mr. Chairman and other members, Senators that are
members of this committee, my name is Frank Pitts. I am from
Dallas, TX

In today's oil glut euphoria, it is easy to forget the panic and
helplessness that gripped this Nation during the two oil shortages
of the 1970's and the hand-wringing editorials in every major news-
paper about the need to free ourselves from oil blackmail. Obvious-
y, the only way to achieve this freedom would have been greater

energy independence. But instead, we are sliding into greater de-
pendence. This will mean greater dependence upon Arab oil.

On this point, Sheik Yamani of Saudi Arabia is quoted to have
recently said: -

The golden age of Arab oil was not in the 1970's but will be in the 1990's of this
century. Oil fields of many of the oil-producing countries, both inside and otttside of
OPEC, will run out at the beginning of the next decade, and as a result, doors will
be wide open to the Arab gulf countries to play a major role in the oil market, in
view of their vast oil reserves and high production capacity.

This chart shows the amount of oil that is concentrated, proved
reserves, right in that area of the world.

Citing a recent publication, the Center for Strategic and Interna-
tional Studies at Georgetown University, I can report that OPEC
members control at least 95 percent-I repeat, 95 percent-of the
world's unused oil production capacity. The Arab States, plus Iran,
control 80 percent. If those groups were determined to employ their
oil power, it is unlikely that this unused capacity would be made
available more readily in 1985 than it was in 1973 and 1979, when
significant volumes were withheld to support political and econom-
ic objectives. And while the United States may not rely so heavily
on OPEC for a major portion of its oil at the moment, our allies in
Japan and Europe do. And the United States is bound, as we have
heard this morning, by the International Energy Agency Agree-
ment to share its oil supplies with other countries in cases of emer-
gency.

Citing again the strategic studies of Georgetown University perti-
nent to national security is the fact that the Department of De-
fense is the Nation's largest consumer of petroleum products. U.S.
planes, ships, and land vehicles now consume more fuel than they
did in 1975 when concern was expressed about supply interruption.

Consumption is anticipated to increase by 2 percent per year,
and to quadruple during war. Key weapon systems in the inventory
and on the drawing boards are designed to operate on liquid hydro-
carbon fuels only. It is evident that most secure sources of that fuel
are domestic ones. To the extent that domestic reserves are dimin-
ished, military preparedness and sustainability are impaired.

That's my 5 minutes, and I am very sorry I didn't finish it. May I
go on?

Senator WALLOP. Could you give us a summary statement?
Mr. Prrrs. I have a little summary on the Council, if I may, just

a half a moment.
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The Council favors the diversification of America's energy base.
This diversification should include development of all energy
forms, and conservation measures which will contribute to energy
independence.

However, the Council focuses primarily on oil and natural gas
because 6f its strategic position and economic importance in the
world today.

Also, it must be noted carefully that there is at present no ade-
quate substitute for oil in transportation usage. According to a gov-
ernment forecast, most of the obtainable potential for reducing oil's
share of U.S. energy supplies has already been achieved.

Thank you very much.
Senator WALLOP. Thank you, Mr. Pitts.
Senator WALLOP. Senator Long?
Senator LONG. Would you mind giving us your thoughts, Mr.

Pitts, as to how this Nation can meet its energy needs in depth into
the future? You have provided us a chart indicating that a huge
amount of oil and gas could be produced in America, and I have
looked at it before, and I am satisfied that that is probably correct.
But after the year 2000, say 50 years from now, we might be run-
ning out of oil and gas. But would you mind explaining to us how
we could continue to meet our energy needs for the next 50 to 100
years after that?

Mr. Purrs. Well, I think that we need to drill more wells for oil
and natural gas. That's the only way you can find oil and natural
gas. The new reserves found will correspond directly to the in-
creased footage drilled in the country. That is the history of it.

So I say sound energy policy will be to encourage drilling activity
and hold the line on imports. And the way you hold the line on
imports, in my judgment, is to increase the drilling activity so that
we have from 3,200 to 3,500 rigs per day running in this country
rather than the 1,800-1,900 that we are running today. That's for
oil and gas.

But simultaneously with doing that, that is something that is
available to us today, because all of the oil and natural gas that
has been found in this country to date, since 1859 when oil was
first discovered, has been found on 2 percent of the potential sedi-
merits for the accumulation of hydrocarbons; 98 has been untested
by drilling. Only 3 percent of our offshore areas has even been
leased for oil and gas exploration. So proceed rapidly with encour-
aging the drilling of oil and natural gas, and simultaneously devel-
op coal as much as you can, and all other types of energy, because
one of these days oil and natural gas will be depleted. We need to
develop every type of energy that we can for sound energy policy in
this country.

Senator LONG. I am sure that is good music to the ears of our
friend from Hawaii over here. Thank you.

Senator WALLOP. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
I think, Mr. Pitts, you have the solution, and the question is,

What part should the Federal Government play in arriving at that

51-229 0 - 86 -- 13
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solution which is the development of all types of energy, such as
oil, coal, alternative sources. Just what part? Is the proposal of the
administration to eliminate investment tax credits, energy tax
credits, reduce support of oil production and gas production, is that
aiming in the direction you say we ought to go?

Mr. Prrrs. To reduce oil and gas production? Was that what you
said? To reduce it?

Senator MATSUNAGA. No.
Mr. Pirrs. I think "to increase it." And how do you do that? Is

that your question? I am a little hard of hearing.
Senator MATSUNAGA. Oh, I'm sorry. Well, excuse me.
My question was: What part should the Federal Government

play in the attainment of the goal you outlined in order to meet
our energy needs for national security, et cetera?

Mr. Prrrs. I would say, number one, leave the tax incentives that
are in the current code, and also incentives for helping develop-
ment of new sources of energy.

You mentioned one in speaking to one of the members earlier,
one of the participants, about in your area of the world. Those
types of things need to be encouraged by the Federal Government
in its taxing system and not discouraged.

Senator MATSUNAGA. I agree thoroughly. As a matter of fact, you
know, the experts tell us that all we need is 400 megawatts of elec-
tricity to be produced by oceanthermal energy conversion or geo-
thermal in order to produce all the transportation needs of our
state. And we had planned to be exporting liquid hydrogen by the
year 1990, if plans hadn't been abandoned due to the present ad-
ministration's policy.

If you have any comment on that, I will yield; but otherwise, I
have this question: Of course I am sure you are as much concerned
as we are on the panel here-about the rising deficit in our bal-
ance-of-trade. As many of you have pointed out, the biggest contrib-
utor towards that deficit in our balance-of-trade is imported oil. We
should definitely seek to reduce our imports of oil if we are effec-
tively to reduce our deficit in balance-of-trade. And in that connec-
tion, should we develop a policy of producing enough oil in our
country domestically, as you have pointed out in this beautiful
chart, to the point of even exporting refined oil to meet the needs
as expressed by Mr. Hancock?

We can create jobs by establishing refineries here. So if we can
go to the extent of exporting refined oil, then maybe we can resolve
this deficit problem in our balance-of-trade.

Does anybody have any comments on this? Do you think we
should go to the extent of exporting refined oil? Anyone? Yes, or
no.

Mr. MCCOWAN. Senator, I think that would be great, and unfor-
tunately just the opposite is happening. Imported gasoline is
coming into this country at increased rates-it has increased 300
percent over the last 3 years.

Senator MATSUNAGA. That is refined?
Mr. MCCOWAN. That is refined gasoline, and a million barrels a

day came in the last week of May. That has never happened before;
it is going the wrong way.
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Senator MATSUNAGA. That is the point of my questioning. Mr.
Hancock, you have pointed to the problem which must be resolved.

Thank you very much, gentlemen. I appreciate your being here
and sharing your views with us.

Senator WALLOP. I am concerned, and clearly one has to be,
about the loss of refining capacity. But gents, I know at least some
of you to be what I thought was a fair collection of capitalists in a
system which has provided this country with more growth and
more opportunity, more anything, than any other country in the
history of mankind.

So while it is fair to ask what part the Government should play
in all of this-and you have answered that to a degree-let me ask
you the obvious rest of that question: What part should the market
play? I mean, clearly you don't want to be shielded from all compe-
tition or from all of the risks of a free enterprise world.

Frank first, and then Mr. Jandacek.
Mr. Pirs. I-don't know how you figure we would be free in the

competitive market. We have a very competitive market; there is
not a business that I know of that is more competitive than being
an independent oil and gas producer like I have been for over 40
years. I don't quite understand how you mean we would be shield-
ed away.

I heard the Senator from New Jersey this morning keep talking
about subsidies on intangibles. To me, that's poppycock, truthfully.
If a farmer can charge off the cost of his seed and his labor and
fertilizer, which he does in the year in which he pays for it, to
make his crop, why in the dickens is it wrong for an independent
oil and gas producer or a major oil company, as far as that goes, or
anybody that drills wells to be able to charge it off in the year in
which he spends the money or the company spends their money,
pays their bills, for the labor of drilling the wells and the cost of
drilling the wells? I don't see that as a subsidy. Maybe I don't un-
derstand the English language; but I have lived 75 years, and I
don't call that a "subsidy" at all. To me, I take exception to that.

I don't really see that. I believe in the competitive market, yes,
to answer your question. I don't see that the government would be
"protecting" us; they would merely be allowing us to charge off in
the year in which we pay the money. A lot of people seem to think
that is a fictitious charge, what they call "drilling expense" or "in-
tangible drilling." It is actual cash money on the barrelhead-you
pay for expenses in the year in which you drill the well. What is
wrong with charging that off?

Senator WALLOP. Well, frankly, there is not one damn thing in
the world wrong with charging that off, but I had to get you mad
to get you-to say it. [Laughter.]

You know? I mean, one of the problems we have is that the
world at large does not know what all of these things mean.

Mr. Pirs. That's correct.
Senator WALLOP. I mean, what is more mystical? I don't know

who in the world ever invented the word "intangible," but from a
tax perspective it was the most singularly devilish word that has
ever been invented. Somebody had to explain what that is, and you
just did. Now you can calm down. [Laughter.]

But we have another problem over here in the refining world,
and that is more complex.
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Mr. Jandacek.
Mr. JANDACEK. It is a.bit more complex, Senator, but I would like

to take a shot at trying to reduce it in terms that perhaps everyone
can understand a bit better.

First of all I would like to state that all of us in the Independent
Refinery Coalition are more than willing to allow the market to set
the future for our viability in the system. I pointed out in my testi-
mony, though, that those market forces really aren't working.

One of our problems is that the ownership of foreign refineries
by Government has increased substantially over the years, and all
of the crude oil that exists in these foreign countries is owned by
these people. It costs them about $1 or so to lift that oil out of the
ground, and they sell it for $27 or $28 a barrel, and the difference
that exists between the $1 lifting cost and what they sell it for is
pretty much discretionary. When they force the worldwide refining
industry to pay market prices for their crude oil, and yet are will-
ing to produce gasoline from their refineries charging a lower price
for crude oil, in order to be able to penetrate our market, there is
no way in the world to compete with a situation like theft.

So I reiterate that we really are not dealing with a fair market
in this situation.

Senator .WALLOP. What is your solution to that?
Mr. JANDACEK. Well, we need to discourage the import of prod-

ucts into this country. I stated in my testimony that we would sup-
port Congressman Anthony's bill, which would put a more modern-
day tariff on imported products. We are not absolutely certain that
this would correct the situation. We are looking today at about an
80-cent gasoline, with about a 10.6-percent ad valorem rate, that
would put the tax on gasoline at about 8.5 cents a gallon. We think
that should be a sufficient deterrent to stop a significant amount of
gasoline from coming in from foreign export refiners. We are not
certain about that; maybe they would be more than willing to take
an 8.5 cent reduction in their netback from crude oil and still allow
their refiners to operate, but it is the best thing we see on the hori-
zon.

Someone brought up the element of time earlier on today, and
certainly it is a problem facing our industry. We have shut down 4
million barrels of capacity in the country, and a large portion of it
has been in the independent sector. Most refining organizations
have lost money in seven out of the last nine quarters, and time is
running out. We need something that is going to stem the shut-
down of refineries rather quickly. Some of the other legislation
that has been proposed will certainly help us in the long term, but
we need some help right now.

Senator WALLOP. Do you have any more questions, Senator
Long?

Senator LONG. Just one point, if I could.
The Organization of Petroleum Exporting Countries, which we

call OPEC, headed by the Arabs that have most of that oil, have
pretty well demonstrated to us what they would like to do if they
can; they would like to charge us $40 a barrel or even more than
that for oil for their economic benefit at our expense. It is fairly
clear to me that the reason they are not charging us that much is
that they have to compete with you people that we see right here
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in front of us. And as long as you are able to produce and compete
with them, they have to sell for a lot less than that in order to
have a market.

But meanwhile they have made plans that they would like to
make a lot of money out of refining, too. Now, in order to get them-
selves in the kind of powerful position that they enjoy in the crude
oil market, or at least used to have in the crude oil market, they
need to expand the market for their refined products and put a lot
of you people out of business, like your company and others, Mr.
McGowan-and they can do that if we let them. For example, they
can take the oil which they can produce at $1 a barrel and that
takes our people about $20 a barrel or more to produce; they can
take that oil and put it into their refined products at a very low
cost, and sell it just as cheaply as they want to. Let's say if it costs
them $1, they can put it in for $1. It costs us $20. So they can price
the oil component as low as they want to going to their refined
products. And they can proceed, then, to sell us the gasoline for a
lot less than they would sell the oil itself.

Unless our Government is willing to say that we will make sure
we have an industry here, they can destroy our industry. There is
no doubt about that. Isn't that in your mind, Mr. McCowan, that
they can do that? With that kind of an advantage, to discriminate
in the price that they charge so that they are charging a lot more
for the oil than they charge for their refined products, they can put
refined products in here at a price so low-just through discrimina-
tion and subsidies-that they can wipe out the American refining
industry unless this Government says we don't want that to
happen and takes some steps to prevent it?

Mr. MCCOWAN. That's right. We will have transferred our de-
pendence on crude oil to a dependence on refined products.

Senator LONG. In the short run that might be good for the con-
sumer, but when they are ready they would then proceed to do
what they did to us with the oil; they increased the price tenfold at
one point. And when they do that to us, then we would be at their
mercy. We would have to pay that price for a long time, until we
could get our own refinery industry back again.

Mr. JANDACEK. And really, the national defense aspect of that
problem, I think, needs to be considered very carefully.

The security aspects. We are there now on the refining capacity
in this Nation. We are on the razor's edge right today.

Senator LONG. We have had that type of thing done to us, and
we should have learned our lesson in 1973. Some people seem to
have forgotten that. We should have learned our lesson in 1979,
but some people seem to have forgotten that. Just for the good of
our country I would hope that people would realize that we
shouldn't have to keip learning the same lesson over and over
again. In the course of having to learn those hard lessons, that
could adversely affect those workers you are speaking for, those re-
finers, couldn't it, Mr. Hancock?

Mr. HANCOCK. Right.
Senator LONG. And I'm glad to see that you, Mr. Eisenstat, real-

ize that if the United States is destroyed by an unwise policy of
this sort that that could be the death of Israel as well, because the
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United States is the reliable ally that Israel can count on. And
Israel could suffer because the United States has-a-very unwise
policy.

Thank you very much, gentlemen, I appreciate it.
Senator WALLOP. Well, Russell, because you have been so wise as

to declare the end of your term as the Senator from Louisiana, I
think you would agree with me that the most likely event when
the next shortage occurs is that Congress, instead of looking at

)what it failed to do, will be looking for somebody else to point a
finger at. It is just real convenient to blame you all at the desk
down there, and make no mistake about it, it will be your fault,
when it comes to it.

Senator LONG. Someone that plays the scapegoat, that's right.
Mr. MCCOWAN. We've got big shoulders, Senator. [Laughter.]
Senator WALLOP. Mr. Hancock, thank you, and Tom Van Arsdall,

for the case you have made in behalf of not only -the security of the
country but security of Americans. Agriculture, as it contributes to
that security, is something that ought not to be cast off lightly in
the process of making policy. We need to feed our people as well as
our armies, we need to clothe them, in the case of any kind of
emergency, and to voluntarily slip out of the ability to do that
seems remarkably shortsighted for a country. I don't think any-
body owes you nor do I sense that anybody out there is asking for,
a guaranteed cushion on which to sit for the rest of the time. But,
clearly, you must have the ability to survive within a set of circum-
stances which do not encourage a level playing field, in light of im-
ports and a tax structure which does not recognize that the oil and
gas business is like every other business in the world-it does have
current expenses, and it does have some need to capitalize just like
people who build buildings or people who build airplanes, and that
the depreciation in whatever form that takes is just as legitimate a
case of tax policy in that industry as it is in any other.

I don't know how we get there, but I know to view all of Ameri-
can industry as though it can respond in precisely the same way
with precisely the same set of tax policies is to be very naive
indeed.

We thank you for your presence here this morning.
Mr. MCCOWAN. Mr. Chairman, could I leave some documents for

the record, a Pace report on this study and an import report?
Senator WALLOP. Yes; and let me say again that the hearing

record will remain open for 2 weeks after this. I have a statement
by the Solar Lobby here, and I assume that other interested par-
ties, as they relate to the subject of this hearing, may wish to do
that. And all of your statements will be in, the record along with
any additions that you have.

Mr. MCCOWAN. I appreciate that. This is a flex oil price sheet
showing how much products are being sold below their price of
crude. Thank you, sir.

[The reports follow:]
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Senator WALLOP. We now have the last panel consisting of Mr.
Lloyd Unsell, executive vice president of the Independent Petrole-
um Association of America; Mr. Dwight Keating, vice president of
taxation of the Grafton Coal Company of Clarksburg, WV; Mr.
Phillip Huyck, director, FB Alternate Energy Corp. of New York;
and Mr. Peter Blair, project director of the Energy and Materials
Program of the Office of Technology Assessment.

Lloyd, thank you for your patience. Would you begin, please?

STATEMENT BY LLOYI) N. UNSEII,, EXECUTIVE VICE PRESI-
DENT, INDEPENDENT PErROLEIM ASSOCIATION OF AMERICA

Mr. UNSELL. Thank you, Senator.
I would point out that my brief statement, a summary of the

statement filed with the committee, is on behalf of the IPAA and
also the 37 state and regional associations listed on the cover sheet,
including LAIPRO from Louisiana and the Mountain States Asso-
ciation.

Before I get into my brief summary, Senator, I would like to com-
ment on the question you raised about the trouble that people have
identifying intangible drilling costs. I was having a visit just re-
cently with a prominent member of the House. I come from jour-
nalism originally and worked with the newspaper business, and I
pointed out to him that I think one of the reasons this is misunder-
stood is that a lot of people don't realize that intangible drilling
costs are just very similar to nonrecoverable expenditures that are
deducted currently in almost every other industry. I pointed out,
for example, that you would induce shock if you went to Mrs.
Graham at the Washington Post and said:

We're going to require you to capitalize all these high-priced editors and manag-
ers you've got down here, and the cost of your newsprint, and your ink, and your
legal fees to defend yourself against Mr. Tavaloureas and others, and all your
agency fees for everything from Doonesbury to James J. Kilpatrick.

Those things are all non-recoverable expenditures that are made
in the course of producing income in the newspapers, yet they are
deducted currently. And this Member said, "Well, they should be."
I said, "Well, tell me, then, what is the difference between those
items and drilling mud and logging fees and labor and day-rate
drilling fees, and those kinds of nonrecoverable expenditures in the
oil business?" He said, "I see none whatsoever. I agree with you,
they ought to be expensed." So, I think I had a convert there, be-
cause he hadn't always felt that way. But I wanted to give you the
benefit of that discussion, because I do think that every industry
basically has those kinds of expenditures that are expensed for tax
purposes, but they don't bear the onus-in other words, the items I
named aren't called "intangible printing costs." But they are de-
ducted, just the same.

I think the national security aspects of this inquiry have been
covered adequately, and I subscribe to all that I have heard said
this morning about that.

I would like .to talk a little bit, then, about the philosophical
question of whether tax laws are an effective and desirable instru-
ment of energy supply policy or any economic policy. That is a
proper subject of inquiry and analysis by this Congress, and such
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questions ought to be examined in the context of historical experi-
ence; what has been the disposition of Congress in the past? Well,
from the inception of the income tax law, Congress has incorporat-
ed into law differential provisions applicable to petroleum produc-
tion to compensate for depletion of capital assets, now known as
percentage depletion, and to provide for expensing of nonrecovera-
ble drilling expenditures, that is, IDC's. Both Houses of Congress
have periodically conducted oversight analysis of these policies for
some six decades, and such study generally has reaffirmed both
their propriety and the value to the consuming public and the na-
tional interest.

Differentials in tax law have been provided in support of a multi-
plicity of desirable objectives-from energy production to replace-
ment of obsolete and wornout industrial machinery to agricultural
production to charitable contributions, and so on.

In the past few years we have been hearing a lot about the need
for an industrial policy under which Government would determine
where productivity is needed and would encourage such activity by
subsidy and loan guarantees, and the like. Until now it is my view
that differential tax policy has achieved the ends of an industrial
policy, and has done so efficiently and effectively with a minimum
of Government intervention in the affected economic activities. Ex-
isting tax provisions have recognized the special circumstances of
high-risk capital-intensive exploration for petroleum fuel. These

-provisions have been long embedded in the economic fabric of the
independent petroleum industry's operation, and their material al-
teration could not help but cause significant negative disruption of
industry practices and operations, thus resulting in discovery and
production of less oil and gas and, as has been said over and over
here this morning, greater and greater dependence on foreign oil.

Thank you.
Senator WALLOP. Thank you, Mr. Unsell.
Mr. Keating?
[Mr. Unsell's written testimony follows:]
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My name is Lloyd N. Unsell. I am appearing in behalf of the Independent

Petroleum Association of America, a national organization of independent crude

oil and natural gas producers having some 7,000 members representing every

producing area of the United States. We are joined in these views by the 37

state and regional associations whose combined memberships include virtually

all independent petroleum producers in the United States.

The subject of this hearing is both timely and appropriate. Congress has

built into tax law a number of differential tax provisions to achieve a

multiplicity of objectives deemed to serve the national and the public

interests. Energy resource development and production is only one of many such

objectives which also include home ownership, charitable giving, commercial

construction, replacement of obsolete and worn-out industrial machinery,

agricultural production, et cetera.

We have heard much discussion about the need for an industrial policy

implemented by mechanisms through which Government would determine areas of

needed productivity and attempt to encourage such activity by subsidy, direct

grants, loan guarantees, and the like. Until now, Mr. Chairman, differential

tax policy has functioned as an industrial policy. It has done so as a

self-operating mechanism, with minimum government intervention, and has

operated efficiently and effectively. I know there are many who would like to
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see the Federal Government get its hands on the economy, and in my view one way

of making this an inevitability would be to denude the Internal Revenue Coje of

all objective specific differentials - to in effect "neutralize" tax policy

under the misguided assumption that all income is alike. All income is not

alike. Among various business/industrial activities, incomes are produced with

differing inputs of capital resources, different inputs of labor, differing

technological requirements, and at different levels of economic risks. In my

view, if the tax laws were swept clean of all provisions compensating for these

and other differentials in the whole range of economic activity, we would

precipitate a period of economic uncertainty and chaos that would be

calamitous.

Congress has a duty and obligation to periodically review all elements of

tax policy, but in my view it should conduct such review with great care. It

should implement change in differentials designed to induce critically needed

investment and productivity only on compelling evidence that there are better

ways. I would note that decades of such oversight have heretofore produced no

magic substitutes.

Before addressing energy-related tax treatment, I would like to make some

general observations about our energy condition. For the past two or three

years we have been overly influenced by an "energy glut" mentality that has

resulted in a dangerous complacency about our eroding energy producing

capability. In the view of many in our industry this complacency is resulting

in an attitude of benign inaction that unquestionably threatens our nation with

growing and unacceptable energy vulnerability in the next decade and

thereafter.
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The petroleum industry was severely criticized following the 1973 embargo

for not forewarning the country of the consequences of an energy supply

disruption. The fact is that many in the industry had repeatedly spoken to the

obvious dangers inherent in a declining domestic energy producing capability

accompanied by growing dependence on remote and insecure energy supplies.

Without debating the reasons why such warnings went unheeded, I want to say

that short of a major commitment to reverse the trends that are now self-

evident, we risk future energy supply problems far more disruptive than any

heretofore experienced.

Following the 1973 embargo, there was wide recognition that (1) the U. S.

possessed total energy resources - conventional and unconventional - to meet

its needs for the foreseeable future, and (2) that long-range energy security

could best be achieved by encouraging development of a multiplicity of energy

resources in an atmosphere of aggressive inter-fuel competition. It was

assumed that oil and natural gas, the dominant fuels in the energy mix, would

continue to be important components during a transition to whole new energy

systems anticipated to be in place some time early in the 21st century.

Though ten yeas have passed, the expectation for building energy security

through a multi-resource "game plan" has yet to gain any momentum. In view of

these realities, which are rooted in a number of factors including economics as

well as environmental and other regulatory constraints, it is apparent that

petroleum fuels will remain the mainstays of the U. S. energy supply mix for

decades to come. This being obvious and inescapable, the challenge in the rest

of this century will be to avoid unacceptable dependence for oil and gas on

sources beyond our control. We must avoid such over-dependence for two
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reasons: (1) first and foremost, to prevent our nation from ever being

compromised as it sceks to provide sustained leadership for the Free WorlO, and

(2) to avoid risks to our economy that could dwdrf those which resulted from

the 1973-74 and 1979 supply disruptions.

Against the foregoing bac<groUnd of realities, it is of critical importance

that we get back to the business of maximizing domestic oil and natural gas

exploration, development and production. For this reason, I am pleased to

respond to the subcommittee's request that we address the energy tax proposals

that are being addressed in all current "tax reform" proposals. The potential

impact of some suggested changes can only be assessed with an understanding of

some basic considerations revealed by the industry's structure, operations,

performance, profits, expenditures, risks and capital requirements.

One of the constants in the history of the oil industry has been its

consistent record of being sold short, by persons in and out of the political

community. Domestic crude oil production peaked at 9.6 million barrels daily

in 1970 and declined persistently by 1.5 million barrels a day in the next six

years. There are few who would have predicted that this decline could have

been arrested and even increased somewhat in the past five years. Chart 1

compares actual production with the trend line of the 1970-77 experience. The

stabilization of domestic production excluding the North Slope was achieved by

extraordinary efforts of independent producers, involving the drilling of

247,064 new oil and gas wells in the six years ending in 1984 - over twice the

number drilled in the previous six year period. This gain in drilling was

achieved at a cost of $117 billion - an increase of 287 percent for the same

time periods.
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While these extraordinary efforts halted the production decline, few

recognize the significance of this in terms of balance of payments savings, and

of helping to reduce OPEC's control over both markets and prices. Except for

this increased oil drilling, U. S. production would have been 1.3 million

barrel- per day less in 1984, and our additional costs for imported oil would

have been over $15 billion.

The dominant force in not only stabilizing production, but in raising the

daily output by about 300,000 barrels since 1979, is attributable to the

multiplicity of efforts by independent producers. In this sare period, the

combined lower 48 production by the 25 or so larger companies identified as the

"Chase Bank Group," actually has declined by 300,000 barrels daily. In

arresting the production decline, independents have offset this production drop

experienced by the major companies. As a result, the share of lower 48

production by independents has increased from 29 percent 10 years ago to about

40 percent today.

Chart 2 shows the dominant role of independents in domestic exploration/

development. They have accounted for 87.3 percent of total well completions in

the past 10 years; or 550,185 wells out of 629,895 drilled. In the past 15

years the U. S. has found as much oil as it produced in only one year, 1981.

As can be seen, total drilling as reported to date has dropped sharply in the

past three years, with 56,633 total wells reported so far for 1984 representing

only 62 percent-of the 1981 well completions.

Energy vulnerability means different things to different people. Some view

the question o.'ly in terms of military security. Our nation has never had a
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fuel problem in a military emergency, however. While adequate energy supplies

are important to military security, they are equally important for the

transportation, employment and economic security of the American people. We

learned this lesson in the 1970's during imposed shortages of petroleum

liquids, as well as artificial natural gas shortages which resulted in plant

and office closings and unscheduled, unpaid "vacations" for Americans in many

sections of the country. We should not forget these experiences, and it should

be national policy to minimize the chance that they will occur again.

If the nation is to have relative energy security, which I would define as

the ability to cope with significant import supply disruptions with no

substantial or lasting impairrrent of economic activity, there is no question

that current exploration/development drilling will-have to be significantly

increased. Chart 3 projects the production which must be found and deveoloped

if we are to certain import dependence at the current level of about 30 percent

of domestic denand. This projection assumes an increase in demand of only two

percent in the period 1985-94, which is below the growth we are experiencing

currently.

As can be seen, domestic production will have to be increased by 11.4

million barrels daily by 1994. Because of the natural production decline from

existing wells, this means 13 million barrels of new daily production will have

to be discovered and brought on stream in this period.

Now, let us look at the drilling requirements to achieve this essential

growth. Chart 4 illustrates that to meet 70% of domestic demand for petroleum

liquids from domestic resources in the coming decade, the industry will be
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CHART 4

ALTERNATIVE REQUIREMENTS
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required to spend $620 billion and drill a total of 1,000,000 new wells.

Maintaining relative energy security, in other words, will require a commitment

of unprecedented capital resources to drill unprecedented numbers of wells.

How does the activity level of the industry stack up against these

requirements?

Just since mid-December 1984, the number of rotary rigs at work has dropped

by 850 units or 30 percent. As of today, some 60 percent of the industry's

operable rotary rig fleet *s idle. These facts clearly illustrate that while

the economy as a whole is in its third year of recovery, the petroleum

exploration/producing industry remains in a downcycle that shows no signs of

abating. Recent experiences of the domestic industry have been marked by

numerous sales, mergers and bankruptcies, continued difficulties in a number of

oil country banks and extreme financial difficulties among a multiplicity of

long-established organizations providing equipment, supplies and services to

the industry.

The preceding facts, I believe, demonstrate clearly that (1) if we are to

avoid growing energy vulnerability, our present level of drilling activity must

be approximately doubled, (2) the domestic petroleum industry virtually is an

economic "basket case" with its exploration/development programs in a state of

collapse and (3) the public and the national interests will be ill-served

unless we can reverse current trends and restore exploration/drilling/

development activity to adequate levels.

Against this brief "state of the industry" background I now turn to the

question of the propriety of and justification for existing energy tax

provisions.
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A number of fallacious assumptions have characterized much of the

discussion about oil and gas tax treatment.

One such erroneous assumption is that percentage depletion permits recovery

of funds in excess of invested capital. Chart 5 compares expenditures by

independent producers with their gross revenues from wellhead sales of both oil

and natural gas. In the 10 years 1969-78, independents as a group made

expenditures equal to 108% of total wellhead revenues. It clearly is not

possible that a 15% depletion rate, adjusted by three specific offsetting

limitations, could over time exceed expenditures by the industry as a whole.

Another conmion fallacy is that oil and gas producers receive undue benefits

because of oil and gas tax provisions. However, the profits of oil and gas

producers reflect no inordinate benefits. Chart 6 compares the rate of return

on investment of domestic oil companies with the average rate of all

manufacturing companies. Over the past 20 years, the rate for oil companies

has averaged 12.7%, and for all manufacturers 12.5%. Over the entire period,

the rates for both track very closely. Indeed, because of the high degree of

risks and cost of dry holes, the present tax provisions are required to put

rates of return for the petroleum industry on an equal footing with industry

generally. The table following Chart 6 shows more currently that petroleum

ranked near the bottom among twenty industries on return on investment In the

first quarter of 1985.

Some advocates of the "Treasury I" energy provisions argue that because of

the proposed reduction in the marginal tax rate, provisions such as expensing

of intangible drilling costs and percentage depletion become less important.

The fallacy in this is that neither of these provisions have ever been related

to the tax rate. Current deduction of IDCs and depletion were provided for
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TABLE 1

RETURN ON INVESTED CAPITAL
FIRST QUARTER 1985

Automotive 19.4%

Banking 17.6%

Drugs 15.9%

Tobacco 15.5%

Aerospace 15.2%

Appliances 15.2%

Electrical, Electronics 14.7%

Office Equipment 14.3%

Food Processing 14.2%

Publishing, Broadcasting 14.0%

Beverages 13.2%

Trucking 11.7%

Manufacturing 11.2%

Building Materials 9.1%

Chemicals 9.0%

Airlines 8.3%

Utilities 8.3%

General Machinery 7.0%

Railroads 6.9%

Source: Business Week
May 20, 1985
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from the inception of the income tax, which started at a rate of only two

percent.

These provisions have been available to the industry in one form or another

for more than seven decades in recognition of the capital intensive and

extremely high risk nature of petroleum exploration. Our analysis shows that,

absent these provisions, the prospective return from petroleum exploration

under the Treasury proposal would approximate the return from a money market

account. It does not take much economic analysis to determine the probable

investment choices under such conditions. Neither does it take much

imagination to foresee the impact of such changes on domestic oil supplies and

our energy vulnerability.

Our analysis of the Treasury proposals also shows:

• for every dollar taxed away three dollars less will be spent

in exploration/development;

* if applied in 1985, 30,000 fewer wells would be drilled than

will actually be the case;

* about 4,000 independent producers would be spun out of the

industry almost immediately;

* by 1990, domestic crude oil production would be reduced by

about 1.3 million barrels daily below projected production

under current law.

In conclusion, I would like to make three points:

First, the reasons for differential tax provisions recognizing the risk and

capital intensive nature of oil and gas exploration are as compelling today as
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when those provisions were first enacted. Short term market fluctuations such

as the current "oil glut" must not lull policy makers into forgetting that

America must maintain the focus of energy policy on achieving energy

independence over the lon term or this Nation will be held hostage to

unacceptable petroleum import dependence.

Second, differential tax provisions are an efficient and effective tool in

accomplishing our energy goals. Current tax provisions are a vital force in

encouraging investment of the unprecedented amounts of capital required over

the next decade to achieve our energy needs.

Finally, proposals to change current oil and gas tax treatment will

irreversibly damage the domestic petroleum industry. These impacts will

exacerbate negative trends in an already crippled idustry. With thu domestic

industry now operating at only one-half the needed level, having idled 60% of

operable drilling rigs, adoption of the Treasury energy tax changes would

collapse what is left of our exploration effort. Our chronic balance of

payments would worsen and OPEC's influence over energy markets and prices would

be strengthened.



407

STATEMENT BY DWIGHT KEATING, VICE PRESIDENT, GRAFTON
COAL CO., CLARKSBURG, WV

Mr. KEATING. Mr. Chairman, my name is Dwight Keating. I am
vice president at Grafton Coal of West Virginia. I am representing
the National Coal Association and the Mining and Reclamation
Council. I will summarize my written statement.

It is true that currently consumers are benefiting from the oil
glut. It is also true that we have a temporary oversupply of coal.
But gentlemen, it is almost certainly true that this situation will
not last. Today's overcapacity and coal's low profits will create to-
morrow's shortages.

The coal industry is in a worldwide recession; both domestic and
foreign production is down in 1985. Artificially low natural gas
prices, the oil glut, and high transportation costs for coal are
making coal less competitive with other fuels. An additional tax
burden will only increase the problem.

In spite of the current downturn in our markets, we must begin
now to accommodate expansion and growth for the future. By con-
servative estimates, the coal industry will require capital invest-
ments of at least $30 billion in constant dollars between now and
the year 2000, based on projected demand of 1.3 billion tons. This
amount is well in excess of the current total industry capitalization
of almost $20 billion.

While capital costs for coal mining vary according to the terrain
and depth of the seam, it is generally accepted in the coal industry
that the capital cost to install a new deep mine is about $75 per ton
of annual production, or $400,000 of investment for each mining
employee.

Production costs are skyrocketing; total industry production costs
increased over 100 percent during the period 1974 to 1984. The cost
of machinery alone was up over 125 percent during that period.
Yet, prices for coal have increased by a smaller percentage. In fact,
in constant dollars, the national average mine mouth price of coal
has declined by 18 percent from 1975 to 1984.

The coal industry has survived this shrinking margin between
cost and prices by making the necessary investments to increase
productivity.

I stated in broad terms the capital requirements of the industry.
Coal must compete in the financial markets for these funds. Given
the high risk nature of coal mining and its low profit margin, any
reduction in tax incentives that have a current or future adverse
impact on profits will further dry up any available capital for open-
ing new mines. This reduction in the rate of return will both de-
crease the attractiveness of the coal industry to outside investors
and substantially reduce the availability of internally generated
working capital for new investments. As a consequence, the sub-
committee should anticipate that the cost of capital for the coal in-
dustry will increase, and that the coal industry will stagnate and
begin to shrink as new investment capital and operators leave the
industr).

An additional likely consequence of the increase in the cost of
capital for the coal industry will be a decline in the rate of produc-
tivity increases that the industry has experienced for the past 7
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years. Over that period, production per manhour has increased 175
percent in underground mines and 145 percent in surface mines.
This impressive record of productivity increases is likely the result
of investment in improved technologies for extracting coal and the
acquisition of more productive equipment to be used in the mines.

Elimination of percentage depletion for the coal industry will re-
strict the availability of capital for such investments in the future,
thereby threatening future productivity increases in the coal indus-
try. This will result in an increase in the production cost of coal
relative to competitors to the U.S. coal industry in both domestic
and international markets.

Thus, the committee should anticipate increased coal and oil im-
ports into the United States for power generation; increased elec-
tricity imports from Canada; a decline in the U.S. share of world
coal markets, a reduction in coal's contribution to the balance of
trade; and, last, larger prices than would have occurred if depletion
remained.

Therefore, the administration's proposals seem to single out coal
and the hard-rock mining industry for some type of special punish-
ment. I would like to tell you today just how much elimination or
reduction of some of these tax provisions costs the coal industry
and hard-rock mining industries. However, that information is cur-
rently being compiled through extensive industries by Price Water-
house for the National Coal Association and Arthur D. Little for
the American Mining Congress, and it will be available for future
subcommittee or full committee hearings on impact of the Presi-
dent's proposal on coal development.

Thank you.
Senator WALLOP. Thank you, Mr. Keating. We would ask, as the

information becomes available, that you not wait for a hearing but
make it available to us. I would appreciate it.

Mr. KEATING. Yes.
Mr. Huyck?
[Mr. Keating's written testimony follows:]
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Testimony of Dwight Keating

Mr. Chairman, my name is Dwight Keating. I am Vice President of Grafton

Coal Company, headquartered in Clarksburg, West Virginia. We are a

small-to-mid-sized company producing about a million tons of coal a year. My

statement will be brief, and addresses our most pressing concern, the

continuation of the percentage depletion for coal. I am testifying on behalf

of the National Coal Association and the Mining and Reclamation Council of

America. Together, these two organizations represent about 75 percent of the

Nation's total commercial coal production.

Meeting the continuing need for energy is one of the principal problems

facing our Nation. It is true that currently we are benefitting from the

so-called "oil glut." It is also true that we have a temporary over-supply of

our most abundant fuel--coal. But gentlemen, it is almost certainly true that

this is a situation that won't last.

There exists a series of proposals designed to raise billions of dollars

during the next few years, many impacting adversely on the coal industry.

Many of these proposals are laudable attempts to impart "fairness" to the tax

code, but the reforms often amount to a redistribution of the tax burden.

Much of the revenue would be raised by taking back many of the production and

capital formation incentives granted business during recent years. While
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there are other reforms I might question, I wish to address one provision of

the Internal Revenue Code that enables the U.S. to be the most efficient,

safe, and environmentally sound coal producer in the world.

Let me begin by saying that the coal industry pays its fair share of

taxes, but that many of its capital investments made today are only marginally

profitable, in part due to the one or two major tax provisions that encourage

exploration and developemnt. Naturally, the coal industry is concerned about

proposals that phase out percentage depletion for coal and practically

eliminate expensing of exploration and development costs. Any changes to

these provisions would compound the tax burden on the coal industry, as would

proposals to eliminate the capital gains treatment for coal royalties and the

accural of reclamation reserves. Any adverse changes, of course, would

ultimately impact coal's customers, especially utilities and ultimately the

ratepayer.

It should be observed that coal's I0 percent depletion allowance is

already low compared to other minerals, which receive allowances as high at 22

percent. While all domestic minerals are extremely important to the Nation's

welfare, I doubt that any are more important to the economy and our energy

independence than coal.

The coal industry has been severely impacted by the current worldwide

recession. Both domestic and foreign production are down in 1985. Hundreds

of mines are closed and thousands of miners are out of work. Artifically low
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gas prices, the oil glut, and high transportation costs for coal are making

coal less competitive with other fuels. An additional tax burden will only

increase the problem. And adverse changes to percentage depletion will hurt

the small producer such as my company, as well as the large company with many

mines, since depletion is figured on a mine-by-mine basis.

In spite of the current downturn in our markets, we must begin now to

accommodate expansion and growth in the future. By conservatiive estimates,

the coal industry will require capital investment of at least $30 billion in

constant dollars between now and the year 2000, based on projected demand of

1.3 billion tons. These amounts are inordinately in excess of the current

total industry capitalization of almost $20 billion.

While capital costs may vary according to the terrain and the depth of

the seam, it is generally accepted in the coal industry that the capital cost

to install a new deep mine, exclusive of the cost of coal, is over $75 per ton

of annual production. These figures do not include the substantial

administrative costs prior to start-up, such as securing permits, surveys,

feasibility studies, and other related costs. Thus, a medium-sized mine, with

a capacity of one million tons a year, represents well over a $75 million

capital expenditure by the time it actually begins commercial production.

These new mines will mean thousands of more jobs for miners. In terms of

capital requirements, approximately $400,000 of investment will be required

for each new mining employee.
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Production costs are also skyrocketing. Total industry production costs

increased over 100 percent during the period 1974 to 1984. The cost of

machinery alone was up over 125 percent during that period. Yet prices for

coal have increased by a smaller percentage. In fact, in constant dollars the

national average minemouth price of coal has declined by 18 percent from 1975

through 1984. The coal industry has survived this shrinking margin between

costs and prices by making the necessary investments to increase productivity.

The foregoing discussion on the capital needs of the industry

illustrates why it is critically essential to the coal industry to obtain

funds of a magnitude never before required.

You might well ask, "If it will not hurt them much, why worry about

it?" The answer lies in the effect tax changes will have on investment in the

new coal 1nines which the country needs in the future. A coal mine is designed

to last, on the average, about 20 years, so each year the-maintenance of

existing demand would require new coal mines equal to about 5 percent of total

capacity. When you add to that the increase demands for coal in the years

ahead, you can understand that a very large number of mines must be opened.

Opening new coal mines takes from 5 to 7 years, and a great deal of capital.

I stated in broad terms the capital requirements of the coal industry.

Coal must compete in the money market for these funds. Given the high risk

nature of coal mining and its present low profit margin, any reduction in tax

51-229 0 - 86 -- 14
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incentives that have a current or future adverse impact on profits will

further dry up any available capital for opening new mines.

The Subcommittee must also not lose sight of the fart that coal

operators, as any other business, look at their potential return on investment

(ROI) in determining whether to invest in a new mine and related facilities,

and, as any other businessman, the coal operator's bottom line is making a

decision based on the after-tax ROI. Percentage depletion is a significant

component of ROI and a major source of cash flow for future investment. By

itself, and in conjunction with other proposed tax changes mentioned herein as

well as the Administration's proposal to increase the black lung excise tax by

50 percent, the after tax ROI on coal mine projects promises to be

substantially lessened.

This reduction in ROI will both decrease the attractiveness of the coal

industry to outside investors and substantially reduce the availability of

internally generated working capital for new investments. As a consequence,

the Subcommittee should anticipate that the cost of capital for the coal

industry will increase and that the coal industry will stagnate and begin to

shrink as investment capital and operators leave the industry and pursue

ventures which promise a higher ROI.

An additional likely consequence of the increase of the cost of capital

for the coal industry will be a decline in rate of productivity increases the

industry has experienced for the past seven years. Over that period

production per man hour has increased 175 percent in underground mines and 145
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percent at surface mines. This impressive record of productivity increases is

largely the result of investment in improved technologies for extracting coal

and the acquisition of more productive equipment to be used in the mines.

Elimination of percentage depletion for coal would restrict the availability

of capital for such investments in the future thereby threatening future

productivity increases in the coal industry.

This will result in an increase in the production cost per ton of coal

relative to competitors to the U.S. coal industry in both domestic and

international markets. Thus, the Committee should anticipate: (1) increased

coal and oil imports into the U.S. for power generation; (2) increased

electricity imports from Canada; and (3) a decline in the U.S. share of the

world coal markets and a- reduction in coal's contribution to the balance of

trade deficit.

Gentlemen, coal is an essential ingredient in our national security

program. Oil from Saudi Arabia is hardly a secure source. Our own reserves

of oil are limited. Coal represents over 80 percent of our fuel reserves. We

must keep that industry viable.

Mr. Chairman, at your request 1 have confined my testimony at this

hearing to the impact of tax policy on energy development and independence.

It is difficult not to comment on the President's proposal, since I know of no

single proposal that has so unified the nation's 3,300 coal producers and its

tens of thousands of employees. This proposal seems to single out the coal
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and hard rock mining industry for some type of special punishment and I would

like to tell you today just how much elimination or reduction of some of these

tax provisions would cost the coal and hard rock mining industry in dollars

and jobs. However, that information is currently being compiled through

extensive studies by Price Waterhouse for the National Coal Association and

Arthur D. Little for the American Mining Congress, and will be available for

future subcommittee or full committee hearings on coal development and the

President' s proposal.

I commend you for holding hearings on this vital issue, and look forward

to further discussions. 1 will be happy to answer any questions you may have.
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STATEMENT BY PHILIP M. HUYCK, DIRECTOR, FB ALTERNATE
ENERGY CORPORATION, NEW YORK, NY

Mr. HuYCK. Thank you, Mr. Chairman.
My name is Phillip Huyck. I am with the New York investment

banking firm, First Boston Corp. I am here on behalf of the Nation-
al Hydropower Association and the Renewable Energy Institute, an
umbrella organization for a number of renewable energy trade as-
sociations.

Senator WALLOP. Could you slightly raise that microphone? I
would appreciate it.

Mr. HuYcK. Yes. If I could lower interest rates as easily as I
could raise a microphone, I think I might be able to make a real
contribution to this industry.

I think it is important to remember that when we talk about the
renewable resource sector that we are talking about one end of the
spectrum in terms of the tradeoff between capital and operating
costs. And I think if you set the theme here today, it is that the
capital-intensive industries, whether they are mining or renew-
ables, are the most vulnerable under the Treasury's tax proposals,
the most exposed. We may be suffering from a little bit of a mega-
trend syndrome, and that is the writeoff of the capital-intensive or
smokestack industries in favor of a service-industry mentality.
Maybe there is an underlying theme here that we haven't picked
up on, but it may emerge in the Course of some of these hearings.

Renewable resources have suffered from a timing problem. Not
unlike John Maynard Keynes who wrote the brilliant book in 1918"The Economic Consequences of the Peace," predicting the effec-
tive destruction of the German Weimar Republic, and turned
around and put his money where his mouth was and speculated
against the Reichsmark and went almost bankrupt because he was
3 months early, I think a lot of people in the renewable resource
sector feel that they were a little early in their commitment to this
sector and found that they had a very small window in which to
function.

The underlying legislation that encouraged renewable resources
was the 1978 portion of the energy legislation, the Public Utility
Regulatory Policies Act [PURPA], which allowed the deregulated
production of electricity and gave these deregulated power produc-
ers a market to sell at so-called avoided cost. As it turned out, it
took several years of litigation through the Supreme Court into the
early 1980's before that price could be reliably set. It also took sev-
eral years for the Treasury to adopt implementing regulations of
tax laws that were passed in 1978 and 1980.

The result of all this was that a reliable investment decision
couldn't begin to be made until we were well over half way
through the period of time that the energy tax credits were appli-
cable to projects. And if you work backward from the completion
date requirement at year-end 1985, you will find that there is a
period of a year or less during which you could legitimately ap-
proach the capital markets and ask equity to commit to projects.
The next time we put energy tax credits into a bill, perhaps we
should have them start 2 years hence and run out, so that there
would be sufficient leadtime to take legitimate advantage of them.
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I think it is safe to say that the capital markets themselves-al-
though some participants may not be-the capital markets them-
selves are extremely neutral, indifferent, and we rely on that. The
signals that you send are going to have a dramatic impact on how
they respond, particularly not only in the level of incentive that
you provide for those markets but for the reliability of those incen-
tives. It has been my experience and I suspect the experience of
many of my colleagues that it has been a stop-and-go kind of
signal: "Yes, you have tax credits; we are thinking of taking them
away." "No, you don't have them." "You will have ACRS deprecia-
tion; we are thinking about recapture." And you end up with a sit-
uation where, with this kind of erratic behavior which requires
only the discussion of a proposed tax bill by the administration,
you can have a substantial chilling effect on the investment deci-
sion.

I think my final point is that no one of us is that comfortable or
confident in our ability to predict the future, that we can reliably
say which of the energy technologies is likely to be the most logical
candidate to serve our energy needs of the future. To bring it down
to home, no one of us anticipates that we are going to die tomor-
row, but we all carry insurance just in case. It seems to me that
the renewable energy sector, although it only represents 4 percent
of energy production or power production in the United States, has
a useful role to play, and has a useful insurance role in which it
may function. The only question, then, is, "What is the cost of that
insurance?" It may not be the extension of or expansion of energy
tax credits; it may be a production credit, something that is more
politically palatable and more economically attractive. But I think
some approach should be used to nurture this industry which has
at least reached a starting level through the next few years so that
it is around when the moment comes.

As Senator Long said, from Santayana, "Those who do not learn
from history are doomed to relive it," to in effect exterminate this
industry or allow its expiration at this point may not be the wisest
of energy policies.

Thank you.
Senator WALLOP. Thank you, Mr. Huyck. I appreciate what you

are saying. I am again reminded of Mr. Morgan s testimony, where
reliance only on the future 50 years hence without dealing with
today is a little like saying, "I won't clothe my baby because he's
only going to grow to be 6 feet tall."

Mr. HUYCK. Or like Keynes' line, "In the long run, we're all
dead."

The timing question has been a fairly consistent problem here.
All the differences of opinion here have largely reflected the time-
horizon difference. And I think if we recognize that, there is no
reason that we have to only accommodate the short-term time hori-
zon to get over the immediate problems of a decline in domestic re-
fining usage, et cetera, but we also have to keep our eye on the
future. And it is an integrated program, I think, that is going to be
critical.

Senator WALLOP. Yes, that was the root of my efforts in terms of
the rules adopted last year, just to provide some consistency in all
of that.
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Mr. HUYCK. Exactly.
Senator WALLOP. You will recall how very successful I was.
Mr. Blair?
[Mr. Huyck's written testimony follows:]
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TESTIMONY

Mr. Chairman and Members of the Committee:

My name is Philip M. Huyck. I work with the New York investment
banking firm The First Boston Corporation, where I specialize in the
financing of cogeneration and small power production projects. I also serve
as President of the National Hydropower Association (NHA), a trade
association of the private hydropower industry. I also serve as a Director
of the Renewable Energy Institute (REI), which coordinates policy research
and provides information on the various renewable energy technologies, and
am the Chairman of REI's Capital Mobilization Task Force. I appreciate the
opportunity to testify here today.

1 have attached as an exhibit to my comments the testimony recently
given on behalf of NHA to the House Ways and Means Committee. It reflects
the perspecitve of the NHA and my own perspective on the implications of the
President's tax proposal.

I would like to extend the concepts expressed to a broader spectrum
of technologies. It is not my purpose to engage in special pleading for any
particular technology. The one thing we all should have learned in the past
12 years since the first oil shock is that no one of us is sufficiently
prescient to dictate a single solution to the energy problem. Since we
cannot reliably predict supply and price reliably over even an intermediate
period, we need to do all we can to remain flexible to adjust to shifts in
sources of supply and price volatility. The Public Utility Regulatory
Policies Act of 1978 (PURPA) deregulated certain forms of electric power
production. Substantial sums of capital were mobilized from new sources as
the financial markets were educated to the value of investing capital to
provide diverse, efficient and reliable sources of electric power. The
impact on the utility industry has been substantial and, I think,
beneficial. Even with the substantial incremental power sources that have
been built or are scheduled for completion in the near future, many experts
predict painful shortages of electric power in the foreseeable future.
Without the capital mobilized by the opportunity opened up by PURPA, this
situation would likely be substantially worse.

The basic laws of biology appear to tell us that no one organism is
perfectly adapted to all environments. Evolution functions according to two
basic concepts: random mutation and natural selection. An organism or
technology may be perfectly adapted -to today's circumstances, but it will
inevitably be less appropriate as that environment changes. The rate of
change in our energy environment is dramatic. We need as much diversity in
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energy resources as possible to maximize our chances of survival as the
environment shifts in ways we cannot hope to predict. To truncate the
development of the renewable energy sector and downgrade the value of energy
efficiency may not be the wisest of policies. The confidence to do this is
based on the assumption that we will not face another energy crisis.
Santayana's cliche seems apposite: those who do not learn from history are
doomed to relive it.

Capital markets and those who mobilize capital are basically
neutral. There is very little policy or moral overtone to their activities.
which in a market society is as it should be. But the capital markets
themselves have become extremely sensitive and volatile. The Congress
should carefully consider the interpretation of the signals it is preparing
to send as it reviews the nation's tax structure. Little may be gained and
much lost by placing renewable energy and cogeneration in a low priority
category. I would encourage the Committee to place unregulated power
projects in CCRS Class 4, where they are more appropriate, and to provide
transition rules that accommodate the long lead-time commitments that must
be made in connection with the financing of a power generating facility.
One has to be concerned with the chilling effect of the tax legislation
process on capital mobilization. The process may be even worse that
Macbeth's concern that life is "full of sound and fury, signifying
nothing." Perpetual proposed tax revisions are likely to have an overall
chilling effect on financing.

The German statesman Otto von Bismarck recommended that you
shouldn't watch certain things being made. Among these he included sausage
and legislation. The confusion over the character and timing of changes in
the tax law has made it increasingly difficult to mobilize capital. A much
earlier political philosopher, Lao Tzu, had a slightly different
recommendation. In the 5th century B.C.. in the Tao Te Ching, the origin of
Taoist thought, he suggested with respect to governing: "Do that which
consists of taking no action, and order will prevail." That option is not
realistic in today's context. Some major revision of the tax code is likely
to emerge. Hopefully it will be done in such a way that the initial
momentum to mobilize capital for renewable resource and energy efficient
projects will not be completely lost. Extinction of an energy option is not
likely to be in anyone's long run interest.
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To. F- &, hvo, Hydropower is a major non-polluting domestic renewable
energy resource. However, hydropower projects are very capital
intensive, and as such are significantly affected by the proposed
modifications to the cost recovery provisions of the Internal
Revenue Code. The Capital Cost RecoverSystem proposed in
the President's tax plan will eliminate the tax neutrality which
currently exists between non-regulated energy investments and
other capital investments, and will instead introduce a tax bias
against investment in unregulated hydropower and other alterna-
tive energy projects. NHA urges this Committee to restore tax
neutrality by including unregulated hydropower projects in CCRS
Class 4 instead of CCRS Class S.

The President's proposal would terminate the investment tax
credit and would allow the energy tax credit to expire under its
current terms at the end of 1985. The President's proposal
retains the present hydropower transition rule, under which the
credit is available through the end of 1988 for projects for which
an application is filed with the Federal Energy Regulatory Commis-
sion by the end of 1985. NHA supports the retention of this
transition rule, and also supports the use of this approach as a
transition rule for other tax provisions, such as the Investment
tax credit. Pinally. NHA supports the proposal in H.R. 2001 to
extend the three-year transition period for an additional two
years to ompensate for Increased delays In the licensing process.

SUMMARY OF COMMENTS AND RECOMMENDATIONS
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Mr. Chairman and Members of the Committee:

My name is Granvlle J. Smith. I am Vice President of STS
Energenics Ltd.. a company that is actively engaged in the development of
small scale hydropower projects, and I am a member of the National Hydro-
power Association (NHA). NHA is the trade association of the private
hydropower Industry, and its members include hydropower project develop-
ers, engineering consultants, equipment manufacturers, and other profes-
ilonals serving the hydropower industry. I am accompanied by Lee h1.
Goodwin, a tax attorney with the Washington law firm of Wickwire, Gavin
and Gibbs, and Vice President and General Counsel of NHA. I am here to
talk about how the coat recovery provisions in the President's tax reform
proposal affect the hydropower industry. I appreciate the opportunity to
testify here today.

Hydropower is a major non-polluting domestic renewable energy re-
source. Hydropower development, and particularly the m-axtmum develop-
ment of small scale projects at existing dams and non-impoundment sites,
can make a significant contribution to our national security and economy by
diminishing our dependence on foreign oil, and by promoting employment
and economic growth. Industry figures estimate that, as of the Spring of
1984, 302 projects which had been commenced after the enactment of the
Public Utilities Regulatory Policies Act (PURPA), in 1978, were completed
or under construction. These 302 projects represent 572 MW of capacity.
An additional 444 projects, representing 947 MW of capacity, had been
approved by the Federal Energy Regulatory Commission (FERC). Industry
observers estimate that additional projects with a toted installed capacity of
1.200 M--the equivalent of one medium size nuclear plant--could be
developed In the next five years.

However, hydropower development requires a substantial Intitial
investment. The cost of a hydropower project can range from $1,500 to
$2,000 per KV installed for the simple retrofit of an existing dam, all the
way up to $3,500 per KW installed for completely new development. This is
considerably higher than the installed cost of other conventional energy
technologies such as coal-fired steam turbine plants, which typically cost
$1,000 to $1,500 per installed XW, and gas-fired turbines, which typically
cost between 1150 to $300 per installed KW. Moreover, the wide-range of
stream flows at the typical site, coupled with the frequent need to
discharge minimum releases for environmental purposes, means that the
plant factor for the typical hydro plant is 40% to 50%, which is much lower
than a typical coal plant, which may have a plant factor of up to 80%.
Small scale hydropower Is also not a low risk investment. Unlike electric
utilities, most NHA members sell power at avoided costs established
pursuant to PURPA, and they are therefore not guaranteed a minimum
return on their investment. Thus, unlike regulated electric utilities, they
are exposed to the same entrepreneurial risk as other unregulated
businesses.

In recognition of the significant costs, benefits and risks associated
with hydropower development, Congress enacted an 2l1 energy tax credit
for small scale hydro projects in 1980. The credit is available through
1985, with an affirmative commitments extension for some projects through
1988. However, not all hydropower projects qualify for the credit, which
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ts limited to small scale projects at existing dams and at sites which do not
use a dam or impoundment. Like other t

6
ubiness investments, non-utility

hydropower projects also qualify for the investment tax credit and five-
year depreciation.

Because hydropower projects are very capital intensive, tne treatment
of capital investments under the Internal Revenue Code is of considerable
significance to the hydropower industry. Many aspects of the President's
tax plan would have a direct and significant impact on capital intensive
investments, such as hydropower projects. The most significant of these
are the replacement of ACRS with the new CCRS depreciation system, the
repeal of the investment tax credit, and the failure to extend the energy
tax credit. For example, industry experts indicate that. under current
conditions, typical projects which cost between $2,000 and $2,500 per KW
installed are economical at an electric price of 5e-6e per KWH. Under the
President's plan. project cost would have to fall to S1.200-S1.500 per KW
installed, which would confine development to a very limited range of sites.
In the alternative. electric rates would have to rise to 7e-9e per KWH. a
rate which is only competitive in a very few parts of the country.

Members of the National Hydropower Association are encouraged that
the Admirdstration has recognized the special importance of energy produc-
tion to this country, and NHA agrees that national security and economic
development considerations demand that the tax code continue to be used
to encourage domestic energy production. However, the President'b energy
tax proposals, which have been directed primarily at oil and gas produc-
tion, have failed to give adequate consideration to hydropower and other
alternative energy technologies, and could actually bias the tax code
against alternative energy production. We hope that this Committee will
correct this imbalance as It considers the various options for tax reform,
and will provide r.".ded encouragement for all forms of domestic energy
development.

DEPRECIATION OF HYDROPOW ER PROJECTS

The President's tax reform proposal would replace ACRS with a new
depreciation method--the Capital Cost Recovery System (CCRS). Under
CCRS, business assets would be classified in one of six CCRS categories.
and would be assigned annual depreciation rates ranging from 55% per year
for property in Class I to 4% for property in Class 6. Each class would
also be assigned a specified depreciation period, ranging from four years
for Class 1 to 28 years for Class 6. Electric generating equipment, includ-
ing hydropower projects, would Initially be placed in Class 5, and would be
assigned a 17% annual depreciation rate and a ten-year depreciation period.
By comparison, most other industrial equipment, with which hydro equip-
ment must compete for investment dollars, is assigned to Class 4, with a
12% annual depreciation rate and a seven-year depreciation period.

Members of NHA are concerned that the President's proposal woulc;
eliminate the level playing field for hydropower investment which exists
uwider current law. Under current law. non-regulated hydropower projects
are included in the same ACRS category as the other non-regulated capital
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investments with which they must compete for investment dollars. Accord-
ingly. as far as tax treatment is concerned, tax benefits are not a consid-
eration in choosing between hydropower and other unregulated investments.
By contrast, the President's proposal would place most items of capital
equipment in depreciation Class 4, while hydropower projects would be
placed in depreciation Class 5. Thus, the level playing field would be
eliminated, and hydropower projects would be assigned a depreciation
period which 16 three years longer and 5% lower than that for other capital
-investments.

Because capital investments are evaluated on the basis of their in-
ternal rate of return, using a present value analysis, investment decisions
are most heavily influenced by the return during the early years of the
investment. Accordingly, the proposed differentiation in tax treatment
between hydropower projects and other capital investments will create a
bias against hydropower investments. Moreover, this bias Is not fuUy
compensated for by the inflation adjustments built into CCRS, since those
adjustments only compensate for inflation. and do not compensate for the
real cost of capital over time. NHA feels that, given the critical
Importance of energy to this country's economic health and national
security, the creation of a tax bias against investment in hydropower
projects at this time is highly inappropriate.

The President's proposal places non-utility hydropower projects in the
same depreciation category as projects developed by regulated utilities,
even though the investment considerations of regulated and unregulated
electric producers are very different. A public utility's investment de-
cisions are dictated primarily by the pattern of electric demand within the
utility's service territory. Because regulated electric utilities are guaran-
teed a return on their investment, the tax consequences of their invest-
ments do not play nearly as significant a role in utilities' investment deci-
sion-making as they do in the investment decisions of unregulated com-
panies. which must compete with other unregulated investments for capital.
Because of this difference, electric utilities have traditionally been assigned
a lower depreciation rate than non-regulated electric producers.

Under current law, hydropower and other unregulated electric power
producers are included in the five-year ACRS category, while public utility
generating equipment is included in the ten- or fifteen-year ACRS categor-
ies. Hydropower developers believe that this treatment is appropriate, and
that unregulated hydropower projects, which are exposed to the same
entrepreneural risks as other business investments, should continue to be
accorded depreciation treatment comparable to that accorded other unreg-
ulated Investments, and should not be treated the same as regulated utility
investments. Accordingly, NHA urges this Committee to revise the pro-
posed Capital Cost Recovery categories to Include hydropower projects
which are not classified as public utilty property under current law it
Class 4 rather than Class S.

TRANSITION RULES

The President's proposal would not extend the energy tax credit and
would instead allow the credit to expire under its current terms at the end
of 1B85. The proposal would allow the existing law transition rule for
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hydropower projects to remain in effect. Under this transition rule, the
credit is available through 1988 for projects for which an application is
filed with FERC before the end of 1985. This transition rule was enacted
because hydropower developers invest considerable sums in bringi:.g a
project to the point at which an application can be filed with FERC, but
cannot commence project construction until after FERC has completed its
frequently lengthy review process. Hydro developers are continuing to
spend substantial sums to develop projects which will be completed after

-the end of 1985 but before the end of 1988 in reliance on the continuation
of this transition rule, and NHA certainly hopes that this aspPct of the
President's proposal will be reflected in the final measure recommended b-;,
this Committee. Moreover, NHA urges that. as this Committee considers
appropriate transition rules for other provisions of current law which affect
hydropower projects, Including the repeal of the investment credit and
ACRS, the Committee give careful consideration to adopting these same
transition rules for those provisions In the case of small scale hydropower
projects.

Finally, NHA hopes that this Committee will give careful consideration
to the provisions of H.R. 2001, the Renewable Energy and Conservation
Transition Act of 1985, which pertain to hydropower. Unlike other tech-
nologies. H.R. 2001 would not extend the basic 1985 expiration date of the
credit for hydropower projects. However, it would extend the transition
period currently allowed for hydropower projects for two years, through
the end of 1990, for projects for which art application has been filed at
FERC by the end of 1985. This extension is appropriate because the
regulatory delay associated with hydropower project development has in-
creased considerably since the credit was first enacted.

In 1980, when the credit was enacted, Congress reasonably expected
that a project for which an application was filed by the end of 1985 could
in fact be approved by FERC and constructed in three years, by the end
of 1988. Under current circumstances, it is questionable whether the pro-
cessing of an application filed by the end of 1985 can- even be completed by
FERC within the three-year period, much less that the project could be
constructed within that period as well. Recently, for example, FERC
adopted a Cluster Impact Assessment Procedure for reviewing the cumula-
tive impacts of hydropower projects, which will extend the period for the
processing of FERC applications for projects subject to that procedure by
as much as one and one-half years. Accordingly, the two-year extension
included in H.R. 2001 will not, as a practical matter, extend the credit to
projects which were not originally intended to qualify for the credit when it
was enacted in 1980. To the contrary, it is necessary to ensure that those
projects will in fact be able to take advantage of the credit under current
licensing conditions.

CONCLUSION

WHA appreciates the opportunity to appear and testify in front of this
Committee. NHA appreciates that this Committee has a herculean task in
front of it as It evaluates the various options for tax reform, and NHA is
prepared to work with this Committee I any appropriate way to ensure
that Issues affecting hydropower development are fairly and appropriately
addressed.

W a
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STATEMENT BY PETER BLAIR, PROJECT DIRECTOR, ENERGY
AND MATERIALS PROGRAM, OFFICE OF TECHNOLOGY ASSESS-
MENT, U.S. CONGRESS, WASHINGTON, DC
Mr. BLAIR. Thank you, Mr. Chairman. I thank you for the oppor-

tunity to share with your subcommittee some of the findings of
OTA's new studv. "New Electric Power Technologies: Problems and
Prospects for the 1990's." This study was originally requested by
the House Science and Technology Committee, and in the course of
our analysis we examined the relative effectiveness of alternative
public policy mechanisms for stimulating innovation and accelerat-
ing commercialization of new technology in the electric power in-
dustry.

Among the mechanisms we considered were alternative tax in-
centives. The purpose of my testimony today is to really report on
that analysis as it relates to this hearing.

Over the last decade, the environment within which the utilities
have made investment decisions has changed from a stable and
seemingly predictable forecast of past trends to a highly uncertain
and complicated maze of interrelated economic, regulatory, and
technology decisions.

Now, flexibility in accommodating unanticipated changes in
demand, capital costs, interest rates, environmental regulation, and
a host of other factors, is a key consideration in power system plan-
ning by electric utilities.

In particular, they now consider a much broader range of strate-
gic options, including increased attention to smaller scale power
production.

It is this option that is the principal target of tax policy designed
to promote electric energy innovation. Many new technologies offer
the kind of flexibility utilities are seeking and have other attrac-
tive features a' well, including environmental quality and fuel
flexibility.

At the current rate, or perhaps as the Secretary put it earlier
pace of development, however, most promising new technologies,
including the renewables, fluidized bed, the IGGC that you men-
tioned earlier, will not really be in a position to contribute to meet-
ing potentially accelerating load growth in the 1990's. With this po-
tential of accelerated load growth in the 1990s, Congress may con-
sider the prudence of a national policy decision to invest in insur-
ance of the market availability of an array of generating technol-
ogies that provide greater flexibility in meeting load requirements.
The question is, of course, who will shoulder this insurance invest-
ment?

Central to designing a Federal policy to stimulate development,
demonstration, and deployment of new electric power technologies
is determining the relative effectiveness of tax subsidies in stimu-
lating innovation-that is, relative to other mechanisms for imple-
menting such a policy.

To date, along with direct support for research and development,
an important component of the Federal program for new generat-
ing technology commercialization has been support through tax
subsidies. A case in point, of course, is the current system of renew-
able tax credits, which have been an important contributor to the
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Federal policy of supporting the infant renewable energy industry.
Our analysis shows that both the renewable tax credits as well as
recovery of full utility avoided costs under PURPA by nonutility
power producers have been crucial to the initial commercial devel-
opment and employment of wind and solar power technologies.

In particular, with declining direct Federal support for renew-
able technology development, the renewable tax credits have sup-
ported development of innovative designs as well as commercial ap-
plication of mature design.

At the same time, there are instances where the tax credits have
prompted installation of inferior technology that has little possibili-
ty of commercial success.

The future of nonutility applications is closely tied not only to
Federal tax policy but-also to trends in avoided costs and other pro-
visions established by PURPA. If favorable tax treatment ceases at
the end of 1985, however, development of much of the domestic re-
newable industry may be delayed significantly. In particular, with-
out existing incentives, many of the generally small firms involved
in development projects will lose access to sources of capital.

There have been a number of proposals placed before Congress
that seek a gradual phasing out of the renewable credits, and OTA
is now analyzing these proposals, including the production tax
credits.

The evidence supporting the relative effectiveness of tax credits
for stimulating investment in the utility industry itself is not as
compelling as the nonutility case. The difference is mostly ex-
plained by differences in utility accounting practices. Other actions
than tax preferences might be more effective for stimulating devel-
opment in the utility industry.

Finally, in sum, for the case of the nonutility power production,
tax credits have proved to be important to accelerated development
and deployment. Without some form of continued favorable tax
treatment, development in much of the industry may be delayed.
Development, of some technologies, in particular, wind, will contin-
ue at a slower pace; but the development of others is likely to move
overseas.

Thank you.
Senator WALLOP. Thank you, Mr. Blair.
[Mr. Blair's written testimony follows:]
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TESTIMONY OF PETER D. BLAIR
PROJECT DIRECTOR, ENERGY AND MATERIALS PROGRAM

OFFICE OF TECHNOLOGY ASSESSMENT

before

Subcomittee on Energy and Agricultural Taxation
Senate Committee on Finance

June 21, 1985

Mr. Cliairman,

Thank you for the opportunity to share with your subcommittee some

of the findings of the Office of Technology Assessment's study, New

Electric Power Technologies: Problems and Prospects for the 1990's. This

study was requested by the House Science and Technology Committee to

examine current and future cost and performance characteristics of a range

of new electric generating technologies and load management, and their

potential for contribution to the nation's electric energy resource in the

1990's. In the course of our analysis we examined the relative

effectiveness of alternative public policy mechanisms for stimulating

innovation and accelerating commercialization of new technology in the

electric power industry. Among the mechanisms considered were alternative

tax incentives. The purpose of my testimony today is to report on that

particular part of our analysis.
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THE ELECTRIC POWER INDUSTRY IN THE U.S.: THE CURRENT POLICY CONTEXT

The decade of the 1970's was a period of unprecedented change in the

U.S. electric power industry. Beginning with the Arab cil embargo, the

environment within which utilities made investment decisions changed from a

stable and seemingly predictable forecast of past trends to a highly

uncertain and complicated maze of interrelated economic, regulatory, and

technology decisions. As utilities face the 1990's and continued highly

uncertain load growth, the experiences of the 1970's have caused them to

become much more sensitive to the financial risk of overbuilding large,

central station generating capacity, and have forced them to reexamine

their traditional business strategies.

Flexibility In accommodating unanticipated changes in demand,

capital cost, interest rates, environmental regulation, and a host of other

factors is a key consideration in power system planning by electric

utilities. In particular, utilities now consider a much broader range of

strategic options including life extension and rehabilitation of existing

generating facilities, increased purchases from and shared construction

programs with neighboring utilities, diversification to non-traditional

lines of business, increased reliance on load management and conservation

activities, and, finally, increased attention to smaller scale power

production from a variety of both conventional and alternative energy

sources.
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It is this last option that is the principal target of tax policy

designed to promote electric energy innovation. These technologies--

Including solar thermal, wind, photovoltaics, geothermal, atmospheric

fluidized bed combustion of coal and other fuels, and others--offer the

kind of flexibility utilities are seeking, and have other attractive

features as well concerning environmental quality and fuel flexibility. At

the current rate of development, however, most new technologies will not be

in a position to contril-te to meeting load growth in the 1990's.

If load growth should accelerate, the interest in conventional and

developing technologies that offer the flexibility of short lead times, and

modular design features, as well as the long-term promise of cleaner, more

efficient utilization of abundant coal resources, might sharply increase.

As a result, it may be a prudent national policy decision to invest in the

"insurance" of the market availability of an array of generating

technologies that provide greater flexibility for meeting load

requirements. The question is, of course, who should shoulder this

insurance investment?

STIMULATING INNOVATION IN THE ELECTRIC POWER INDUSTRY: W}HO PAYS?

Electric utilities on average currently spend less than one percent

of gross revenues on research and development (R&D), considerably less than

most other capital intensive industries. This figure includes their

support of the Electric Power Research Institute. Electric utilities point
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out that, with the exception of nuclear power, equipment manufacturers and

vendors have traditionally carried the principal burden of R&D for the

power industry. But, with the decline in new equipment orders in recent

years, manufacturers are less likely to commit R&D to new products for

which strong markets are very uncertain. As a result, if R&D activity in

new generating technologies is to continue, at least a portion of the

burden will probably have to shift to the utilities themselves. As

pressures on utilities to consider new technologies mount, how public

utility commissions treat cost of research, development, demonstration and

of early commercial applications is a pivotal issue.

While utility investment in new electric generating technologies in

the United States is relatively small, the number of non-utility investors,

generating power under the provisions of the Public Utility Regulatory

Policies Act (PURPA) of 1978, have increased rapidly in the last few years.

Increased availability of natural gas coupled with supportive regulatory

treatment provided by PURPA and tax incentives for cogeneration and small-

scale power production have led to considerably increased activity in non-

utility generation in some regions, particularly those of highest load

growth and fuel cost (the West and Southwest). This reemergence of non-

utility power production as a growing industry in America is providing and

can continue to provide an important test bed for some of these new

gene-rating technologies. While much of this investment has gone into

cogeneration to date, in some utility service areas (e.g., in California)

the rate of growth of new generating technologies Is steadily increasing.
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The degree to which non-utility investment in new generating technologies

(and load management) affects the total generation mix is also an important

ingredient in the future of the U.S. electric power system.

Tax Policy as a Mechanism for Stimulating Innovation

In our view, the long term security of electricity supply and health

of the electric power industry is linked to the ability to employ new

technology in response to the Zinancial, regulatory, and other pressures

that the industry now faces. Central to designing a Federal policy to

stimulate development and deployment of new electric power technologies is

determining the relative effectiveness of tax subsidies in stimulating

innovation. In particular, tax subsidies should be evaluated against other

mechanisms for implementing such a policy.

Tax subsidies can be implemented along two basic dimensions. First,

benefits can be awarded either on the basis of front-end expenditures--an

investment tax credit--or on the basis of energy output--a production tax

credit (PTC). Second, tax credits can be awarded on a technology-specific"

basis--as in the Renewable Energy Tax Credits (RTC)--or on a technology-

neutral basis--as in a research and development tax credit.

Many economists argue that the most economically efficient tax

subsidy is output or production oriented and technology-neutral. That is,

the subsidy should be awarded on the basis of energy produced regardless of

the technology employed, thereby reducing the possibility of artificially
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supporting inferior technology. From a policy perspective, however, the

motivation for a technology-specific incentive might not be sufficiently

captured in traditional measures of economic efficiency (e.g.,

environmental benefits or the desire to encourage fuel diversity or reduce

import dependence for security purposes). Similarly, output-oriented

subsidies, while certainly providing incentives for production, may

discourage testing of innovative designs relative to front-end oriented

subsidies.

In this light, it is important to highlight the difference between

tax policy used as an operating subsidy, e.g., to stimulate production of

targeted energy resources, and tax policy used to stimulate innovation,

i.e., to commercialize new technology. The former is mired in the "level

playing field" debate and goes far beyond tax policy alone in assessing the

relative effectiveness, economic efficiency, and policy motivation for

offering or not offering such subsidies. The latter is usually envisioned

as a short-term means for bringing a now technology to maturity, at which

time the subsidy would be withdrawn. Among a host of other mechanisms,

both kinds of subsidies have traditionally been implemented through the tax

code as tax credits or accelerated depreciation allowances. To date, along

with direct support for research, development and demonstration projects,

an important component of the Federal program for new generating technology

commercialization has been support through tax subsidies.
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As a case in point, part of the scope of OTA's assessment was to

examine the role the Renewable Energy Tax Credits (RTC's) have had on the

initial commercial development of renewable electric generating

technologies and what the prospectE for continued development of these

technologies might be without the RTC's or under a modified tax incentive

mechanism such as a PTC or a gradual phase-out or the RTC.

Renewable Energy Tax Credits

The RTC's have been an important contributor to the Federal policy

of supporting the infant renewable energy industry.
1 

While the RTC's have

been in effect since 1978, they have only been utilized to a significant

degree since 1981 for electric power projects and are only applicable to

non-utility applications. Our analysis shows that both the Renewable

Energy Tax Credit (RTC) and recovery of full utility avoided costs (PURPA)

by non-utility power producers have been crucial in the initial commercial

development and deployment of wind and solar power generating technologies.

In particular, with declining direct Federal support for .enewable

technology development, the RTC has supported development of innovative

designs as well as commercial application of mature designs.

IThe Energy Tax Act of 1978; the long term "support of an infant industry"
motivation for the renewable energy credit was quite different from the sister
tax credit for conservation which was motivated by the short term objective
for encouraging energy conservation.

a
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For wind projects, in particular, the credits seemed to have spurred

development significantly for two reasons:

(1) With the tax credits, projects with design specifications using

current cost and performance technology yield competitive rates of return

for prospective investors, particularly in California where state tax

credits and high PURPA avoided cost rates are additional incentives. Even

if the design specifications for a prospective project are not realized, as

has been the case for a large number of first generation wind projects, the

tax benefits alone associated with these projects, many of which were

initiated to test innovative design, have been sufficient to attract

considerable investment interest. This has been particularly true for

investors with income from other investments.

For example, using OTA's cost and performance estimates for new

generating technologies in the 1990's, the cumulative effect of tax

benefits--including accelerated depreciation allowances (ACRS), investment

tax credits (ITC), and renewable energy tax credits (RTC)--shows that wind

turbine as well as geothermal projects are attractive investment

opportunities under all reasonable cost and performance scenarios.

Photovoltaics become competitive under the "best case" cost and performance

scenario. Some of the details of this analysis are illustrated in the

attached figure 1.
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(2) While the first generation wind projects in California generally

did not perform well, they served as the "test bed" for small wind machines

(less than 200 lW) that have not been supported by the Federal research and

development program. Indeed, the wind industry is currently moving from

these first generation small machines to medium sized machines (200-1000

KW) as the technology matures.

The role of the RTC in accelerating commercial development seems to

have changed from its original design, at least for the technologies

considered in this assessment. The original Federal policy was to provide

direct research support to develop the technology and the RTC to accelerate

commercial deployment. With decreased Federal research and development

support, the RTC appears to be supporting research and development in the

field as well as commercial development. At the same time, there are

instances where the RTC has prompted installation of inferior technology

that has little possibility of commercial success.

These instances have brought about criticism of the RTC's,

particularly for wind, that has resulted in proposals for an alternative

PTC that would award the credit based on energy generated rather than the

initial investment. These critics have argued that support of innovative

designs is not the intent of-the credits. Indeed, a PTC would discourage

investment primarily oriented toward exploiting tax benefits. Moreover, it

would insure that whatever investments are made would be done so for energy

production purposes. A PTC, however, may be difficult to monitor,

particularly in non-grid connected applications. In addition, while PTC's
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may ensure better performance, it may slow technology development and

commercialization since investors would be less likely to test innovative

designs. Another implication of the PTC, compared with the RTC, is that it

favors technologies in base load duty cycle applications (with higher

capacity factors) such as geothermal and penalizes those in intermediate

and peaking applications such as wind or solar. The tradeoffs between

PTC's and RTC's are illustrated by comparing figures 2 and 3.

The future of non-utility applications of new generating

technologies is closely tied not only to Federal tax policy but also to

future trends in avoided cost (and other provisions established by PURPA),

and fuel availability and cost. if favorable tax treatment ceases at the

end of 1985. development of much 4-f the domestic renewable power

technology industry may be delayed significantly. In particular, without

existing tax incentives, many of the generally small firms involved in

development projects will lose access to existing sources of capital. Even

large, adequately capitalized firms may lose their distribution networks,

leaving the industry struggling to survive. Only the most mature, best

financed renewable technologies in the best resource locations would most

likely be deployed through the 1990's. In those regions where high quality

resources exist, however, they could be important contributors to both new

and replacement generating capacity even without a specific subsidy.

There have been a number of proposals placed before Congress that

seek a gradual phasing out of the RTC rather than their currently scheduled

sudden termination at the end of 1985. OTA is now analyzing these

proposals.
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Tax Credits for Electric Utilities

The evidence supporting the relative effectiveness of tax incentives

for stimulating investment in the electric utility industry itself is not

as compelling as the non-utility case. For example, the decrease in the

levelized per KWh busbar cost for the renewable technologies considered in

OTA's assessment, with a 15 percent tax credit over and above the existing

tax benefits currently afforded to utilities, is less than ten percent for

all cases (see table 1). The relative lower effectiveness is mostly

explained by utility accounting practices which spread the benefits of the

tax credit over the life of the facility rather than offering a substantial

front-end incentive.

Other actions than tax preferences for stimulating development in

new technology within electric utilities may be more effective. For

example, such actions might include the availability of PURPA Section 210

benefits to electric utilities, actions by public utility commissions to

provide greater research, development and demonstration support through

electricity rates, and removal of the Powerplant and Industrial Fuel Use

Act (PIFUA) restrictions on the use of natural gas. All of these steps

could increase the rate of deployment of developing generating

techno-ogies, but their other effects have to be carefully reviewed before

and during implementation.
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CONCLUSIONS

In the case of-non-utility electric power production, tax credits

have proved to be quite important to accelerated development and deployment

of early commercial applications of renewable electric power generating

technologies. Without some form of continued favorable tax treatment,

development of much of the domestic renewable power technology industry may

be delayed significantly. Development of some technologies,--in particular

wind turbines--would probably continue at a slower pace, and leadership in

the development of others would likely move overseas.

Finally, while it is clear that tax incentives for accelerating

development of new technologies have been very successful in non-utilities,

the evidence favoring offering such incentives to the utility industry

itself, compared to other mechanisms for encouraging development, is less

compelling. Regardless of what incentives are made available to electric

utilities, however, if continued development is desired for the remainder

of this decade, some form of favorable tax treatment for non-utility

investors is likely to be necessary.
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Table 1
Impact of RTC's on Sample Utility Busbar Costs

(cents per kilowatt-hour)

Without With
RTC RTC

Geothermal 7.41 7.23
Solar-thermal 17.26 16.28
Photovoltaics 20.52 18.83
Wind 7.13 6.63

*Assumes "most likely" cost and performance

estimates from U.S. Congress, Office of
Technology Assessment, New Electric Power
Technologies: Problems and Prospects for the
1990's (Draft), June 1985.
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Breakeven Utility Buy-Back Rates
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Figure 2

Tax Incentives for New Electric Generation Technologies: Cumulative Effect on
Internal Rate of Return

(Best Case Cost and Perftormance: Production Tax Credits)
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Figure 3

Tax Incentives for New Electric Generation Technologies: Cumulative Effect on
Internal Rate of Return

(Best Case Cost and Performance: Renewable Tax Credit)
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Senator WALLOP. That is more than passingly interesting testi-
mony.

Lloyd, let me ask you, have you ever heard of an oil and gas tax
shelter which allows more than a 1-for-i writeoff?

Mr. UNSELL. I have read about those in the paper, but I don't
know of anyone who experienced that. I noticed Mr. Morgan on the
earlier panel talking about independent producers paying no taxes.
I can assure you, also, that since the depletion and the excess IDC's
were included as so-called preference items under the minimum
tax, I haven't found an independent producer who has not paid
taxes, except occasionally one who has massive losses that exceeded
income, and that's true of most industries.

I would like also to second what Mr. Huyck said here about the
need for stability. I am running into more and more people who
say the good old days were those distant years past when Congress
dealt with revenue bills every 6 to 8 years; now you have 1 every
year, and literally billions of dollars go into economic purgatory or
limbo while people are making up their minds what the Congress
is going to about it.

Senator WALLOP. And they go into lawyers and accountants to
find out. [Laughter.]

Mr. UNSELL. You know, the Wall Street Journal had an interest-
ing lead article on Wednesday about the very large projects that
have been canceled, some of them where contracts had been signed.
People just pulled out of them simply because this tax thing is
laying on the table. They didn't have anything on oil, but I went
back and checked the timeframe from December 1 to June for the
last 25 years, and this is the first time, after the introduction of
Treasury I, from that point until June, we have stacked 39 percent
of the drilling rigs that were operating on the first of December.
That has never happened before in the history of this industry, and
I certainly do not believe it is just coincidental.

Senator WALLOP. I guess the point of my question was that the
IDC's production really comes from spending an equal amount of
money in the search for oil and gas. That is what it was designed
to do, nothing more sinister than that.

It would be fine if somebody could point out to me where you
could get a 1-to-1 or a 2-to-1 return, but I just don't know how that
would be concocted.

Mr. UNSELL. The other thing I have found most people don't un-
derstand is that oil intangible drilling costs are spent in advance of
the casing point. Once you have a completed well, everything you
do from then on is installation of tangibles, of pumping equipment,
pipe down the holes, gathering lines, storage tanks, separation
equipment, all of that is amortized for tax purposes just like any
other business.

Senator WALLOP. I can tell you, I spent 1 year of my life in which
I paid no taxes, and it was the most accursed year I ever spent, and
it was for a perfectly legitimate reason-I lost a bunch of money.

Mr. HUYCK. No income is the ultimate shelter.
Senator WALLOP. Yes, no income. And I never thought it was

particularly unfair that I didn't have to pay tax; I would have been
overjoyed, and so would my banker, had I been able to pay tax.
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Mr. HUYCK. Senator, can I ask you a question about the writeoff
issue?

Senator WALLOP. Fine.
Mr. HUYCK. What often happens in these tax shelters, many of

them unscrupulous, is that a minimum amount of equity is put in.
A lot of debt is borrowed based on letters of credit from the inves-
tor. He'll put in a dollar in a $100 project-I am exaggerating for
illustration-and sign a letter of credit for a substantial additional
amount, and he gets a big writeoff on his cashin, and he is looking
at a 4-to-1 writeoff, or whatever, because the tax benefit is associat-
ed with his exposure. And he is later told when the letter of credit
is called and he has to put additional equity in that he was really
exposed for that, and he is often surprised, or has been surprised.
So these big writeoffs are usually geared to leverage and to the
actual cashin as opposed to the ultimate exposure.

Senator WALLOP. Of course, but that is not unique in the tax
treatment of Americans as a whole.

Mr. HUYCK. No. Leverage is what investment banks do with
great skill and great frequency.

Senator WALLOP. But what happens is, and I can speak from a
certain amount of experience, that when they finally say, "Guess
what? You didn't find anything. And I want your letter of credit-
thank you very much- --performed upon," that's tough, especially
when you have anticipated being John Paul Getty and have spent
all the money. It doesn't work that way.

Mr. Keating, let me take you down a short road of suppositions
and suppose that the Congress were to enact the President's pro-
posals, and coal mining slowed to adjust for the increased cost of
capital, which the Treasury admitted would be the case today.
Then assume somewhere we have a national energy emergency
which dramatically increases the demand for coal. Tell me what
would the industry's time response be if, say, you had to replace 5.5
million barrels of oil a day, which is not an inconceivable concept.

Mr. KEATING. I would say, because of the permitting require-
ments that are either promulgated under the Surface Mining Act
or other Federal or State regulatory permitting requirements, the
timeframe would be in the 5- to 7-year range.

Mr. HUYCK. Senator, you are going to have to burn the coal. Coal
in and of itself doesn't solve the problem.

Senator WALLOP. Well, I understand that.
Mr. HuYcK. The powerplant does so.
Senator WALLOP. But if it is going to take 5 to 7 years to get it,

the thrust of my question is--
Mr. KEATING. For example, in the case of fuel switching, because

of the embargo in 1974, Atlantic City Electric, which was one of
our customers, was burning oil and was able to switch fuels readily
because the coal industry was in a recession and excess capacity
was available, as it is today. But if the trend continues in the in-
dustry, and demand and supply come into balance in the next
couple of years, a utility could not go into a fuel switching situa-
tion. The coal will not be there for 5 to 7 years. -

Senator WALLOP. My hypothetical assumes that the slowdown in
capital expenditure would make more likely rather than less likely
the fact that supply and demand were to come into balance within
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a couple of years. If you are not investing in new productive capac-
ity, :-nore efficient productive capacity, either one, then that sort of
acctlltrates the time when the producible supply comes into some
sort of equilibrium with demand. I am not assuming-although I
don't know why not, I think one could-we would have an energy
crisis within the next year, I am assuming that those events Cre
jelling but not here.

Mr. KEATING. What we are having is an effect, in the sense that
today the utilities are being critized by the commissions for having
long-term contracts, so everybody wants to go to a shorter term
market. When there is an increase in the demand for electricity
and there is balance in the industry, it is going to take that 5- to 7-
year timeframe.

Senator WALLOP. Well that is basically the thrust.
I guess the thing that has been gathered out of all of this today

is, as one witness quite correctly said, that instead of leveling the
playing field they have picked it upward toward the service indus-
try and downward on the capital-intensive industries. And in an
economy as broad and as complex as ours, somehow or another to
find the means to equalize taxation is going to take more of an
effort than just sort of eliminating a range of taxing options.

There is the national security issue, which was the reason why
we structured this hearing that way. Most considerations obviously
can be ignored, because they appear to be ignored. They ought not
to be, of course. And all of the testimony here today has been help-
ful.

I don't know where it goes. I wish I had the magic wand which
could make all of the investment opportunities of Americans avail-
able only to economic opportunity and nothing else as a consider-
ation. But we are going to go a hell of a lot farther than the admin-
istration went in the tax bill in order to get that level of simplicity,
or we are going to have to deal with the complexities that are de-
scribed by all of you in the various views that you have of Ameri-
ca's energy industry, whether it is oil and gas, renewables for the
coal industry, or uranium, for that matter. We have a very com-
plex set of interrelationships that maybe shouldn't have been de-
veloped but have been. And to undo that in a morning is going to
be less than comfortable for our country.

So I appreciate it. And with that, I'm sure everybody's desire to
get out of here is only surpassed by mine.

The committee is adjourned.
[Whereupon, at 2:03 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made part of the hearing record:]
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Statement
of the

American Public Power Association
before the

Senate Subcommittee on Energy and Agricultural Taxation,
on

The Impact of the Current Federal Tax Code on Energy Production
Presented June 21, 1985

APPA is a national service organization which represents more than 1,750
local publicly-owned electric utilities throughout the United States. We
welcome this opportunity to offer testimony on the impact of the current tax
code on energy production.

Current tax regulations that affect the financing of municipal electric
systems are an important factor in the reliable and efficient production of the
nation's electric energy supply. Current Treasury regulations assist hundreds
of cities and public agencies across the country i. providing efficient
electric energy services for themselves. In addition, these cities and agencies
provide competition In the nation's largely monopolistic electric power
industry.

We will briefly summarize why we believe current regulations, for the most
part, are appropriate and how they function. But a discussion of current law
would be incomplete without some comment on the adverse impact of certain parts
of the President's May 1985 tax proposals to the congress. We will briefly note
the major adverse effects these proposals would have on the nation's electric
energy supply.

Impact of Current Tax Laws

The most important economic benefit of the current tax code provides the
thousands of actual and potential publicly-owned electric energy suppliers is
adequate access to major capital markets that are dominated by large
institutions. The adverse effects of the dominance of these large borrowers are
greatly mitigated by the ability of small cities to issue tax-exempt bonds.
Small borrowers have problems with gaining access to capital markets not
because technical factors preclude them from being efficient producers, but
simply because they are small.

For example, they have problems gaining recognition from suppliers of
capital and reduced bargaining power when negotiating issuance fees. In a
competitive industry size makes no difference; small producers have the same
access to capital markets as large borrowers. The criterion for acquiring
capital is the credit worthiness of the borrower. Lowering the barriers to
entry to capital markets enhances the ability of efficient small power
producers to compete with large entities for financing. As a result, much
needed competitive pressure is put on the largely monopolistic electric power
industry. And, by definition, this competition produces efficiency.

We will now turn to the specific operation of the current law as it
pertains to publicly-owned electric power suppliers. Provisions of the Internal
Revenue Code of 1958, as amended, and Regulations promulgated under Sections
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103 (a) and (b) allow publicly-owned electric power systems to issue tax-exempt
bonds for generation, transmission, and distribution facilities, or to enter
into arrangements with nonexempt persons as co-owners of those facilities. More
importantly, regulations allow public power systems to enter into contractual
arrangements whereby nonexempt parties agree to take or pay for a portion of
the output from a facility constructed by the public system. Usually these
private parties will be private investor-owned utilties or large industrial
customers. However, the portion of the output that the public system may sell
to nonexempt parties over the life of the facility is limited. The combined
limit on take-or-pay and non-firm sales is 25 percent.

The ability of a municipal utility to sell some of the output of a plant
during its early years of operation, whether on a contractual or non-firm
basis, allows public utilities to provide for expected growth in their systems'
electric power generation facilities in an efficient manner. For example, for a
public system estimating its power needs for 1995, prudent and efficient
planning necessitates that it construct facilities that would provide more than
enough power for its system in 1986 or 1990, but the appropriate amount in
1995. This type of planning is traditional in the electric utility industry,
and economically imperative for facilities such as electric power plants that
have relatively long lead times. Selling excess capacity that is usually
available during the early years of operation of a new facility is the most
efficient use of the nation's electric energy system.

Adverse Impact of the President's Tax Proposals

Certain parts cf the President's May 1985 Tax Proposals to the Congress
would have several adverse impacts on the efficient production of our nation's
electric energy supply. We will briefly summarize our assessment of major parts
that directly affect the efficient supply of electric energy by publicly-owned
systems.

1. One Percent Limitation on Amount of Tax-Exempt Funds that Can Be Used by
Private Parties.

Interest on obligations issued by a State or local government would be
taxable if more than one percent of the proceeds were used directly or
indirectly by any person other than a State or local government. Generally, use
of a facility financed with proceeds of tax-exempt obligations would be
considered to be use of those proceeds.

This one-percent limit is far too broad. In an attempt to eliminate the
excessive use of tax-exempt financing by nongovernment parties, the proposal
places new restrictions on traditional government financing that will make such
financing more costly. Tax policy must be tailored to meet real world economic
and technical considerations, not to satisfy arbitrary notions of how the
economy operates or should operate.

Most important, the one percent limit is arbitrary and ignores the basic
economic and technical realities of providing electric energy from
publicly-owned facilities in an efficient~manner. Electric power plants take a
relatively long time to build, from 5 to 10 years, and come into service in
relatively large increments. While the demand for electric power in a service
area may grow at an annual rate of 2 to 3 percent, it is technically
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impractical and economically inefficient for electric power facilities to be
added at this rate.

This is not unique to the power industry. Any industry planning capacity
additions based on projections of future needs will construct larger scale
facilities than it currently needs, or will need over the short-run. Faced with
excess capacity in the short-run prudent managers will try to minimize the
amount of unused plant. In the electric power industry managers do this by
selling the output from the plant in early years to other parties. This
prevents resources from remaining idle and lowers the cost of electric power to
all consumers. In its attempt to curb abuses of IDBs, the proposal would hamper
this efficient management. As much as it would be desirable for electric power
demands and power plant growth to coincide, technical and economic realities
preclude this. The one percent limit ignores this simple fact.

Finally, the one-percent limit, as it applies to public power, is contrary
to the proposal's stated objective of eliminating anti-competitive and,
distortive effects on the economy. Publicly-owned utilities provide the major
source of competition to the dominant, investor-owned utilities in the electric
power sector of the economy. The eco~omic pressure that the more than 2,000
publicly owned electric utilities put on the investor-owned utilities lowers
the electric rates of all consumers. Public power systems provide an effective
benchmark of efficient electric utility operation against which to measure the
performance of the largely monopolized electric power industry. Reducing the
viability of public power operations would reduce competition in the industry,
and foster the distortive effects of monopoly in the nation's electric power
supply system. Such a result is particularly alarming since it appears that the
net effect of other parts of the tax proposal would reduce the federal tax bill
of investor-owned utilities and, thereby, enhance their economic power.

2. Prohibition on Long-Term Management Contracts

The proposal would not allow use of tax-exempt financing for facilities
managed under contract by a nongovernment person for more than one year. A
contract entered into by a municipal or joint agency utility with an
investor-owned utility for a term in excess of a year and which provides for
the cooperation of jointly owned utility plant by the investor-owned utility
would disqualify the Investment made to purchase that plant with tax-exempt
financing.

This prohibition ignores the fact that in many instances the
investor-owned utility that has a long-term contract to manage a jointly-owned
project receives no additional profit on operating the facility, but merely
collects from the joint owners their pro rate share of the actual costs of
operation and maintenance.

In addition, an investor-owned utility would refuse to make a sale of an
ownership interest in a generating unit if it meant giving up the right to
operate and manage that unit which, in most instances, the investor-owned
utility Is the major owner of the unit. Finally, very often municipalities and
joint agencies will not have the expertise to operate, maintain, and manage the
generating units in which they buy an interest. The prohibition on long-term
management contracts would frustrate the ability of municipalities and joint
agencies from supplying power In an efficient manner and lead to the costly
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requirement of duplicating manpower and knowledge already available and in
place.

This proposed prohibition would severely hamper the joint ownership of
electric facilities, and would -everse federal policy which, through the tax
laws, has encouraged joint owreship and use.

3. Restriction on Arbitrage

The proposal would also increase the financing costs of publicly-owned
power suppliers by restricting their ability to earn legitimate arbitrage.
There is no practical point in making arbitrage rules so restrictive that the
arbitrage earnings foregone simply result in larger sized bond issues at
greater cost. It makes no sense to increase the volume, expense and complexity
of bond issues when there is no net benefit to the Treasury. This is what would
happen in the cases of current prudent bond issues. In its attempt to eliminate
arbitrage abuses, the proposal is also eliminating the arbitrage earning
necessary for efficient issuances.

In addition, the proposal ignores fundamental practicalities of financing
long-term construction projects efficiently. Conventional power plants can take
from 5 to 10 years to build, and it is inherently inefficient and totally
unreasonable to--as the proposal wants--"spend a significant part of bond
proceeds within one month" and "all bond proceeds within three years. Such a
restriction would mean that bond issues for a long-term construction project
would have to be issued on an almost monthly basis. This would be grossly
inefficient and impractical in the case of a simple homebuilder, let alone the
multi-million dollar, multi-year construction of a project as complex as an
electric power plant.

Utility financial managers would be effectively precluded from exercising
their professional judgement in the structuring and timing of bond sales. The
efficient size of a particular bond issue depends on factors such as the total
cost of a project, the length of construction time, current and expected
interest rates, issuance costs for various volumes, and other factors. Public
power financial managers would be effectively precluded from considering these
factors. Instead, they would be tied to arbitrary and unrealistic criteria of
spending a significant amount of the proceeds over short time periods that have
no relation to the size and construction schedule of projects.

4. Prohibition of Advance Refunding

The proposed prohibition on advance refunding would severely restrict a
utility's ability to efficiently manage its debt--the way other enterprises
do--to lower costs to customers. Utilities would be severely limited in their
ability to take full advantage of a period of lower interest rates and,
consequently, exercise sound financial management. The attempt to reduce the
volume of tax-exempt bonds by eliminating advance refunding tundermines local
governments' right to issue tax-exempt bonds, and the basic economic benefits
they derive from them. Taking away utilities' ability to manage debt
efficiently adds significantly to financing costs, the main benefit utilities
get from tax-exempt financing. Curtailing this benefit stvIkes at the very
heart of tax-exempt financing.
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We thank the Committee for the opportunity to offer our comments on the
impact of the federal tax code on energy supply, and we will be available to
elaborate on any of the points made here.

JK/tsb
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On behalf of Amoco Oil Company, I am pleased with the

opportunity to provide our thoughts on the current situation in

the refining industry to this Committee.

During and after the 1973-74 Arab Oil Embargo, the U.S. oil

industry was often emotionally criticized for not having foreseen

an unprecendented supply disruption and prevented it -- or at

least reduced its impact. By contrast, this hearing is a

recognition that a strong private sector refining industry is a

vital part of the nation's total energy security. Amoco welcomes

the change in perLeption and is happy to contribute to your

analysis of this nost important issue.
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I would like to begin by focusing on actions and investments

which refiners have taken that benefit the U.S. supply security

of crude oil and products. Then I'll turn to some problems that

could return the country to greater vulnerability and to supply

disruptions.

Although the U.S. has seen some serious threats to supply in

the past ten years, today, we face no shortages of either crude

oil or products. But we haven't by any means solved the-problems

of continuing dependence on foreign energy.

As a realist, I believe that we can view the present

adequate supplies and lower prices as a breathing space at best.

But as an optimist, I believe we can capitalize on this breathing

space and examine:

A) the impact of the Embargo and its aftermath;

B) the strategic steps we have taken to reduce our dependency;

and C) what we can do in the future to

enhance our future energy security.

From World War II to 1973, the U.S. oil companies largely

owned and produced the world's crude oil. The involvement by

host governments or by the U.S. government was relatively small.
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The market for petroleum products was characterized by

extreme competition. Service station dealers attracted customers

not only with different grades of gasolines but with premiums

like green stamps, or glassware, or free road maps. "Gas wars'

or price wars were a common occurrence.

Petroleum products were among the best bargains in the

economy. From the middle 1950s through 1973, the price of

gasoline slowly but steadily declined in real terms.

The favorable market conditions created by the private

sector began to change with the involvement of various

governments in the early 1970s. At first governmental

involvement took the form of tougher stands in crude price

negotiations. Gradually a willingness to use oil as a foreign

policy weapon emerged. Ultimately, the idea of an Embargo passed

from a threat to a reality. As it did so, the decisions of

foreign governments were substituted for those of U.S. companies

and the free market.

When the control by foreign governments over U.S. energy was

made explicit during the Embargo, the domestic psychological

impact was incredible.
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Congress and the Administration came under tremendous

pressure. They thought they had to do something -- so they did.

Unfortunately, instead of protecting the market from the cartel,

they tried to protect the consumer from what would have been a

short-term market aberration. In so doing, they made it a long-

term aberration by replacing the market with a regulatory system

of price controls, supply allocations bad economics... and good

intentions.

. ........ . ... ... ..... .

Ultimately, these regulations and intentions grew to 29

volumes totaling more than 80,000 pages.

The tragedy, however, is not that whole forests laid down

their lives so these rules could be printed.

The tragedy is that the regulations prevented the

restoration of the balance between seller and buyer for years.

In doing so, they probably did more to prop up OPEC prices than

anything the Cartel could have done on its own.

Everybody on the Committee remembers the reports of the

semi-annual OPEC meetings in Vienna. The oil ministers from the

different countries would assemble ... debate ... and then

announce the price customers would pay for the next six months.

There was no input from the OPEC customers. Most importantly,

the U.S. was regarded by OPEC as a captive market.
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Although energy independence was the stated goal of U.S.

regulations, those regulations did nothing to change U.S.

consumption patterns -- and nothing to reduce imports. In fact,

gasoline consumption and crude oil imports actually increased

during the 1973-79 period.

Ultimately, however, the market prevailed. OPEC prices

encouraged new drilling activity in non-OPEC areas. Alaskan,

Mexican, and North Sea production came onstream faster than they

would have otherwise.

To offset the anti-conservation impact of low prices,

Congress legislated conservation tax incentives, mandated mileage

requirements, and imposed stricter energy saving standards for

new construction. But most importantly, gradual and then final

governmental Deregulation of crude oil and gasoline prices led to

more rational pricing and allocation decisions by consumers.

All of these events diluted OPEC's power and restored the

voice of buyers to the marketplace. But that voice could have

been restored sooner if the U.S. government had recognized the

role of the private sector and the free market in bringing

consumers the products they needed. That recognition was long in

coming.
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The logical movement toward Crude Oil and Product Decontrol

and the logic of other pro-supply steps met with consistent and

emotional opposition.

The clearest example of the opposition to the pro-supply

strategy concerned the long industry campaign to build the Trans-

Alaskan Pipeline.

The oil industry officially added ten billion barrels of oil

in Alaska to U.S. reserves in 1969. But it took five years of

environmental squabbling, an Oil Embargo, and an Act of Congress

to even start work on the pipeline. And then it took three more

years of construction to finish it -- and a total private sector

investment of nearly nine billion dollars.

But consider the value of that investment to domestic

supplies: Since the line came onstream, it has brought about

four billion barrels of oil to the U.S. Considering the cost of

the foreign barrels it replaced, the pipeline has saved $110

billion that would have otherwise gone to prop up OPEC prices

outside the U.S. Last year alone, the absence of the line would

have added ;20 billion to our record Balance of Trade deficit.

While there is nobody who would now want to forego results

such as these, initial opposition to the Trans-Alaskan Pipeline
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was tremendous. In fact, the line was built at a time when there

were proposals in Congress to dismember the 18 largest oil

companies. Yet today, we can all see the strategic benefits of a

strong private sector devoting its resources to preserving and

enhancing usable energy supplies.

The country has also benefitted from the massive investment

in the refining end of the industry. At the time of the Embargo,

the U.S. refining industry was primarily designed to handle

light, low-sulfur crudes. During the Embargo some heavy, high-

sulfur crudes were available but not acceptable because of the

design of the refining system.

In the five years since Deregulation of domestic crude

prices the refining industry has spent $19.1 billion to upgrade

its refineries to handle a wide variety of different crude oils.

Today, thanks to those investments, the U.S. industry is flexible

enough to make a slate of high quality refined products from just

about any crude oil available.

As a result, the petroleum industry has been able to process

lower-grade Alaskan crudes and dilute OPEC's influence over the

domestic industry. As more and more of the programs designed and

begun two to three years ago come onstream, that result will be

still more pronounced.
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I make that point explicitly, because even though industry-

favored policies have brought us our present breathing space,

they haven't brought us total future security. The U.S.

marketplace itself isn't completely out of danger.

OPEC countries see they have lost the leverage they once had

over the marketplace. They would like to regain it. Given the

present crude glut -- in which OPEC's free-world market share has

fallen from about 60 percent to about 35 percent -- there seems

to be an effort to concentrate on downstream -- or refining --

gains. Cash-rich OPEC countries are building EXPORT refineries

at a time when about one/fourth of world-wide refining capacity

is going unused.

Such a move is logical for a number of reasons:

One, it would provide product diversification for a crude-

oriented economy.

Two, building, and to some extent, operating refineries

would provide jobs by refining the crude where it's produced.

Three, it would add value to a potential plant fuel like

natural gas which presently has no value where it's produced.

Right now, it's frequently flared or re-injected into the well

formations.
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Four, it would permit countries trapped by quota agreements

to disguise overproduction or cut-rate pricing with product

sales.

And five, it's not completely cynical to think they might

manipulate product prices to replace the political power they

have lost over crude oil supplies.

But whatever reasons might motivate a country to integrate

downstream for product exports, we should also consider what

would motivate against such investment. Traditional economic

logic for exporting to existing markets calls for markets

characterized by:

A) A price/value differential -- like the one that made the

U.S. auto market attractive.

B) Antiquated plants or high-cost labor -- conditions that

made the steel industry vulnerable.

C) Inability to meet needs from domestic production -- as

is the case with some minerals.

But the U.S. market for refined product is not characterized by

any of those traditional criteria:

A) There is no significant price/value differential in refined

petroleum products. The average wholesale gasoline
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price dropped from $1.04 at Decontrol in 1981 to about 78 cents a

gallon today. Instead of dropping, if the wholesale gasoline

price had merely matched inflation, it would be at $1.30 today

which would mean you would pay about $1.75 at the pump.

B) Our product market is not characterized by antiquated plants:

As I mentioned, refiners have upgraded their facilities with

$19.1 billion in investment. Amoco alone has spent about $1.5

billion.

C) There is no shortage of domestic facilities.

Product demand decreased between 1979 and 1983. Over one

hundred refineries have closed and the remainder are still

operating at only about 75 to 78 percent of capacity.

D) Finally, most companies have shrunk their marketing areas

to those where they have some transportation or other

edge that will make them more competitive than ever.

These are not the conditions that tempt a bus

half way around the world to compete. And I don't

businessman would do so if he expected to:

pay the same taxes;

AND pay the going price for crude oil and pla

AND make a return to shareholders;

AND meet the same environmental restrictions;

AND pay the same shipping costs.

inessman to go

think a

nt fuel;
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But I'm not sure we can expect the same behavior from

sovereign governments which own the resources of their countries

that we can from independent businessmen. In other commodities,

we see government ownership has led to policies based on currency

needs, or domestic employment policies -- at the expense of

rational pricing behavior abroad. There are international

treaties against the more extreme forms of these policies.

Would OPEC governments make anti-marketplace decisions about

products that follow government patterns in pricing other

commodities?

Point number one, I guess, is that they have manipulated

crude oil prices for the last 12 years to the extent they could.

I don't know why they would do differently with refined product.

Point two is the international refining situation today:

4 to 4.5 million barrels a day of excess capacity in Europe;

2 million in the U.S.;

1.5 to 2 million in Japan;

another 2 million a day in places like Singapore and the Caribbean;

Or 10 to 12 million barrels of excess capacity in all.

It would take very special justification for any private

sector businessman to justify massive construction programs for
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new capacity under these conditions. For example, it would take

an enormous increase in projected demand. But projected demand

growth among industrialized and Third World countries is not

expected to exceed 4 to 5 million barrels by 1990. And yet, OPEC

countries -- in the face of 10 to 12 million barrels of excess

capacity -- are adding another 2.5 million barrels to their

systems.

If traditional economic logic won't justify this investment,

then what does justify it?

Possibly a low cost structure based on low transfer prices

of raw materials and plant fuels. Possibly state of the art

refineries. Possibly low-cost labor. Maybe different

Governmental restrictions: they have no EPA restrictions; no

Jones Act for shipping to American ports; and none of the Crude

Oil Equalization Taxes and the like enacted since the Embargo.

Why would foreign production come to the U.S. as opposed to

other importing countries?

Two reasons: One, we have about one/third of the world's

oil demand here -- and, two, we have the world's soundest

currency. Nobody else offers this combination of market and

money.
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Third World countries would be considerably less attractive

trading partners. Places like Japan and some European countries

which restrict imports would be less attractive still. Unless we

can work out some arrangement for other countries -- such as

Japan -- to take their fair share of the increasing product

exports, U.S. refiners will receive an unfairly heavy impact in

competition in domestic markets.

Foreign competitors would have other advantages too: For

example, U.S. refining hasn't been able to earn a satisfactory

return on investment for several years. As I mentioned,

utilization rates are well below profitable levels.

In addition, foreign competitors would have an advantage

with plant fuel -- the largest refinery cost after crude oil

itself. Amoco is one of the largest refiners in the U.S. In

1983 our bill for plant fuel came to over $700 million -- or

about five times oijr operating profit that year.

If otherwise unused natural gas could be diverted to plant

fuel at its Persian Gulf value, it would be difficult for any

U.S. refiner to compete.

In other words, whatever OPEC's rationale in building

unnecessary refineries, they have the resources to make them
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successful -- even if that requires subsidization through a

protracted price war.

I have dwelled on the dangers to the U.S. refining system

because I think there are definite strategic issues at stake.

First of all, the U.S. possesses a great many world-class

refineries. From the standpoint of high-valued gasoline and

diesel-fuel products, even our poorer refineries are better than

many good ones elsewhere.

As I mentioned, our system has been upgraded by tremendous

expenditures to be able to deliver products to U.S. customers

from any crude oil available. This system would be jeopardized.

Second, our Strategic Petroleum Reserve now has nearly 500

million barrels of crude oil. It was built on the assumption

that we would have a strong refining sector to process that crude

in an emergency. A weakened U.S. refinery system would negate

much of that SPR advantage -- and in fact, in view of recent

closings, the U.S. system is already down to minimal projections

for utilizing SPR oil efficiently.

If there were product embargo -- and if the U.S. wanted to

maintain a consistent 16 IMB/D which we are currently using -- we
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would need to have about 15 MMB/D of capacity operating at 90

percent. We're almost down to that now. We opened 1985 with

industry refinery capacity reported optimistically at 16.1 MMB/D.

Now that's down to 15.6 MM4B/D. And we expect it to be at 14.9 by

the end of this year. Continued refinery closings could result

in insufficient U.S. capacity for processing SPR crudes.

The third strategic issue is that domestic refineries mean

security of product supply. Middle Eastern refineries would be

within easy reach of terrorists and suicide squads.

Fourth, our supply lines -- as distinguished from supplies

-- are here. In-World War II, we diverted effort from the War to

build product lines onshore because German U-boats were sinking

coastal tankers. Today, there would be less problem defending

our own coasts. But the tactical and strategic problems in

defending supply lines stretching from Persian Gulf refinery

gates would require an enormous commitment. I don't see Congress

or the Administration ready to make that commitment -- and

without it, how could we begin to justify product dependency as

an acceptable policy?

Is there a real present threat to the U.S. refining

industry?
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Yes there is. It comes from a variety of sources. One

danger is that the tariff on imported gasoline was set at 1.25

cents a gallon in the 1950s when the wholesale price of gasoline

was about 10 cents a gallon. The tariff is still 1.25 cents a

gallon today although the wholesale price now is 78 cents a

gallon. In fact, the tariff for importin-gasoline to the U.S.

is one of the few things that costs what it did 25 years ago.

That small tariff,

plus higher labor costs

plus the strong U.S. dollar,

plus our demand for high octane gasolines,

plus the low profitability of today's U.S. refineries,

plus the taxes and regulatory costs domestic refiners face,

add up to a real problem for U.S. refiners.

There are other problems too: For example, some gasoline

components can be imported as part of gasoline more cheaply than

they could come in on their own. That's a real problem because

the gasoline market bears the whole burden of the unintended

loophole.

For example, ethanol used in gasoline can now come into the

country as a *gasoline component" 59 cents a gallon more cheaply

than it cculd if It entered classed as methanol." And it does

SO.
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The problem is real because once in the market, ethanol

blends are sold with reduced federal taxes -- and in thirty or so

states with reduced state taxes. As a result, they just crowd

out domestically refined and fully taxed gallons -- and reduce

state and federal revenues.

Refiners are not the only parties to see these problems:

The International Trade Commission in April of 1985 affirmed by a

vote of 5 to 0 that there is "a reasonable indication of threat

of injury" to the domestic refining industry from imported

petroleum products.

- Further, the ITC has asked the Department of Commerce to

investigate the problem and has also begun its own studies on the

abuse of the ethanol differential for gasoline blendstocks.

Senator Dole has expressed the feeling that such ethanol ought to

pay the full ethanol tariff. On the other side, nobody has

suggested that the U.S. ought to be subsidizing foreign ethanol

producers.

Some observers believe we could control product dependence

by restoring the import tariff to its original value relative to

the wholesale price of gasoline. While Amoco is not prepared to

endorse such proposals either in principle or in specific detail,
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we do see parties interested in maintaining a strong U.S.

refining industry coalescing around such legislation.

We have also noticed recent public opinion surveys which

show that people are concerned about becoming increasingly

dependent on foreign suppliers for petroleum product -- and are

actually willing to pay a premium to preserve or enhance domestic

sufficiency especially in vital national security areas.

The U.S. government can't do anything more strategic than

provide incentives for more producers, refiners, transporters,

and marketers to stay in the marketplace. Permission to OPEC

product exporters to import to the U.S. at will may look like

it's providing that incentive. But it isn't.

In reality, it's a shortsighted and destructive policy that

will permit OPEC to use our market to regain its previous energy

supply dominance.

If we don't find a way to monitor and control our imports,

we'll see one of two scenarios: Either U.S. refiners will keep

their prices down to the point where they would ultimately go out

of business. Or they will raise prices to cover their costs and

thereby make the U.S. that much more attractive a market for

exporting countries. And ultimately our refineries will go out

of business.
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Whatever defense strategy we decide on to preserve our

refining self sufficiency, we should send a clear signal to OPEC

-- and to our allies -- that we know a threat to our security

when we see one. And a signal that we will not allow a vital

industry to wither away while the U.S. becomes the temporary

dumping ground for subsidized petroleum products -- and a long-

term target for manipulated petroleum product prices.

As I said, we are in a breathing space. It won't last

forever. Each day we postpone the decision, we encourage OPEC

product exporters that much more. We have nothing to gain by

raising their expectations.

Within the memory of everyone on this committee, the U.S.

has been at OPEC's mercy twice: In 1973-74, they quadrupled

prices. In 1979-80, they doubled prices. In neither case were

they primarily concerned about the damage they would do to either

the U.S. or to world economies.

Twice is enough.

As the result of those pricing actions, we saw the

effectiveness of the U.S. foreign policy threatened. We saw the

U.S. oil industry saddled with needless and counter-productive
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controls from the wellhead to the gas tank. And we saw the U.S.

marketplace subject to price dictation by a foreign, anti-market

cartel.

By contrast, during the time since Decontrol, we have seen

the U.S. industry invest aggressively and prudently in its

refineries -- and in conjunction with the Strategic Petroleum

Reserve greatly enhance U.S. product supply security. And we

have seen record breaking years in private capital expenditures

on frontiers of new technology and frontier areas of exploration.

From a strategic standpoint, we can choose between a vital

U.S. industry investing in secure domestic crude and product

supplies. Or we can allow a myopic view bf today's energy

surplus to lull us back to greater foreign dependency.

Personally, I don't believe this is the time to put U.S.

refined product supplies in the hands of Middle Eastern product

exporters. Thankfully, there is no need to do so.

I I
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HAWAII
SOLAR ENERGY

ASSOCIATION
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STATEMENT OF THE HAWAII SOLAR ENERGY ASSOCIATION, INC.
MARK A. HERTEL, PRESIDENT

before

THE SENATE FINANCE COMMITTEE
ENERGY & AGRICULTURAL TAXATION SUBCOMMITTEE

Tb Hawii Solar Energy Association, Inc. (HSEA), a professional

trade association of retailers, contractors, distributors, and ranu-

fscturers, strongly opposes tho provision of the President's tax

Reform plan which cals for either the termination. or scheduled

expiration of the energy tax credits on December 31, 1985. These

are: the residential enrgy tax credit, the energy investmnt tax

credit, the alcohol fuels credit, and the excise tax exanpltion for

certain fuel efficient taxicabs, The H strongly opposes the

cancellation of these credits as shortsighted," umise, and.Ah6quitable. -

tSince the President's plan restores tax benefits for oil and

gas, i.e. intangible drilling costs and depletton alliances, "aM

also provides depreciation provisionis evon more generous thin exist-

ing ores to electric utilites, it Is clear that the Admlnlstration is

u~nco itted to a free market econ-omy for energy, 'whord all suppliers

Compete on a leve, and unsubsidizedo pla)yDn f.eld. It is clear, more-

fuill,(jx1pri F.'noiyAshihiu, IJmit],
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over, that the Admbdlstration is intent upon asl.ixig the renevable energy

industry to compete, unfaily,, against heaily subsidized conventtonal

energy suppliers - petroleum, Z&%, nuclear, and coal - which, according

to most estimates, receive 27 billion grnually in tAx incentives. Ly

continuing to use tax policy in support of conventional energy suppliers,

the PAmirdstratton jeopardizes our most cost-effective meas to eherfgy

security, i.e. conservation and the utilizatton of renewable erergy

resources, and encourages dependence on fossil fiLels.

The KMEA suggests that a far more rational approach to both tax

reform and energy policy would be to phase-out all energy credits and

subsidies on a declining basis ovwr a three to five yea period, This

is precisely the approach taen by bills H 1272, MR 2001, 31201 and 31220,

%Aich would extend the energy tax credits to a point whore tax incentives-

will no longer be required. Indeed, if all energy subsidies are paed-

out or drastically reduced over the next five years, we will hzo a

highly copetitive envirawrent where tax incentives will not be nacessery

to prOMote conservation. We also wtuld have gone a long way toward reducing

the national debt and our dependence on imported petrolewr.

14r. Chairman, coamttee mbers, given the volatility and unpredict-

ability of oil- prices awd supply, it behooves us to do eve-rything W oux

power to increase our national security by decreasing our dependence upon

fossil fuels. This will not be &acowplished by further subsidizing

conventional energy suppliers and neglectitg the renewable energy industry.

The HSEA thus respectfully requests that you support the energy tax

credit phase out bills referenced above.
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MEMORANDUM

TO: Independent Refiners Coalition

RE: The History and Legal Basis of Oil Import Fees
Implemented Pursuant to Section 232 of the Trade
Expansion Act of 1962

DATE: April 26, 1985

This Memorandum reviews the history of oil import fees

implemented pursuant to Section 232 of the Trade Expansion Act of

1962. In particular, the adoption of import fee programs by

Presidents Nixon, Ford and Carter is examined, and the success of

the programs is evaluated. Further, the legal authority for the

imposition of import fees is discussed. Finally, the rationale

for the use of import fees briefly is described. Arguments are

presented that import fees can lessen our reliance on unstable

sources of imported oil, and put pressure on OPEC, can produce

revenue and can foster conservation. For these reasons, import

fees often have been determined to be the superior approach to

the adjustment of import levels which threaten our national

security.

A. Introduction

Section 232(b) of the Trade Expansion Act of 1962!/ provides

that if the Secretary of the Treasury finds that an "article is

1/ 19 U.S.C. S 1862
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being imported into the United States in such quantities or under

such circumstances as to threaten to impair the national

security," the President is authorized to "take such action, and

for such time, as he deems necessary to adjust the imports of

(the] article and its derivatives so that . . . imports [of the

article] will not threaten to impair the national security." On

the basis of this statute, five presidents, Eisenhower, Nixon,

Ford, Carter and Reagan have implemented remedies to respond to

oil import levels found to be threatening to national security/

President Eisenhower imposed quotas. President Reagan invoked

Section 232 to impose an embargo on imports of Libyan crude

oil./ The other three Presidents adopted import fees as a

2/ In addition, in 1955 a Cabinet advisory committee recommended
the use of voluntary oil import restraints to maintain the 1954
ratio of crude and residual fuel imports to domestic production.
Continued and expanded voluntary restraint was recommended in
1957. The voluntary plan was found not to have been fully
complied with, and a 1959 Cabinet Committee report concluded that
"the consequences [of relying on a purely voluntary program]
would continue to upset a reasonable balance between imports and
domestic production with deleterious effect upon adequate
exploration and the development of additional reserves." Cabinet
Committee Report, March 6, 1959.

3/ See Presidential Proclamation No- 4907 (March 10, 1982), 3
C.F.R. S 21 (1983). In support of his action, the President
stated that the:

Secretaries of Commerce and Energy have advised me that
the threat to the national security posed by imports of
petroleum continues . . . . (Wie no longer consider
Libya to be a reliable supplier of United States energy
needs, and we must ensure that we are not vulnerable to
Libyan action in the area. Libyan policy and action
supported by revenues from the sale of oil imported

FOOTNOTE CONTINUED
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weapon against the threat posed by high levels of petroleum

imports. A brief history of the implementation of import

remedies is provided below.

In 1959, President Eisenhower was advised by the Director of

the Office of Defense Mobilization that "crude oil and the prin-

cipal crude oil derivatives and products are being imported in

such quantities and under such circumstances as to threaten to

impair the national security."4/ Accordingly, Eisenhower invoked

the 1958 version of Section 232,V/ and established the Mandatory

3/ FOOTNOTE CONTINUED

into the United States are inimical to United States
national security.

In Presidential Proclamation No. 5141, 48 Fed. Reg. 56929,
effective December 22, 1983, President Reagan continued the
embargo on Libyan crude, but rescinded the existing system of
licensing of imports of petroleum and petroleum products.

4/ See Presidential Proclamation No. 3279, 3 C.F.R. 11 (1969).

5/ The provision originally was enacted in 1955, as part of
Trade Agreements Extension Act of 1955. Section 7 of that Act
authorized a two-step procedure for the restriction of imports
threatening to impair national security: 1) an opinion by the
Director of the Office of Defense Mobilization as to whether
imports of a particular article were threatening to impair the
national security, followed by 2) a determination by the
President of both the relevant facts and of the action i.e deemed
necessary to counteract the threat. The statute was further
amended by Section 8 of the 1958 Extension Act. The 1958
amendments set forth, inter alia, standards to be considered,
such as the effect of flmprts on "domestic production needed for
projected national defense requirements" and on the "capacity of
the U.S. to meet national security requirements." These
provisions were incorporated, in the main, in the Trade Expansion
Act of 1962.



479

Oil Import Program (MOIP). The MOIP was designed to reduce the

gap between domestic supply and demand by encouraging the devel-

opment of domestic production and refinery capacity. It imposed

a system of quotas on the importation of petroleum and petroleum

products.6/

The program was not wholly successful.-' Indeed, in 1970 a

Cabinet task force concluded that the MOIP, as then constituted,

was not fulfilling its objectives.N/ The task force argued

6/ The original objective of the MOIP was to restrict imports of
petroleum and petroleum products to 12.2 percent of domestic pro-
duction in PADD Districts I-IV (the Eastern 80 percent of the
continental U.S.), and to no more than the difference between
demand and domestic supply in PADD V (the West Coast).

7/ In the face of domestic consumption which continued to grow
faster than domestic production, Presidents Kennedy, Johnson, and
Nixon each felt compelled to amend the program by raising the
permissible quota levels.

8/ See Cabinet Task Force on Oil Import Control, The Oil Import
Question 128 (1970). The task force concluded that the objec-
tives of oil import policy should be: 1) to protect essential
demand against foreign supply interruptions: "[wle interpret the
statutory reference to the capacity of the United States to meet
national security requirements as implying a primary objective of
protecting military and essential civilian demand against reason-
ably possible foreign supply interruptions that could not be
overcome by feasible replacement measures in an emergency. This
will require us to consider what portion of domestic (and perhaps
allied) oil demand is essential; what interruptions from what
sources and to what extent are reasonably possible; and what
alternative supplies are or might be available from ordinary and
emergency sources."; and 2) to prevent severe weakening of the
national economy: "If~rom the language of the statute itself, it
i§ evident that another primary objective is to prevent imports
from causing a decline in the-petroleum sector of U.S. industry
that would so weaken the national economy as to impair the national
security -- taking into account resulting unemployment, decrease
in government revenues, loss of skills or investment or 'other

FOOTNOTE CONTINUED
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persuasively against the use of quotas. Specifically, it was

concluded that quotas were not sufficiently responsive to

security considerations. Fixed quota limitations were found to

"bear no reasonable relation to . . . requirements for protection

either of the national economy or of essential oil consumption."2/

Moreover, the task force concluded that the quota system had

"spawned a host of special arrangements and exceptions for

purposes essentially unrelated to the national security, [had]

imposed high costs and inefficiencies on consumers and the econ-

omy, and [had) led to undue government intervention in the market

and consequent competitive distortions."L0/ The task force

asserted that import controls should interfere as little as

possible with competitive market forces, while still remaining

"subject to adjustment as needed to respond to changes in the

over-all security environment."l-/

8/ FOOTNOTE CONTINUED

serious effects'." The task force emphasized that other
considerations include 1) accomplishing the primary objectives
with minimum cost and maximum advantage to the economy, to
various regions of the country, to consumers and producers, and
to other segments of the industry, 2) seeking minimum disruption
to, and maximum opportunity for, the free play of competitive
market forces, and 3) avoiding undue adverse effects on either
our balance of payments or our foreign relations. Id. at 8.

9/ Id. at 128.

10/ Id.

11/ Id.
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8. The Nixon Administration

President Nixon, acting pursuant to Section 232(b), radi-

cally amended the program.L2 " The President suspended existing

tariffs on cil imports and provided "for a gradual transition

from the existing quota method of adjusting imports of petroleum

and petroleum products to a long-term program for adjustment of

imports of petroleum and petroleum products through . . . the

institution of a system of fees applicable to imports of crude

oil, unfinished oils, and finished products .... ,..../.This

12/ See Presidentiel Proclamation No. 4210, 3 C.F.R. 31 (1974).

133/ _ Id. at 32 (emphasis added). in Federal Energy
Administration et al. v.Aigonqin SNG, Inc., et al., 426 U.S.
548 (1575), the Supreme Court held that Section 232(b) authorized
the President to impose license fees on imports. Eight states
and their Governors, 10 utility companies, and a Congressman had
b cught a suit challenging the license fees on the ground, inter
alia, that they were beyond the President's authority under
§ 232(b). The District Court initially denied relief, holding
that § 232(b) is a valid delegation to the Preside-nt of the power
to impose license fees cn imports, and that the procedures
followed by the President and the Secretary in imposing the fees
fully complied with the statute. The Court of Appeals reversed,
holding that 5 232(b) does not authorize the President to impose
a license fee scheme as d method of adjusting imports, but
encompasses only the use of "direct" controls such as quotas.

In holding that § 232(b) in fact authorized the imposition
of import fees, the Court found, inter alia, that S 232(b)'s
language "clearly grants him a measure of discretion in deter-
mining the method used to adjust imports," and that "there is no
support in the statute's language that the authorization to the
President to 'adjust' imports should be read to encompass only
quantitative methods, i.e., quotas, as opposed to monetary
methods, i.e., license fees, for effecting such adjustments
. . . . The Court also found that S 232(b)'s legislative
history supported the interpretation above.
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amended program established a gradually increasing schedule of

license fees for importers. With respect to crude oil, the fee

was scheduled to increase from an initial 10 1/2 cents per barrel

on May 1, 1973, to 21 cents per barrel on May 1, 1975. With

respect to most finished petroleum products, the fee was to rise

gradually from 15 cents per barrel on May 1, 1973, to 63 cents

per barrel on November 1, 1975.14/ While some oil imports were

initially exempted from the license fee requirements, the

exemption levels were scheduled to decrease annually so that by

1980 the fees would be applicable to all oil imports.

C. The Ford Administration

President Nixon's 1973 program apparently did not wholly

fulfill its objectives. Accordingly, the Secretary of the

Treasury, acting pursuant to Section 232(b), initiated an

investigation on January 4, 1975, "to determine the effects on

the national security of imports of petroleum and petroleum

products. "15/ The Secretary submitted a report on his

investigation to President Ford on January 14, 1975. Intimating

that the measures then in force under Section 232(b) had indeed

14/ Id. at 36. Under President Nixon's plan, the fee for motor
g"asoline was scheduled to reach its maximum of 63 cents on May 1,
1975.

15/ See Memorandum from Secretary of the Treasury Simon to
Assistant Secretary of the Treasury MacDonald, reprinted at 40
Fed. Reg. 4462 (1975).
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not completely solved the problems to which they were directed,

the Secretary indicated that the United States' dependence on

foreign oil had continued to increase since 1966 and that foreign

sources currently accounted for well over a third of domestic

consumption

crude oil, principal crude oil derivatives
and products, and related products derived
from natural gas and coal tar are being
imported into th'eUnited States in such
quantities as to threaten to impair the
national security (and] the foregoit*g prod-
ucts are being imported into the United
States under such circumstances as to
threaten to impair the national security.1 6 /

Moreover, the Secretary stated:

petroleumm is a unique commodity; it is
essential to almost every sector of our
economy, either as a raw material component
or as the fuel for processing or transporting
goods. It is thus essential to the
maintenance of our gross national prodct and
overall economic health. Only a small
percentage of present U.S. petroleum imports
could be deemed to be secure from
interruption in the event of a major world
crisis. The quantity of petroleum imports,
moreover, is now such a high percentage of
total U.S. consumption that an interruption
larger than one million barrels per day at
the present time would adversely affect our
economy. If cur imports not presently deemed
to be secure from interruption were in fact
kept from our shores, the effect on the U.S.
economy would he staggering and would clearly
reach beyond a matter of inconvenience, or
loss of raw materials and fuel for industries
not essential to our national security. The

16/ 40 red. Reg. 4457 (1975).
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outflow in payments for petroleum also poses
a clear threat not only to our wellbeing, but
to the welfare of our allies. As the State
Department has concluded, the massive
transfer of wealth greatly enhances the
economic and political power of all rich
states who do not necessarily share our
foreign policy objectives, and
correspondingly tends to erode the political
power of the United States and its allies.f-/

17/ 40 Fed. Reg. 4772. In support of his conclusion and
recommendation, the Secretary :elied, inter alia, on comments
submitted by the Department of Defense whichiescribed the risks
to the nation's national security, posed by the threat of a
future supply interruption, as follows:

The Department of Defense holds that this nation
must have the capability to meet the essential
energy requirements of its military forces and of
its civil economy from secure sources not subject
to military, economic or political interdiction.
While it may be that complete national energy
self-sufficiency is unnecessary, the degree of our
sufficiency must be such that any potential supply
denial will be sustainable for an extended period
without degradation of military readiness or
operations, and without significant impact on
industrial output or the welfare of the
populace. This is true because the national
security is threatened when: (1) the national
economy is depressed; (2) we are obliged to rely
on non-secure sources for essential quantities of
fuel; (3) costs for essential fuels are unduly
high; and (4) we reach a point where secure
available internal fuel resources are exhausted.

As you know, the Mandatory Oil Import Program was
established in 1959 for the express purpose of
controlling the quantity of imported oil which at
that time had been found to threaten to impair the
national security. In the intervening years we
have observed with growing concern the decline in
domestic and western hemisphere petroleum produc-
tive capacity in relation to demand. The result
has been a rapid expansion in our dependence on
eastern hemisphere sources for the oil which is so

FOOTNOTE CONTINUED
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On the basis of these findings, the Secretary recommended to

the President that:

appropriate action be taken to reduce imports
of crude oil, principal crude oil derivatives
and products, and related products derived
from natural gi/and coal tar into the United
States . ..

The President agreed with the findings of the Secretary's

investigation and concluded that it was "necessary and consistent

with the national security to further discourage importation into

the United States of petroleum, petroleum products, and related

products .... 19/ Invoking Section 232(b), a Proclamation was

issued, on January 23, 1975, which immediately raised the "first-

tier" license fees that were imoosed in 1973 to the maximum

levels previously scheduled to be reached only some months

17/ FOOTNOTE CONTINUED

essential to our military needs and the nation's
economy. By 1973 that dependence had reached a
level which risked substantial harm to the
national economy in event of a peacetime supply
denial. In event of general war, those risks
would be substantially greater because of the
sharply increased level of military petroleum
consumption which would require support from
domestic petroleum resources. The 1973 Arab Oil
embargo offered proof, if proof were needed, of
the deterioration in our national energy
situation.

40 Fed. Reg. 4460.

18/ 40 Fed. Reg. 4457.

19/ Presidential Proclamation No. 4341, 3A C.F.R. 2 (1975).
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later.--0 The Proclamation also imposed on all imported oil,

whether covered by the first-tier fees or not, a supplemental fee

of $I _er barrel for oil enter inq the United States on or after

February 1, 1975. The supplemental fee was scheduled to rise to

$2 per barrel for oil entering after April 1, 1975. Finally,

tariffs were reinstated that had been suspended in April 1973.21/

20/ Presidential Proclamation No. 4341, supra. The Proclamation
aid not alter the schedule by which exemptions from the first-
tier fees were not to be eliminated until 1980.

21/ The 1970 cabinet task force, discussed supra, argued that
tariffs, and similiar monetary tools, were preferable to quotas
for several reasons, including, inter alia, i) Competitive
liberalization: "[a] tariff system makes imported crude and
product supplies available to anyone willing to pay the tariff.
It therefore frees domestic buyers -- who may be refiners,
distributors, or marketers -- from strict dependence on
particular suppliers. In addition, because a tariff [can] be
designed to equalize domestic and delivered foreign crude prices,
dcmestic producers (cani have a continuing economic incentive to
reduce their costs so as to increase their market share. Tariffs
hence stimulate internal competition -- leading to greater
efficiency -- while rigid quotas tend to perpetuate institutional
inefficiencies and fixed prices. A tariff system (can], to be
sure, introduce the kinds of risks and uncertainties inherent in
any market in which the participants compete for the available
business. But market ccnpetition, with all the risks it implies,
is by and large the economic system on which this nation has
prospered"; 2) Substitution of the marketplace for government
allocation: "[nlo single aspect of the (quota] systems (has]
. . . engendered so much controversy as the allocation of
valuable import rights among recipients . . . There are
inevitable strains and distortions in the administrative process
of favoring some at the expense of others.- The hazards of
fallible judgment, combined with the ever-present risks of
corruption, counsel strongly in favor of getting the government
out of the allocation business as rapidly and as completely as
possible . . . A tariff system can . , . have the advantage of
reducing administrative costs and the danger of favoritism and
corruption"; and 3) Revenues available for security measures:
"itihe disposition of government revenues is, of course, subject

FOOTNOTE CONTINUED
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Soon after issuance of the Proclamation, the Federal Energy

Administration (FEA) amended its oil import regulations in order

to implement the new progrira.22/ In so doing, FEA stated that

"the purpose of the new Prc clamation is, in the interest of

national security, to discourage further importation into the

United States of petroleum, petroleum products, and related

products through the imposition cf greater import license fees,

and thereby to create conditions favorable to the development of

domestic petroleum resources needed for projected national

security requirements."--l1

The supplemental fee increases, which were supposed to go

into effect in March and April, were twice deferred.2 4/ While

the S2 fee finally went into effect on June 1, 1975,5/ it was

21/ FOOTNOTE CONTINUED

to Congressional authorization and appropriation. Thus,
. . . tariff revenues [canl not be earmarked for particular
purposes; but they [cani serve as a Dasis for legislation to
develop, for example, strategic petroleum reserves without
increasing general taxes. An incidental benefit of a tariff
system is thus that it 'canl facilitate further research and
exploration into development of synthetic crude, development of
reserves on government lands, or other steps contributing to oil
security." The Oil Imppr. Question, supra at 87-90.

22/ 40 Fed. Reg. 4771-4776 (1975).

23/ Id. at 4771.

24/ See Presidential Proclamation No. 4355, 3A C.F.R. 26 (1975);
Presidential Proclamation No. 4370, 3A C.'.R. 45 (1975).

25/ Presidential Proclamation No. 4377, 3A C.F.R. 53 (1975).
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never increased to $3. On January 3, 1976, President Ford

eliminated the 2 fee.26/

D. The Carter Administration

In August 1977, in enacting Title I of the Department of

Energy Organization Act, Congress declared that the "energy

shortage and our increasing dependence on foreign energy supplies

present a serious threat to the national security of the United

States." This declaration echoed an earlier Congressional find-

ing, in Section 2 of the Emergency Petroleum Allocation Act of

1973, that oil shortages had created severe economic dislocations

and hardships which constituted a national energy crisis threat-

ening the public health, safety and welfare. More recently, Sec-

tion 102 of the National Energy Conservation Policy Act of 1978

emphasized the need to stem the nation's increasing reliance on

imported oil and the vulnerability which accompanies such

reliance.

On March 15, 1978, then Secretary of the Treasury, W.

Michael Blumenthal, directed a new investigation of the threat to

national security presented by petroleum and petroleum product

imports under Section 232 for "contingency purposes."27/ One

year later, on March 14, 1979, the Secretary submitted his report

26/ Presidential Proclamation No. 4412, 3 C.F.R. 3 (1977).

27/ 44 Fed. Reg. 18824 (1979).
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to the President, and therein found that the nation had grown

more dependent on petroleum since the 1975 report of then

Treasury Secretary Simon. Secretary Blumenthal further found as

follows:

This growing reliance on oil imports had
important consequences for the nation's
defense and economic welfare. Because so
much of the oil used in the United States
originates thousands of miles away, supplies
are vulnerable to interruption from a variety
of causes. Recent developments in Iran have
dramatized the consequences of this excessive
dependence of foreign sources of petroleum.
Furthermore, the rising level of oil imports
adversely affects our balance of trade and
our efforts to strengthen the dollar; in
1918, outflows of dollars for our oil imports
amounted to $42 billion, $15 billion more
than in 1975 and offsetting much of the rise
in our exports of industrial and farm
products.-l__8/

The Department of Defense, in its comments to the Treasury

Department, succinctly stated the effects of imports on national

security:

Disruption of petroleum imports has a direct
L.Tipact on the economi7 and political security
of the United States. The impact could
Include the lack of adequate fuel to operate
industries, increased inflation and, ulti-
mately, rising unemployment. Impacts such as
these affect the military security, because
they weaken one of this country's greatest
assets, its industrial vitality. The Depart-
ment of Defense relies on the industrial base
to provide the weapons and equipment it needs
to project its military power when and where
needed to protect the national interests of
the United States. As a result, adverse

28/ 44 Fed. Reg. 18818 (1979).
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economic conditions in the United States
weaken the industrial base. Reduction of oil
supplies could cause some contractors, upon
whom the Department of Defense relies, to
curtail operations altogether. Other con-
tractors could be forced to limit their
operations (e.g., close some plants) in a way
that would make them less flexible and respW
sive to Department of Defense requirements-

The President's eventual response to the Secretary's report

was the enactment, on April 2, 1980, of the "Petroleum Import

Adjustment Program," (PIAP) which imposed license fees on

imported crude oil and qaoline.L0/ The PIAP primarily was

29/ 44 Fed. Reg. at 18828. In remarks quoted in DOD's comments,
then Secretary of Defense, Harold Brown, further stated that:

The present deficiency of assured energy
resources is the single surest threat that
the future poses to our security and to that
of our allies . . . . Such a cut-off could
grow from conflict between others -- as in
the Middle East in a crises which did not
involve our own forces, or it could be
directed primarily at the United States -- as
in a war in which our adversary interdicted
or destroyed our sources of foreign supply.
Under either condition, until we lessen the
import habit we are terribly vulnerable.

Id.

30/ See Presidential Proclamation 4744, 45 Fed. Reg. 22864
(1980). In that Proclamation, the President stated:

In March 1979, the Secretary of the Treasury
concluded that . . . imports were entering the
country "in such quantities and under such
circumstances as to threaten to impair the
national security." This finding confirmed the
results of previous investigations conducted in
1959 and 1975. The high level of the Nation's
consumption of gasoline is the single most

FOOTNOTE CONTINUED
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implemented to lower domestic gasoline consumption by raisiing tne

retail price of all gasoline by S.10 -er gallon. The amount of

the license fee was to float, and was o ne determined by the

effect of the fee on the retail price of gasoline. These fees

were ultimately to be shifted do wnstream to consumers of gasoline,

in the form of a 10 cents per -gallon fee, through a complex

regulatory program administered by the Department of Energy..-/

This downstream shifting of the initial fees was held illegal in

30/ FOOTNOTE CONrINUED

important cause of our dependence on foreign oil. At
the same time, our consumption of gasoline can be
reduced with less serious consequences to our economy
than if similiar action were taken with respect to
other petroleum products, such as home heating oil.

To counter this threat to the national security of
the United States, I deem it nocessary to adjust
crude oil and gasoline imports through imposition
of a gasoline conservation fee on imports of crude
oil and gasoline and a system of passing tth cost
of this fee through on the price of gasoline in a
manner consistent with and in furtherance of the
objectives of the Emergency Petroleum Allocation
Act of 1973 (15 U.S.C. 751 et seg.).

31/ The initial cost of the fee was to be borne by importers.
With regard to crude oil, importers were to be entirely reim-
bursed for the payment of the fee through the PIAP's entitlement
program. Under that program, domestic gasoline refiners were to
purchase entitlements from importers; the price of the entitle-
ments to vary monthly to insure full reimbursement. PIAP pro-
vided that all costs incurred from the conservation fee might be
passed through the chain of distribution. At the refiner level,
however, instead of remaining solely on imported oil, the PIAP
provided that the cost of the fee was to be borne by jobbers, and
then consumers, of both domestic and imported gasoline.

0
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Independent Gasoline Marketers Council v. Duncan.32/ However,

the district court did uphold the President's authority under

Section 232 to impose license fees on crude oil and gasoline.

Citing Algonquin3/ the court concurred that Section 232

authorizes the President to impose not only quantitative

restraints that affect the supply of imported goods, but also

monetary measures, such as license fees, that control imports by

affecting demand. The court noted that a license fee, like a

quota, has its initial and direct impact on imports, albeit on

their price as opposed to their quantity.

32/ 492 F. Supp. 614 (D.D.C. 1980). As the Duncan court
described, "the program would initially attempt to curb demand
for imported oil and gasoline in a judicially approved manner.
The PIAP mechanism completely undermines this demand-side
disincentive, however, by contemplating that the cost of the fee
would eventually be paid by consumers of both domestic and
imported gasoline." The court argued that, "the PIAP would
result in increased fees as importation of oil decreases, and
decreased fees, should the amount of imported oil increase.
Rather than attempt to directly decrease the amount of oil
imported into the United States, the PIAP attempts to decrease
the total amount of oil consumed, and therefore cou'd have only a
collateral effect on the retailing of foreign oil."

33/ FEA v. Algonquin SNG, note 14, supra. The Duncan court
concluded, however, that Algonquin was not dispositive. "The
import fee approved by the Supreme Court in that case directly
affected the price of imported oil relative to domestic oil.
Standing alone, the import fee component of the PIAP would have a
similar effect. In the context of the PIAP mechanism as a whole,
however, the import fee has no initial and direct impact on
imports similar to that of the fee approved in Algonquin. Nor is
it intended to have such a result. The purpose and effect of the
entitlements component of the PIAP mechanism is to neutralize the
initial and direct impact that the fee standing alone would have
on oil imports. Under the system as outlined above, the $.10 per
gallon conservation fee imposed on all gasoline is used to offset
the initial import fee in its entirety."
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The legal defect in the Carter scheme was that the specific

demand-side disincentive, initially placed on imported oil,

eventually was "transformed into a generalized demand-side

disincentive on the purchase of all gasoline."3--/ The Court

stressed that "no monetary burden was imposed on imported oil

that was not imposed on domestic oil . . . . The effect of the

PIAP was to impose a S.10 per gallon conservation fee on all

gaso.'ne sales. Any impact on imports would have been indirect

and wo ld (have resulted] from the general gasoline conservation

gee, not from the initial import fee."35/

E. Rationale for the Imposition of Import Fees

In addition to the pure national security arguments inherent

in much of the preceding discussion,-6/ three basic reasons for

the use of import fees nave been advanced over the years in

Congressional hearings and Administration studies: (1) import

fees lessen our reliance on unstable sources of imported oil, and

put pressure on OPEC; (2) import fees produce revenue; and (3)

import fees foster conservation. These are discussed, in turn,

below.

34/ Duncan, sura, at 617.

35/ Id., at 618.
36/ For the national sec.;r:ty justifications articulated in the
implementing Presidential P:oclamations of Presidents Nixon,
Ford, and Carter, see Attachment.
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1. Reduced Dependence on Unr.reliable Imports

It has been argued that an import fee: could lower the

amount of oil imported, reducing import dependence; could bring

additional pressure on OPEC, further destabilizing 't and perhaps

leading to its demise; could lower costs of future disruptions;

and could encourage the development of domestic reserves. In

1980, at a hearing on oil import fees before the House Ways and

Means Committee, Trade Subcommittee, Chair:man Charles A. Vanik,

expressing the sentiment ot :unerous colleagues, stated that an

import fee would reduce the use of imported oil, and that "it

ma~es more sense . . . to impose fees on importeia oil so that our

reliance on it is reduced .... The issue is, do 4e give more

3nd more tr:bute to OPEC or do we begin to build the muscle of

the Amprican government and Amercn people to sol',e problems and

break free of OPEC' strougnoic?"-7

In 1982, tne Department of r-ergy ccncluded that "the import

effects of higher oi pr'c s can mean lessened depe:'dence upon

imports, reducing our exposure 'o future disruptions or threats

of disruption, increased domestic oil production, and further

destabilization of OPEC. Also, an import fee could be a 'user

fee' dedicated to financing programs such as the Strategic

37/ "Oil Import Fees: 7he Administration of the Program and Its
impact", Hearings before %ne Subcommittee on Trade of the House
Committee on Ways and Means, 96th Cong., 2d Sess. 2 (1980). "he
1980 fee was expected to reduce imports by only aoout 50,000 to
100,U00 barrels per day, But Congressman Vanik stressed that
energy independence is imade ip of a ser-es of small steps."



495

Petroleum Reserve (SPR) made necessary by our dependence upon

imported oil."L8/ Moreover, it has repeatedly been emphasized

that volunteerism cannot be relied upon in this context. As W.

David Montgomery, from Resources from the Future, pointed out at

the same hearings: "although oil conservation would reduce the

microeconomic costs of oil supply interruptions, no individua

has an economic incentive to take these costs into account in

making a consumption decision. The contributLon of oil use to

economic vulnerability is like its contribution to air pollution:

everyone suffers but no one has an adequate incentive to take

individual action."9/ A tariff, Montgomery emphasized, helps to

"reduce economic vulnerability to a disruption.'40/

2. Revenue Enhancement

Many supporters of oil import fees have stressed, above all,

that an advantage of such fees is that government revenues can be

increased directly through the tax. Indeed the revenue enhance-

ment aspects of an import fee have been important from the

outset. In 1975, at House Ways and Means Committee hearings,

38/ Office of Competition of the Department of Energy, as
reported in "Oil Import Fee: Its Energy Policy Implications and
Consumer Impacts," Hearings before the Subcommittee on Government
Operations, House of Representatives, 97th Cong., 2d Sess., 79
(1982)

39/ Id. at 58. Resources for the Future is a nonprofit economic

consur-ing firm.

40/ Id.
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Federal Energy Administration (PEA) Administrator, Frank G. Zarb,

made the point that "the President's program, while it conserves

by virtue of taxing, . . . also, returns all that money to the

economy."41/ At a separate 1975 hearing, then Treasury Secretary

Simon made several related statements in response to criticism of

the proposed program. Opponents had argued that increased taxes

might constrict the entire economy by reducing the available

purchasing power of individuals and businesses. Simon countered

by emphasizing that "our best estimate, based on various economic

projections, is that the President's energy package would raise

energy costs by about $30 billion. However, the program should

effectively overcome any depressant effects by returning that

entire amount back to the economy."I-/ Program opponents also

argqied that increased fees might significantly increase

inflationary pressures. Simon responded, inter ilia, that the

price increase would oe a one-time event. He stated that "the

great bulk of tne increased energy prices :would] be felt within

[the] calendar year, [and that! no further inflationary effect

[would] take place in future years. :hp ongoing rate of

inflation, therefore, [would] not be permanently afcected.'43/

41/ "President's Autnority to Adjust Imports of Petroleum;
Public Debt Ceiling Increase; And Emergency Tax Proposals,"
Hearing before the House Committee on Ways and Means, 94th Cong.,
Ist Sess., 461 (19751.

42/ "Suspending Presidential Authott-y to Impose Oil Import
Fees: $531 Billion Deot iLmit," Hearings before the Comm. on
Finance of the Senate, 44th Cong., Ist Sess., on t.R. 1767 and
H.R. 2634, 39 (1975).

43/ Id. at 100.
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Later, in the 1980 Ways and Means Committee hearings,

Congressman Vanik stated: 'I believe in a balanced budget. I

believe that the revenues that will be raised by this import fee

will prove to be largely necessary to balance the fiscal 1981

budget."144/ Moreover, Vanik emphasized that "since the oil

producing nations are determined to charge consumers whatever the

market can bear, the import fee may serve to capture for the

public some of the price escalation which might otherwise escape

overseas in windfall profits to foreign producers and the oil

companies. . . . (With import fees]. . ., money is brought into

the Treasury to help the Federal Government solve other

problems. All other nations tax oil and its products. In

France, the price of regular gasoline is $2.59 and the Treasury

receives $1.95; in Korea the price is $4.60, with the public

treasury receiving most of that price in revenues.4--/

At that time, then Secretary of the Treasury Miller also

noted that "S25 to $30 billion more are going out of this nation

this year than last year as the result of the tremendous explosion of

oil prices. . . . As a technical matter, the gasoline fee will

add about 0.5 percentage points to the 1980 inflation rate in

direct terms, and perhaps another 0.3 percentage points

indirectly over the longer run. However, without the fee, and

the conservation psychology it will help sustain, we face the

near certainty of even greater inflationary pressures over the

44/ "Oil Import Fees: The Administration of the Program and :.s

impact," (1980), suora, at I.

45/ Id., at 2.
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longer term from a renewed surge in U.S. gasoline consuTption and

oil imports. The oil price increases that would result from such

an increase in imports would not only add to inflation but also

to our import bill. The fee revenues, by contrast, would stay at

home..,46/

The problem, Miller stressed, was as serious as the nation

had ever faced. "rn 1970, this Nation paid $3 billion to import

oil. This year, we will pay $85 to $90 billion to import oil.

Along the way, we have continued business as usual, believing

that we could consume without restraint; that somehow there would

be adequate supplies at reasonable prices and history has proven

us wrong. ... ,.47/

In 1982, the oil import fee again was considered by the

Administration, as a means for reducing the $182 billion deficit

projected for 1983. ".he Petroleum Industry Research Foundation,

Inc. testified then that "the revenue attraction is obvious.

With an expected oil import level of about 5.5 million B/D of

crude oil and products in 1983, each dollar in import fee would

yield about $2 billion annually in direct gross revenue, in

addition, there would be considerable government revenue from the

indirect effect of the import fee on dorrestic rude oil and

national gas liquids (NGL) prices. Domestic crude oil prices are

of course directly related to the delivered cost of imported oil

and would over time r.se by approximately the amount of the

46/ rd. at 395, 396.

47/ Id. at 403.
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import fee."48/ Further, a Resources for the Future spokesperson

also testified that: "if you believe that a tariff will lower the

world oil price, then GNP shouldn't fall today, it should rise

because of a lower import bill. Lower imports also lowers the

deduction in GNP that is available for domestic consumption.

This produces an expansionary effect on the economy beyond the

reduction in the wealth transfer abroad. So if you believe that

the world price will fall, GNP . . . will rise. GNP will also

rise in the future as a result of lowering the vulnerability to

disruptions."49/

3. Encouragement of Conservation

An import fee arguably would lower total consumption of

energy, would increase energy efficiency (that is. reduce the

quantity of energy consumed per unit of output), would encourage

the development and use of petroleum substitutes and alternative

energy sources: and would prevent a return to earlier "wasteful"

habits of energy use. It has, in fact, often been stressed that

"conservation efforts, alternative energy development, domestic

production, and more efficient energy usage by both business and

consumers [would] be maintained and accelerated with higher oil

48/ "Oil Import Fee: Its Energy Policy Implications and Con-

sumer impacts," (1982), supra, at 130.

49/ Id., at 75.
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prices causing beneficial effects upon the long-term economic

prospects of the United States.''50/

4. Contrast to Other Measures

In several of the hearings discussed, alternative methods of

achieving the three goals above also were debated. However,

significant evidence was presented that import fees were more

effective, more easily administered, more equitable, and more

environmentally sound.

In 1975 hearings, then Secretary Simon noted that "the

President has chosen the market approach rather than arbitrary

controls because the results will be better and the interim

economic distortions will not be as great."5,/ Further, FEA

Administrator Zarb emphasized the advantages of using market

forces over some form of management by the Government. He

particularly noted two strengths of import fees as opposed to

various alternatives: effectiveness and equity. "in our

determination and our analysis . . ., neither rationing nor an

import quota or an allocation system would pass those two tests

50/ "Oil Import Fee: Its Energy Policy :mplications and
Consumer impacts" (1982), sLupra, at 79, (from study prepared by
H. Robert Field, Policy Analyst, Office of Competition,
Department of Energy).

51/ "President's Authority to Adjust Imports of Petroleum
Public Debt Ceiling Increase; And Emergency Tax Proposals,"
(1975), supra, at 241.
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and, therefore, we selected the market mechanism."52/ Zarb

further testified that the use of government controls, allocation

systems or rationing . . . would necessarily imply "some form of

self-imposed shortages as well as built in inefficiencies,

burgeoning bureacracies and regulatory proliferation and

disruption in the lives of all American citizens ...

Furthermore, most of the controls would involve higher costs to

everyone.,53/

Zarb noted that various options had been submitted to the

Council of Economic Advisers for an economic analysis, prior to

making recommendations to the President. "In their view, the tax

method . . . (would] have the least impact on the economy, and

the level of unemployment would be substantially less than the

abruptness of a volumetic control."54/ Moreover, "the economic

way," ne believed, seemed "most orderly," with "the least amount

of disruption and hardship associated with it."5-5/ At the 1975

Finance Conuittee hearing, energy consultant Charles Owens also

specifically contrasted import quotas and rationing. Owens

stated that an "effeCtive rationing program [would] require a

52/ "Suspending Presidential Authority to Impose Oil import

Fees; $531 Billion Debt Limit," (1975), supra, at 102.

53/ Id., at 104.

54/ "President's Authority to Adjust Imports of Petroleum;
P-blic Debt Ceiling Increase; and Emergency Tax Proposals,"
(1975), supra, at 459.

53' Id., at 460.

N
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Federal bureaucracy of 17-20 thousand persons and cost over 2

billion dollars to administer."5 6 /

More recently, Secretary Hiler has stressed that "there are

only two ways . . . to restrain consumption. One is to limit

physical quantities, available to individuals and businesses, to

ration it; and the other way is to create a pricing mechanism

that relates to the real-value and the highest and best use, and

allows choices to be made so that the cumulative impact through

millions of decisions on a higher and better use of the oil

product thereby assuring it is not wasted .57/

Similarly, in 1982, Resources for the Future testimony emphasized

that "by providing a market incentive for additional conservation

and production of oil and alternative fuels, (a) tariff will seek

out the most cost-effective means of reducing imports in a

,niforT way throughout the economy, not just those which

are targeted by particular programs or particularly narrowly

defined taxes .... .

in general then, Imporr fees nave been found superior by

these witnesses because they are the mechanism for reducing

imports which best meet our national security, national revenue,

36/ "Suspending Presidential Authority to impose Oil Import
Fees: $531 Billion Debt Limit," (1975), supra, at 35.

57/ "Oil Import Fees: :he Administration of the Program and it5
impact," (1980), supra, at 403.

:8/ "Oil Import Fee: Its Energy Policy Implications and
Cons lmer Impacts, (1982), Lu2.a, at 58.
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and even national conservation goals. As Resources for the

Future has concluded, this type of monetary tool will be "more

efficient than any other combination of policies that achieve the

same import reduction, but which fail to equate the cost of

additional conservation and domestic oil production in all

transactions throughout the economy. .. 59/

The history of the imposition of import fees under Section

232 of the Trade Expansion Act of 1962 suggests that this remedy

can be effective in protecting essential demand against foreign

supply interruptions, while preventing serious weakening of the

American economy. The import fees approach not only allows an

opportunity for competitive marKet forces to worK, but in fact it

can generate badly needed revenue. These objectives were of

great significance to the original 1970 Cabinet Task Force, and

continued to be important to all subsequent administrations in

dealing with this issue. The debate over how best to regulate

oil import levels clearly is a complex one. But the arguments

for the use of import fees remain persuasive.

AKIN, GUMP, STRAUSS, HAUER & FELD
1333 New Hampshire Avenue, N.W.
Suite 400
Washington, D.C. 20036

By: _ I Al
Edward S. Knight )
Warren E. Conneily
D. Holly Hammonds

59/ Id., at 65.
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Attachment

The National Securi q Justification for the Imposition

of Import Fees"

A. The Nixon Administration

In Presidential Proclamation No. 4210 (3 C.F.R. 31,

(1974)), President Nixon instituted, inter alia, a system of fees

on imports of crude oil, unfinished oils, and finished products.

President Nixon stated in that Proclamation;

The Chairman of the Oil Policy Committee
maintains a constant surveillance of imports of
petroleum and its primary derivatives in respect
to the National Security.

He informs me that, in the course of his
surveillance, he has reviewed the status of
imports under Proclamation 3279, as amended, of
petroleum and its primary derivatives in their
relation to the national security and that
further Presidential action under section 232 of
the Trade Expansion Act of 1962, as amended, is
required.

He recommends, after consultation with the Oil
Policy Committee, that the method of adjusting
imports of petroleum and petroleum products be
modified by immediately suspending tariffs on
imports of petroleum and petroleum products and
by shifting to a system whereby such fees may be
adjusted from time to time, as required in order
to discourage the importation into the United
States of petroleum and petroleum products in
such quantities or under such circumstances as
to threaten to impair the national security; to
create ConEitions favorable, in the long range,
to domestic production needed for project
national security requiLrements; to increase the
capacity of domestic refineries andjpetro-
chemical plants to meet such requirements; and
to encourage investment, exploration, and
development necessary to assure such growth.

1/ As proclaimed at the time of enactment in the official
Presidential Proclamation.
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I agree with the recommendations of the
Chairman, and I deem it necessary and consistent
with the national security objectives of the
Trade Expansion Act of 1962, as amended, that
provision be made for a gradual transition from
the existing quota method of adjusting imports
of petroleum and petroleum products to a long-
term program for adjustment of imports of petro-
leum and petroleum products through the suspen-
sion of existing tariffs and the institution of
a system of fees applicable to imports of crude
oil, unfinished oils, and finished products,
which fees may be adjusted from time to time.

B. The Ford Administration

In Presidential Proclamation No. 4341 (3A C.F.R. 2

'1975)), President Ford raised 1973 license fees, and imposed,

inter alia, a supplemental fee on all imported oil entering the

country on or after February 1, 1975. In the Proclamation,

President Ford stated:

WHEREAS the Director of the Office of Civil and
Defense Mobilization found pursuant to Section 2
of the Act of July 2, 1954, as amended (19
U.S.C. 1352(a), "that crude oil and the princi-
pal crude oil derivatives and products are being
imported in such quantities and under such
circumstances as to threaten to impair the
national security"; and

WHEREAS, Proclamation No. 3279 as well as
modifications thereof, including Proclamation
No. 4210 which suspended tariffs on imports of
petroleum and petroleum products and established
a system of license fees for such imports, was
issued pursuant to this finding; and

WHEREAS, although conditions in world oil
markets have changed significantly in recent
years, the above-finding continues to be valid
at the present time; and

WHEREAS, the Administrator of the Federal Energy
Administration who maintains constant surveil-
lance of imports of petroleum and its primary
derivatives in respect to the national security,
and who has revioiwed the current status of
imports under Proclamation No. 3279, as amended,
has recommended-tha t the method of adjustLn
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imports of crude oil and the principal crude oil
deriviativer an Yproducts be modified; and

WHEREAS, I agree with this recommendation; and

WHEREAS, pursuant to Section 232 of the Trade
Expansion Act of 1962, as amended (19 U.S.C.
1862), the Secretary of the Treasury having made
an appropriate investigation to determine the
effects on the national security ofimp'ts of
crude oil anthe principal crude oil deriva-
tives an products and having considered the
matters required by him to be considered by-the
Trade ExpansLon Act of 1962, as amended, has

p the-findings of his investigation and
has advised me that crude oil, the principal
crude oil (erivatives ducts, and related
products derived from natural rgas and coal tar,
are being imported in such quantities and under
such circumstances as to threaten to impair the
national security and has re o mmende that I
take action to reduce such imports; and

WHEREAS, having considered the matters required
by me to be considered by the Trade Expansion
Act of 1962, as amended, I agree with the said
advice; and

WHEREAS, I find and declare that adjustments
must be made in imports of crude oil, the
principal crude oil derivatives andup_dicts,
and related products, so that such imports will
not so threaten to impai'r the national security;
and

WHEREAS, I judge it necessary and consistent
with the national security to further discourage
importation into the United States of petroleum,
petroleum products, and related products, in
such quantities or under such circumstances as
to threaten to impaix the national security; to
create conditions favorable to domestic crude
oil production needed for projected national
security requirements; and to increase the
capacity of domestic refineries and petrochemi-
cal plants to meet such requirements; and to
encourage the development of tYVer sources of
energy; and

WHEREAS, in order to achieve the above objec-
tives, r determine that a suppLemental fee
should be imposed on all imports of petroleum
and petroleum products, and that certain other
changes in the existing license fee system be
made; and
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WHEREAS, I have instructed the Administrator of
the Federal Energy Administration to evaluate
the structure and scope of coverage of those
aspects of the existing Mandatory Oil Import
Program which are not changed by this Proclam-
ation, and to report to me within three months
with his recommendations:

NOW, THEREFORE, I, GERALD R. FORD, President of
the United States of America, acting under and
by virtue of the authority vested in me by the
Constitution and the laws of the United States,
including Section 232 of the Trade Expansion Act
of 1962, as amended, do hereby proclaim that,
effective as of February 1, 1975, a new system
of oil import fees is instituted, and accord-
ingly, Proclamation No. 3279, as amended, is
hereby further amended as follows:

C. The Carter Administration

In Presidential Proclamation 4744 (45 Fed. Reg.

22864 (1980)), President Carter enacted the Petroleum Import

Adjustment Program (PIAP), which imposed license fees on

imported crude oil and gasoline. In that Proclamation, the

President stated:

In March 1979, the Secretary of the Treasury,
having conducted an investigation of imported
petroleum and petroleum products i accordance
with Section 232 of the Trade Expansion Act of
1962, as amended (19 U.S.C. 1862), concluded
that such imports were entering the country "in
such quantitLes and under such circumstances as
to threaten to impair the natiYonal security."
This finding confirmed the results of previous
investigations conducted in 1959 and 1975.

The high level of the Nation's consumption of
gasoline is the single most important cause of
our dependence on foreign oil. At the same
time, our consumption of gasoline can be reduced
with less serious consequences to our economy
than if similar action were taken with respect
to other petroleum products, such as home
heating oil. Consequently, the Secretary of
Energy and the Secretary of the Treasury have
advised that I take action to reduce oil imports
by imposing a fee on imports of crude oil and



508

gasoline and by establishing a program intended
to ensure that the burden of the crude oil fee
falls on gasoline. The Secretary of Commerce
concurs.

I agree with their advice. To counter this
threat to the national securlt)f the United
States, I deem it necessary to act pursuant to
Section 232 of the Trade Expansion Act to adjust
crude oil-arid gasoline imports through imposi-
tion of a gasoline conservation fee on imports
of cr-de oil and qasoline and a system of
passing the cost of this fee through on the
price of gasoline in a manner consistent with
and in furtherance of the objectives of the
Emergency Petroleum Allocation Act of 1973 (15
U.S.C. 751 et seq.).

NOW, THEREFORE, I, JIMMY CARTER, President of
the United States of Pimerica, acting under and
by virtue of the authority vested in me by the
Constitution and the law of the United States,
including Section 232 of the Trade Expansion Act
of 1962, as amended (19 U.S.C. 1862), and the
Emergency Petroleum Allocation Act of 1973, as
amended (15 U.S.C. 751 et seq.), do hereby
proclaim, effective March 15, 1980.
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Before the

Subcommittee on Energy and Agricultural Taxation
Committee on Finance
United State Senate

June 21, 1985

S1/

The companies- whose views are represented in this

statement (the "Companies') are importers and blenders of

gasoline located in all parts of the country. They operate at

the cutting edge of competition by buying gasoline and blending

stocks at the lowest possible cost from both domestic and

foreign sources and manufacturing gasoline which is sold to

consumers at the lowest possible prices. The Companies

appreciate the opportunity to present their views on national

energy security and tax policy to the Subcommittee.

More than thirty years of federal petroleum allocation

programs and price controls have made painfully obvious the

harm that government intervention in energy markets can cause.

Chief among those who bear the costs of government interference

in the marketplace is the American consumer who faces not only

artificially induced shortages and artificially inflated prices

I/ This statement is sponsored by Oxbow Resources, Inc.;
Euro-Caribbean Oil Corp. and Golden Gate Petroleum Co.
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uuL dibu a yenerat economic dislocation which feeds inflation

and stifles economic growth.

The Companies submit that no national security risk

exists today to justify government interference in the refined

petroleum market and, based on reasonable projections, none

will exist through the foreseeable future. Therefore, absent a

clear national security emergency, the Companies oppose the use

of the tax code or tariff schedules to afford protection from

foreign competition to a small segment of the domestic

petroleum industry.

I. Introduction

In recent months an increasingly voca] segment of the

U.S. petroleum industry has begun calling for the introduction

of protectionist barriers to imported products.Z/ The

advocates of trade barriers, who by and large are independent

refiners, contend that their viability is in jeopardy as a

2/ See. e.g.. Testimony of John Hall. Chairman ind CEO, Ashland Oil
on behalf of Independent Refiners Coalition and Bill Tell. Jr.,
Senior Vice President. Texaco before the Subcommittee on Energy
Conservation and Regulation, Senate Energy Committee. June 4.
1985; Testimony of George W. Jaridacek. Vice Chairman of Crown
Central Petroleum and Robert T. McGowan. Vice Chairman of
Ashland Oil, before the Subcommittee on Energy and Agricultural
Taxation, Senate Finance Committee, June e1, 1985.
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direct consequence of imports and that ultimately a "flood" of

gasoline and blendstock imports (which now constitute only S to

7 percent of total U.S. demand). will result in the failure of

refineries that are essential to the national security.

The Companies are customers of the many of the

independent refiners who are calling upon Congress for new

trade barriers. They would be among the last in the industry

to wish to see these businesses perish and among the first to

suffer harm should this occur. They do not believe, however.

that the refiners have made a case for new trade barriers.

Even the refiners' own recently released Pace Co. study must

use far-fetched and unrealistic assumptions to reach the

conclusion that gasoline and blending stock imports may grow by

a meager 4 to 6 percent by 1990. Using realistic projections.

The Pace Co. study concurs with the conclusions of the

Department of Energy and others, that imports will not likely

exceed current levels through 1990. 3

The real problems of the U.S. refining sector over the

past few years have been due to changing economic and

competitive circumstances -- including a substantial decline in

3/ "The Effect of Increasing Petroleum Product Imports on the
United States Refining Industry," The Pace Co.. May 30. 1985.
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demand and the elimination of a variety of federal subsidies

that encouraged the creation of numerous small and inefficient

refineries. Perhaps more important, there is every reason to

believe that the independent refining sector is recovering and

will be strong. No evidence suggests that it must be sheltered

behind new tariffs every penny of which will cost the U.S.

consumer more than $1 billion.

As Deputy Energy Secretary Boggs. Undersecretary of

Defense Ikle and other Administration officials have repeatedly

testified, current import levels do not constitute a threat to

national security and do not justify the imposition of

protectionist measures when the consequences to U.S. consumers

and the economic health of the nation are manifestly adverse.

Current statistics and projections indicate that domestic

refining capacity will be sufficient to meet national needs

even in the event of an emergency. Indeed, it is hard to

believe that any threat exists when this Administration, which

is so concerned with the national defense, discounts it. In

sum, there is no basis for the imposition of trade barriers,

particularly when they will inevitably distort world crude oil

and products markets and jeopardize positive trade

relationships with countries such as China, Canada. Mexico and

Venezuela.
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There is a need, however, for narrowly drawn technical

adjustments to the tariff schedules to rationalize the

classification of petroleum blendstocks. Here, the Companies

endorse wholeheartedly the International Trade Commission's

(ITC) recent recommendations to Congress. which arose out of an

investigation requested by Sen. Dole as Chairman of the Finance

Committee and Representative Rostenkowski. and their

implementation in H.R. 2396 introduced by Representative

Matsui. The Bill will both eliminate the uncertainty that

currently surrounds the classification of motor fuel blending

stocks and provide the Customs Service with much needed

direction in the classification of such commodities. As the

Companies testified before the ITC. the adoption of a rational

classification system for blendstocks is necessary to end an

ongoing nightmare for importers which on occasion has

threatened to drive them from business. Therefore. the

Companies urge the Subcommittee to consider favorably any

legislation that would achieve the purpose of the ITC's

recommendation to rationalize the classification of and duty

applied to motor fuel blending components.

II. Ihi..1sinin2 Industr -Today

Prior to 1981. when President Reagan ordered the

decontrol of the petroleum industry in the United States.!/

4/ Executive Order 12287. 46 Fed. Reg. 9909 (Jan. 30. 1981).
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the domestic refining industry had been insulated from

competition in the world market by federal programs dating back

to the 1950's. These programs included oil import quotas and
5/

license fees,- and, beginning in 1974, price controls with

their entitlements subsidies and notorious "small refiner
6/

bias." These protectionist measures fostered inefficiency

and misallocation of capital and labor resources in the

petroleum industry generally and in the refiner segment in

particular.-/ Government Intervention likewise distorted

domestic crude oil and product supply and demand and resulted
8/

in higher prices for the consumer.

In stark contrast to this history, the more recent

results of decontrol and a free domestic market in oil and

5/ See. 22 Fed. Reg. 6804 (Aug. 22, 1957); 22 Fed. Re@. 12772 (Dec.
12. 1957); Exec. Order No. 10761, z3 Fed. Req. 2067 (March 28,
1958); Proc. No. 3279. 24 Fed. Reg. 1781 (March 12, 1959)
(establishing the Mandatory Oil Import Program); Exec. Order
11588, 36 Fed. Reg. 15727 (Aug. 17. 1971) (establishing import
price controls); Proc. No. 4210, 38 Fed. Egg. 9645 (April 19.
1973) (eliminating the quota system and establishing the license
fee system).

6/ See generally 10 CFR S 211.67 (1976).

7/ See generally D. Bohi and M. Russell. Limiting Oil Imports: An
Economic ffistory and Analysis (1978); J. Griffin and H. Steele.
Energy Econolics and Policy (1980); J. Kalt. The Economics and
Politics of Oil Price Regulation: Federal Policy in the
Post-Embargo Era (1981).

8/ id.
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refined products have been extraordinarily beneficial to the

nation's economic health. The decline in crude oil prices in

the world market, which is projected to continue throughout

this decade./ has been passed on to the domestic economy

through a competitive petroleum market unconstrained by

government-imposed controls. In turn, a highly competitive

petroleum market helped fuel a general economic recovery and

afforded the consumer the benefit of lower refined product

prices. -/

As beneficial as these developments were for the

country as a whole, they necessarily produced a period of

adjustment for the refining sector. Between 1973 and 1981. the

number of domestic refineries artificially ballooned from 281

to 324 and capacity increased from 13.7 M4B/D to 18.6

MMB/D. - With the removal of federal controls and subsidies

in 1981. approximately 100 older, smaller and less efficient

plants were shut down either temporarily or permanently.
2 /

9/ Annual Energy Outlook 1984, Energy Information Administration,
Department of Energy (1985): World Energy Outlook. Chevron
Corporation. Economics Dept.. June 1985.

10/ See e.g., The New York Times, February 22, 1985 at I and
Testimony of Professor Edward W. Erickson before the
International Trade Commission. Investigation No. 332-203. March
7. 1985.

11/ U.S. Crude Oil Refining Capacity. American Petroleum Institute
Basic Data Book. Vol. V. No. 1 (1985).

12/ Id.
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This artificially-induced increase in capacity was

also overtaken by a substantial decline in domestic demand for

petroleum products. Demand for petroleum products generally is

down from a 1978 high of 18.8 MMB/D to approximately 15.7 MMB/D

today. whilu demand for gasoline which peaked in 1978 at 7.4

MMB/D has decreased to an average 6.6 MMB/D for the first

quarter of 1985.-3/ The inevitable consequence of a

permanent reduction in consumption is a corresponding reduction

in refining capacity.

Finally. at the time of decontrol, some refiners

elected to make substantial investments in new facilities

capable of upgrading heavy, high-sulfur crude oils into lighter

products such as gasoline. This complex processing capability

was intended to take advantage of what was then a substantial

differential between the cost of light and heavy crude oil and

the price of light and heavy refined products. While the new

facilities are highly sophisticated and efficient, their

success depended upon a continuation of these price

differentials. In fact, however, over the past two years.

13/ Crude Oil and Petroleum Products Overview, Finished Motor
Gasoline Supply and Disposition. Monthly Energy Review. Energy
Information Administration. Department of Energy. February 1985
(hereinafter Monthly Energy Review).
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light and heavy costs have tended to converage, as has the

price commanded by light and heavy products.-4/ The result.

until very recently, has been a squeeze on refiner margins.

In recent months, however, financial performance of

U.S. refiners has improved dramatically. We are confident

moreover that the shake-out has ended and that the necessary

core of the refinery industry will survive and prosper. For

example. Ashland. one of the most vocal supporters of product

import restrictions, has shown a 24.2 percent increase in

earnings during the first half of 1985 over 1984.15/ Ashland

CEO John Hall noted in an interview with The Oil Daily that the

company's improved performance "began . . . in late February as

OPEC contained its crude production, which led to a better

balance between supply and demand." Mr. Hall also commented

that Ashland's marginsis continued to rise substantially

during March and April and [he is) cautiously optimistic for

the remainder of the year." 16/

1J/ Refiner and Gas Plant Operator Sales Prices of Residual Fuel
Oil, Refiner and Gas Plant Operator Sales Prices of Petroleum
Products for Resale., and FOB Cost of Crude Oil Imports From
Selected Countries. Monthly Energ' Review.

15/ T e Oil Daily, April 24. 1985, at A-7.

16/ Id.. at A-8.
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Tosco, another strong supporter of import

restrictions, stated in May that its "margins have improved

considerably in the past 60 days and that the company expected

'sharp improvement' in second quarter results .... 17/

Tosco also reported the sale of its troubled refinery at El

Dorado. Arkansas to Lion Oil Co.

Similarly, Valero Energy/Saber Refining is expecting

to run its sophisticated 70.000 barrel per day refinery at

maximum capacity as a result of investments by Saudi Arabian

businessman Akram Oijeh's Luxembourg-based company, Techniques

d'Avant Garde (TAG).-18/ Because of heavy debt service costs,

incurred to construct the industry's most advanced.

state-of- he-art facility, Saber needs to attain a minimum

differential of $6 per barrel between the cost of its feedstock

and the price at which it can sell its refined product.
1
-
9
/

The recent drop in spot crude prices undoubtedly has helped

Saber's position, although it obtains most of its crude supply

through a long-term contract with Venezuela.

Diamond Shamrock's refined product sales were up 9.2

percent in 1984 and downstream profits climbed 22.7 percent

17/ The Oil Daily, May 10. 1985, at 8.

18/ The Oil Daily. March 25. 1985, at 8-19.

19/ id.
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from 1983's $66 million to $81 million in 1984. -O Crown.

Central's losses in 1984 hid its fourth quarter gain of $13.6

million up from $7 million in the fourth quarter of 1983.

These improvements in performance have occurred

despite relatively flat trends in imports over the same

period. What has changed, however, are the relative prices of

crude and refined products coupled with some increase in U.S.

consumption of gasoline, even at slightly higher prices. This

evidence leads to the conclusion that recent levels of imports

have been more a result of the domestic refining industry's

problems than a cause. U.S. refiners have no need for trade

barriers to protect their profit margins: they will be able to

maintain adequate refining capacity without government

subsidies. As shown below, trade barriers also are unnecessary

to protect national security.

III. Current Refining Capacity Is Sufficient
t.2 .eet National Security Needs

The advocates of trade barriers have claimed that the

reduction in domestic capacity from the artificially inflated

levels of the 1970's has placed the United States on the verge

of a national crisis. These claims fall totally wide of the

mark and indeed have little, if any. factual basis.

L0/ The oil Daily, March 25. 1985, at B-8.
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Both Undersecretary of Energy Danny Boggs and

Frederick Gerlach. of the State Department's Office of Energy

Producing Countries2-/ have made clear the Administration's

view that proponents of restricting products because of

national security considerations have yet to prove their case.

In testimony before both House and Senate Subcommittees.ga

Boggs noted that current U.S. domestic reffining capacity

remains approximately equal to the entire U.S. demand for oil

products.

Perhaps most important, in recent testimony before the

Energy Taxation Subcommittee of the Senate Finance Committee.

Undersecretary of Defense Fred Ikle indicated that there was no

national security risk posed by current levels of imports.

Indeed, Undersecretary Ikle warned against import barriers as a

means of protecting domestic capacity because of the

substantial havoc such measures wreak on the national economy
23/

and the harm they cause to American consumers.23

21/ See, Platt's Oilgram News. May 28, 1985 at 3.

22/ See. Testimony of Danny J. Boggs, Deputy Secretary of Energy,
before the Subcommittee on Environment Energy and Natural
Resources. House Committee on Government Operations. April 24,
1985: and before the Subcommittee on Energy Conservation and
Regulation. Senate Committee on Energy and Natural Resources.
June 4. 1985.

23/ Testimony of Fred C. Ikle. Undersecretary of Defense before the
Subcommittee on Energy and Agricultural Taxation. Senate
Committee on Finance. June 21. 1985; colloquy between
Undersecretary Ikle and Sen. Bradley.
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The facts are these: U.S. refining capacity is now

approximately 15.6 MMB/D.2-'41 This is far more than the

capacity needed to meet current demand, about 13.1 MKB/D. even
25/

if all imports were terminated.-- Moreover. the refinery
- percen26/

utilization rate in the U.S.. at 76 percent the highest

since 1979. provides a comfortable cushion in the event of a

disruption in the importe'%f foreign product. This utilization

rate has increased to its current level from Df a low of 68.5

percent in 1981.-7/ It is now slightly higher than the

average utilization rate worldwide, reflecting some decrease in

worldwide overcapacity and the equalizing effect of

international competition.

While much has been made of the potential threat to

U.S. refiners from newly-constructed refineries in the Persian

24/ Id. The independent refiners cite substantially lower figures,
but provide no source for their data beyond "our figures." See
John Hall. "Imports Could Kill the Refining Industry." The New
Lol__j ims. June 23. 1985.

25/ F. Fesharaki and D. Isaak. The Changing Structure of World
Refining Industry: Implications for U.S. Energy Security.
Resource Systems Institute. iast-West Center (1985) (hereafter
East-West Center Study).

26/ Platt's Oilgram News, May 16.1985 at 3.

27/ Lundberg Letter. Vol. XI, No. 23. March 23, 1984.
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Gulf. including a refiner-sponsored st'idy by Pace Co.. Z8/

these concerns are unwarranted. The Pace study has taken a

number of unlikely assumptions and combined them to draw the

conclusion that domestic refiners will suffer grave

consequences from the new OPEC refinery capacity absent high

barriers to imports.

The study begins by assuming that the U.S. is the only

market in the world open to imports of refined products and

that the new Middle East refineries will operate continuously

at maximum capacity. Based on these self-serving assumptions,

the study concludes that imports of gasoline and middle

distillates from all sources could reach between 12 and 13

percent of total U.S. demand by 1990. depending on the
29/

country's level of economic activity.- Upon examination,

it is clear that these assumptions are faulty.

- First, the total capacity of the new refineries is

only 800,000 barrels per day, approximately 5 percent of U.S.

consumption.0/ Furthermore, in a world of excess refinery

28/ "The Effect of Increasing Petroleum Product Imports on the

United States Refining Industry." The Pace Co., May 30, 1985.

29/ Id. at Table 6.

30/ East-West Center Study.
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capacity, it is unlikely that these new plants would operate at

maximum capacity. In addition, although some of these

facilities were designed originally to produce only product for

export, at least one Arab OPEC nation has shelved plans to

construct refineries designed solely for domestic production.

indicating a clear recognition of the level of overcapacity

worldwide.

Second. it is unlikely that OPEC producers would be

able to penetrate the refined products market without

undercutting the price and production quotas established for

the primary OPEC commodity -- crude oil. Many experts believe

that OPEC's push into the products market may undermine both

its short- and long-term interest in the stability of the crude

markets.-1/ Ultimately, the price of crude would be forced

to drop to lower levels, benefiting non-OPEC refineries and

ultimately world consumers.

Third. the chances of Europe's completely closing its

doors to product imports are slim. In addition. Japan is being

urged both by the U.S. and OECD nations to open its markets to

refined products. Recent press reports also indicate that

officials of Saudi Arabia's Petromin. which supplies a

31/ Oil & Gas Journal, May 27. 1985 at 25.
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substantial quantity of crude to Japan. have met with Japanese

officials to encourage their participation in the products

market. There are indications that some liberalization in
32/

Japan's policy may be seen by early to mid-1986.- 

Finally, the new OPEC capacity is far more likely to

displace less efficient, foreign refineries than U.S.

capacity. The most probable victims of the new Middle East

facilities are the so-called class "C" refineries -- those that

depend upon imported crude oil for feedstock and on export

sales of products in foreign markets -- including plants in

Aruba, Curacao and Singapore. The closing of these older and

less sophisticated refineries will reduce the worldwide

oversupply of capacity and enhance the efficiency of the global

retining market. Complex, efficient and sophisticated U.S.

refining capacity will be well positioned in this competitive
33,

environment.-3/

IV. Current Import Suppliers Are
Friendly U.S. Tradinq Partners

The refiners' national security case is premised on& a

scenario in which all product imports would be terminated --an

32/ Platt's Oilgram News. May 23.1985 at I.

33/ East-West Center Study.
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utterly remote possibility. The vast majority of imports --

about 98 percent -- are supplied by friendly U.S. trading

partners. A massive disruption in product imports is,

therefore. unlikely. Perhaps more important, however, is the

fact .hat the imposition of protective measures could have

significant repercussions on otherwise positive U.S.

international trade relations.

Current imports are supplied by approximately 40

countries/ Thirty-seven percent of all imports come from

U.S. possessions or U.S.-owned refineries in the

Caribbean. -5/ Almost 21 percent are imported from other OECD

nations, with the Netherlands and Canada accounting for over 15

of the 21 percent. Venezuela supplies the U.S. with about 15

percent of total product imports. Only 2 percent, or 0.2

percent of U.S. consumption is supplied from Persian Gulf OPEC
36/

nations.--- As noted, even with new onstream OPEC capacity.

this percentage is unlikely to increase significantly.

Erecting protectionist import barriers will send

inappropriate signals to the rest of the world. The general

34/ Id.

35/ Id. and Independent Refiners Coalition data.

36/ Id.
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dislocation in world oil markets that would result if the

world's largest product consumer were to close its doors would

be directly and properly attributable to a heretofore

discredited policy of protecting a small segment of the U.S.

petroleum industry from international competition. Bilateral

trade relations with major product suppliers such as Canada,

Mexico, and China, on whom we also depend for supplies of crude
37/c

oil,- could be significantly impaired, placing at risk

critical supplies of imported crude oil.

V. Proposed Product Import Barriers Will Cause Serious
Iniurv to U.S. Consumers and the U.S. Economy

Legislation introduced in the House of Representatives

would increase gasoline and blendstock tariffs by more than 90

per gallon. Should Congress adopt a tariff of this magnitude.

many if not all current gasoline imports will likely be barred

in order to prop up a few U.S. refiners who might ultimately be

faced with reducing gasoline production or closing marginal

plants. The consequences of these actions for U.S. consumers.

however, are substantial and entirely adverse.

37/ In testimony before the Senate Subcommittee on Energy Taxation.
Undersecretary of Defense Ikle noted that fully one-half of the
crude oil imports on which the Pentagon relies come from our
allies in the Western Hemisphere. Testimony of Fred C. Ikle.
Undersecretary of Defense. Before the Subcommittee on Energy and
Agriculture Taxation. Senate Committee on Finance. June 21. 1985.
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It has been estimated that every penny added to the

price of gasoline through increased tariffs represents an

additional $1 billion in direct costs at the pump. Thus an

increase of 90 per gallon amounts to a $9 billion economic

burden on the nation as a while.

Prohibitive tariffs carry other ridden and indirect

costs as well: waste of crude oil. higher capital and other

input costs and a generally inefficient economic allocation of

resources. In economic terms, the misallocation will result in

a "consumption loss" because a higher-priced domestic product

will be substituted for a lower-priced import. Essentially.

the economy would be getting less value for its money.

At the same time. the economy will suffer a

"production loss" because resources will be allocated to higher

cost production and away from the lower cost production of

alternative goods. Employing domestic resources in areas where

others may have a comparative cost advantage reduces the

nation's ability to produce lower-cost goods for domestic

consumption and export ,nd lowers the country's real income.

The serious consequences of artificial distortion of

energy markets are well-known. Because energy plays such a key
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role in the economic system, a highly competitive market helps

to keep inflation down. By the same token, an artificially

constrained market will fuel inflation and prevent real

economic growth.

These entirely negative economic consequences must be

avoided unless a clear risk to the national security has been

shown. That is not the case here. The facts simply do not

support the conclusion that product imports pose a risk to the

national security or that curtailing such imports would in any

way improve the national well-being.

VI. The Need for a Rational Tariff Classification
for Motor Fuel Blending Stocks

The Companies strongly support the rationalization of

the tariff classification of motor fuel blending stock in a

manner that recognizes the commercial realities of its use in

the manufacture of motor gasoline. Therefore, they support

H.R. 2396 which adopts the ITC's recommendation -/ to

establish a separate tariff classification for motor fuel

38/ Final Report on Investigation No. 332-203 Under Section 332(g)
of the Tariff Act of 1930, Possible Effects of and
Recommendations Concerning the Proposed Tariff Reclassification
of Catalytic Naphtha and Other Motor Fuel Blending Stocks,
International Trade Commission. April 1985 (hereinafter 11ITC
Report").
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blending components based on the actual use of the commodity in

the manufacture of gasoline and establishes a duty for these

commodities at 1.250 per gallon.

A. The Need for Reform

Under the present classification regime, a commodity

which qualifies as "motor fuel" is dutiable at 1.250 per gallon

under TSUS item 475.25. Before 1983, Customs classified most

motor fuel blending stocks under the motor fuel provision. In

1983, however, the Customs Service suddenly took the position

that a petroleum commodity would be classified as "motor fuel"

only when it met the current ASTM standards for automotive

gasoline set out in D-439.39

The Customs Service's position has meant that gasoline

blending stock which fails to qualify as "motor fuel" under

ASTM standards may be dutiable at a much higher rate, depending

upon its additives and unique chemical composition. As noted

in the ITC Report, the change resulted in "the scattering of

the so-called blending stocks to other parts of the TSUS. in

all cases at significantly higher duty rates."

39/ See T.D. 83-173 (August 17, 1983).

40/ ITC Report at 53.
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This anomaly creates substantial uncertainty for an

importer who often cannot know in advance the precise chemical

composition of the commodity he has purchased and therefore the

classification and duty Customs will apply. As far as the

importer is concerned, the commodity is being imported only for

use as a motor fuel blending stock. Nevertheless. depending on

its compositon. such gasoline components may be classified as

tetraethyl lead under item 429.70. TSUS. at a rate of 12.4

percent ad valorem: as a lead mixture under item 432.10. TSUS.

at a rate of 9.8 percent ad valorem: or as a benzenoid chemical

under items 407.16 and 402.36, at a rate of .80 per pound plus

17.3 percent ad valorem.

The Tariff Schedules should be amended to eliminate

these inconsistencies and to avoid irrational and anomalous

classifications and duty rates. This reclassification should

ensure, first and foremost, that motor fuel blending components

are treated as petroleum products under Part 10. Schedule 4,

TSUS. H.R. 2396 would achieve this result with the additional

benefit that the duty rate applied to motor fuel blending stock

would be directly related to its role in the manufacture of

gasoline.
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B. The Benefits of H.R. 2396

In recommending the provision incorporated by

Representative Matsui in H.R. 2396, the ITC found that the

creation of a separate classification for motor fuel blending

stock based on actual use would comport with the historical

treatment of such commodities as it existed befce the Customs

Service took its current position. In addition, the Customs

Service would be able to apply the "actual use" requirement in

a straightforward and certain manner. Finally, the ITC noted

that a similar provision had garnered the support of the

Departments of Commerce, Energy and Treasury, the Customs

Service. the Office of the Special Trade Representative. as

well as the ITC itself, when it was introduced in the 98th

Congress.

VII. Conclusion

When the independent refiners began their campaign for

protectionist subsidies, there was a general consensus that

they would have a heavy burden to demonstrate the need for such

controls. They have failed to make their case.
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There is a cleer need. however. to rationalize the

customs treatment of motor fuel and blending components. The

Commenters urge the Subcommittee to support H.R. 2396 and

similar legislation, and to reject efforts to use tariff

rationalization to curtail refined petroleum product imports.

0359D

0360D(FN)
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NATIONAL PETROLEUM REFINERS ASSOCIATION

SL I 7 ' M000 9 L STREET W4" WASHWNT I','t n C 20U36

July 11, 1985

Honorable Bob Packwood, Chairman
Senate Finance Committee
United States Senate
Washington, DC 20510

Re: June 21 Hearing on Do,,*stic Energy Policy

Dear Chairman Packwood:

The National Petroleum Refiners Association appreciates this
opportunity to offer comments on taxes and domestic energy policy as discussed
at the Finance Coinittee hearing June 21, 1985.

NPRA is the major trade organization representing both the domestic
refining and petrochemical manufacturing industries. We must register concern
with the accelerated rate at which refineries in the United States have been
shut down in the last several years and the prospects for a continuation of
this unhealthy trend in the foreseeable future. Since 1981, nearly 130
refineries, comprising over three million barrels per day of capacity, have
ceased operations. Further loss of domestic refining capacity, if unchecked,
has grave implications for the economic well-being and national security of the
nation.

The Congress is now considering various funding schemes to reauthorize
the Comprehensive Environmental Response, Compensation annd Liability Act.
NPRA recognizes that the cleanup of hazardous waste sites is a major national
problem requiring the best efforts of industry and government. We believe the
burdens of funding a national cleanup program, moreover, should be fairly
distribuLed. Because of world-wide competitive pressures, refiners and
chemical manufacturers cannot--despite the expectation of the present
CERCLA--pass on the Superfund tax; as a result, the tax fails to reach the
manufacturers of derivatives, the major disposers of hazardous waste. Relying
solely on feedstock taxes on petroleum refiners and chemical manufacturers
unfairly places the greatest burden on industry sectors which, due to these
competitive pressures, can least afford to bear it. It is our position that
the reauthorized SuDerfund tax program should not increase the petroleum and
feedstock taxes already being paid by refiners and chemical manufacturers. To
do so would unfairly burden our domestic industries, as foreign manufacturers
are not subject to these taxes.
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As you know, this country has long been dependent on crude oil imports
for a sizeable portion of its energy needs. Relatively minor disruptions in
the recent past have caused havoc in very sensitive areas of our economy. A
rapid shift of dependence to the importation of petroleum products,
particularly light products such as motor gasoline, is underway and promises to
render this nation more vulnerable to the threat of energy disruptions of even
greater proportions. If the erosion of the domestic refining industry is
allowed to continue unimpeded, our vital energy needs will no longer be met
within our borders, or by our friendly neighbors. The very purpose of
maintaining the Strategic Petroleum Reserve, intended as a buffer against a
crude oil import disruption, would be materially impaired if domestic refining
capacity continues to dwindle.

The U.S. is a preferred marketplace for foreign products because of a
very strong currency and a large appetite for consumer products. There has
been very little recognition by the government of the importance of a viable
domestic refining industry. United States policy does not restrict foreign
refineries from exporting petroleum products to us. Indeed, legislation was
proposed in the last session of Congress to make importation of products even
easier, through amending existing tariffs.

We think it should be recognized that many of the continuing
difficulties encountered by domestic refiners have been created by U.S.
Government policy. It is essential that the United States government send a
clear message that future policy will assure that our domestic refining
capacity will not be allowed to decline below a level dangerous to national
security. Therefore, the following is recommended:

Our import control system must be examined in light of a multiplicity
of import restrictions in Europe, Japan, and other marketplaces for
petroleum products so that U.S. refiners are not unfairly
disadvantaged.

The U.S. Government must review tariff levels and clarify existing
tariffs on naphtha, gasoline, gasoline blending stocks, and alcohol to
insure that these products enter into the U.S. at duty rates which the
Congress intends. In the course of such a review, access to foreign
petrochemical feedstocks should be maintained at current tariff
levels.

The U.S. Customs service should act in assuring tighter, more
effective and consistent enforcement of tariff schedules with
increased surveillance of imported product specifications to assure
that the proper tariff rate is applied.

Some combination of increased tariffs and quotas might ultimately be
implemented, dictated by national objectives, with the goal of
maintaining a secure domestic refining industry.
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Thank you again for the opportunity of addressing these'most important

subjects, My staff and I stand ready to assist you In any way we can as youdeliberate on these issues.

Very truly yours,
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P THE PACE COMPANY CONSULTANTS & ENGINEERS. INC. \tHEi,.Er
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OVERVIEW

In the latter part of the 1970s, worldwide demand for refined products
increased at a faster rate than economic growth. This resulted in pressure upon
the entire system and caused extensive investment in new refinery capacity,
particularly in the Middle East crude exporting countries. These expansions
were undertaken based on a desire to expand the countries' economic base and
the belief that to realize all of the profit potential from crude oil, the
producers must integrate forward to the market, much in the same way that the
major established oil companies had done previously.

The actual decline in demand for refined products in the first half of the 1980s
contrasts with the expansion in demand of the 1970s. Those refiners who
expanded, planning to capture export business, face a bleak future if they
expect to compete with indigenous refiners on a true free market basis. The
excess capacity of the new export refiners created problems for their investors
and existing indigenous refiners.

Pressure on United States refineries has increased recently as total demand for
refined products has dropped. United States refiners responded to this pressure
by shutting down capacity (rationalizing). The current problem facing the
United States refining industry is not the result of declining product demand; it
is increasing penetration of product markets by importg--principally from new
Middle East export refineries.

The Pace Consultants has been retained by the Independent Refiners Coalition
(IRC) to assess the effect of increasing exports on the United States refining
industry. This assessment is based on the following assumptions as outlined by
the IRC:

* Japan will not allow any imports of gasoline.

* Imports of refined products into Western Europe from outside
continental Europe will not be permitted to exceed 7 percent of
total demand for refined products.

" Middle East refining capacity will run at maximum utilization of
conversion units.

In Pace's judgment, these assumptions are reasonable.

Following are the major conclusions, presented in highlight form, regarding
these export refiners and the effects that they will have on the United States
refining industry.

-1-

51-229 0 - 86 -- 18
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CONCLUSIONS

NEW EXPORT REFINERIES IN THE
MIDDLE EAST WILL PRODUCE
LIGHT PRODUCTS FOR EXPORT

THE MAIN TARGETS 01 MIDDLE
EAST LIGHT PRODUCT EXPORTS
WILL BE ASIA, WESTERN
EUROPE, AND THE UNITED
STATES

RESTRICTIONS ON IMPORTS OF
REFINED PRODUCTS INTO WESTERN
EUROPE AND JAPAN WILL MAKE
THE UNITED STATES MARKET THE
PRINCIPAL TARGET FOR NEW
MIDDLE EAST EXPORT
REFINERIES

RUNNING MIDDLE EAST REFINER-
IES AT FULL CAPACITY WILL
PRODUCE SIGNIFICANT VOLUMES
OF LIGHT REFINED PRODUCTS
TO EXPORT

The expansion of refinery capacity in the
Middle Fast is designed to produce light petro-
leum products such as gasoline and middle
distillate (jet fuel, kerosene, diesel fuel, and
light heating oil). There is not a large local
market for these additional products; thus,
they will be exported.

The target for export from the Middle East
will be the large markets for refined products
found primarily in Japan, Western Europe, and
the United States. Other countries will also
absorb some of the exports, but the combina-
tion of small markets and protectionist poli-
cies will tend to limit entry into those mar-
kets.

With the current tariff, the refined products
market in the United States will be the only
unrestricted major market in the world. As
such, Middle East product exports will pene-
trate and expand market share.

Running Middle East refineries at high utiliza-
tion rates will produce products far in excess
of regional demand. Based on the assumption
of high utilization of refining capacity, ex-
ports of major light refined products are ex-
pected to be 617,000 barrels per day of gaso-
line and 756,000 barrels per day for distillates
(kerosene, jet kerosene, distillate fuel oil) in
1986, increasing to 752,000 barrels per day of
gasoline and 1,075,000 barrels per day of dis-
tillate by 1990.
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REFINED PRODUCTS IMPORTED
INTO THE UNITED STATES REPRE-
SENT A SIGNIFICANT PORTION
OF TOTAL DEMAND IN THE FUTURE
IF OTHER KEY MARKETS IMPOSE
IMPORT RESTRICTIONS

ASSUMING NO TRADE BARRIERS
ELSEWHERE, IMPORTS OF
REFINED PRODUCTS INTO THE
UNITED STATES WILL STILL
REPRESENT A SIGNIFICANT
PORTION OF TOTAL DEMAND

BASED ON NON-FREE MARKET
ASSUMPTIONS, IMPORTS OF
REFINED PRODUCTS WILL RESULT
IN SHUTDOWN OF OVER 1,400,000
BARRELS PER DAY OF REFINING
CAPACITY IN THE UNITED STATES
BY 1990

UNITED STATES REFINERY SHUT-
DOWNS DUE TO INCREASED
IMPORTS WILL RESULT IN LOSS
OF 42,000-63,000 JOBS

Based on assumed high utilization of new Mid-
dle East refinery capacity and restricted entry
into European and Japanese markets, imports
of refined products into the United States will
be high. The imports of refined products are
expected to be 1,049,000 barrels per day of
major light products (gasoline and distil-
late)-9.8 percent of demand-in 1986 and
1,301,000 barrels per day (12.6 percent of de-
mand) in 1990, versus 1982 and 1983 at 2.2 and
3.7 percent of demand, respectively.

Even in the absence of trade barriers else-
where, and even if Middle East refiners run at
less than maximum capacity, imports of re-
fined products in the United States will cap-
ture a significant share of total demand.
Based on this "free market" scenario, the
major light products imports (gasoline and
distillates) will be 536,000 barrels per day
(5 percent of demand) in 1986 and 640,000 bar-
rels per day (6.2 percent of demand) in 1990.

Increasing refined products imports will result
in loss of market by domestic refiners. In the
absence of trade barriers, United States re-
finers will be forced to reduce crude capacity
utilization by over 1,400,000 barrels per day in
1990. This drop in crude capacity utilization
will result in refinery shutdowns in excess of
capacity utilization, since it is impossible to
run refineries at 100 percent of capacity over
a prolonged period.

The shutdown of over 1,400,000 barrels of re-
finery capacity can be expected to result in
the loss of 3,000 to 4,000 jobs directly in-
volved in refining and 39,000 to 59,000 other
jobs.
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INCREASED PRODUCT IM-
PORTS WILL GREATLY REDUCE
UNITED STATES REFINERY
PROFITABILITY

UNITED STATES REFINERS WILL
HAVE DIFFICULTY FINANCING
INVESTMENTS SUCH AS THOSE
NEEDED TO MEET GOVERNMENT
REGULATIONS ON THE PHASEDOWN
OF LEAD IN GASOLINE

REFINING CAPACITY SHUT DOWN
DUE TO INCREASING PRODUCT
IMPORTS WILL BECOME LOST,
NOT STANDBY CAPACITY

INCREASED IMPORTS OF REFINED
PRODUCTS FROM THE MIDDLE
EAST WILL MAKE THE UNITED
STATES MORE ECONOMICALLY
AND STRATEGICALLY DEPENDENT
ON AN HISTORICALLY UNSTABLE
AREA

United States refiners' gross margins-the dif-
ference between product revenue and cost of
feedstock-will drop over $0.90 per barrel
under the effect of increased imports in 1986.
This translates to reduced profits to the
United States refining industry as a whole of
approximately $4 billion per year.

United States refiners have been experiencing
a long period of low gross margins and have
had difficulty obtaining financing. Increasing
penetration of imports into the refined pro-
ducts market will further reduce operating
margins. This will make it more difficult for
refiners to obtain the financing necessary to
make any new investment required to remain
viable.

Refining capacity which is shut down, espe-
cially if it involves an entire refining complex,
can be expected to deteriorate from restart-
able to unusable capacity in about 2 years.
Loss of refining capacity reduces the avail-
ability of a secure source of refined products.
Refining capacity that is down for periods of
less than 2 years would require investments of
$200 to $500 per barrel of capacity for equip-
ment repair, catalyst replacement, etc., to
start up. Such a startup would require 3 to
6 months to complete. Additionally, refiners
who eliminate working inventory during shut-
down would also require reinvestment of
$1,500 to $2,000 per barrel of capacity to re-
establish inventories.

The Middle East region has been referred to by
the United States government as an "Are of
Crisis." Within the past 12 to 13 years two
Middle East supply disruptions have had ser-
ious impacts on United States energy supplies
and prices. These were crude su2p.1 disrup-
tions. With increasing reliance on the Middle
East for refined products supply, the effects
of future disruptions will be magnified.
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MOST SUPPLIES OF REFINED
PRODUCTS FROM THE MIDDLE
EAST MUST PASS THROUGH A
VITAL STATEGIC CHOKE POINT,
THE STRAIT OF HORMUZ

INCREASING RELIANCE ON
IMPORTED PRODUCTS WILL TEND
TO NEGATE THE STRATEGIC
VALUE OF THE UNITED STATES'
$30 BILLION INVESTMENT IN
THE STRATEGIC PETROLEUM
RESERVE

MIDDLE EAST EXPORT REFINERIES
CANNOT COMPETE WITH INDI-
GENOUS UNITED STATES
REFINERIES ON A FREE TRADE
BASIS

NEW MIDDLE EAST EXPORT
REFINERIES WILL PENETRATE
UNITED STATES MARKETS USING
PRICE SUBSIDIES

Shipments of refined products out of the Arab-
ian/Persian Gulf must pass through the Strait
of Hormuz, a narrow entrance into the Arab-
ian Sea which could be subject to relatively
easy military blockade or sabotage in time of
crisis.

7'he Strategic Petroleum Reserve is designed
to store crude oil for use in times of supply
restriction. As the United States increases
imports of refined products and shuts down
refineries, the reserve becomes of less value
since refining capacity is needed to turn the
crude into refined products. In the event of
severe disruption of imports in 1990, it is
conceivable that the United States could be
1.2 to 1.4 million barrels short of refined pro-
ducts re-ardlts of the size of the Strategic
Petroleum Reserve.

The cost of delivered refined products, derived
on an equal crude cost basis, would be higher
from a Middle East export refinery than from
a United States refinery. The cost of trans-
porting refined products over long distances is
significantly higher than transporting crude
over the same distance. In addition, the
capital cost of building refineries in the Mid-
dle East is about 60 percent greater than in
the United States.

Since Middle East export refiners cannot com-
pete with indigenous refiners on a free trade
basis, they will enter United States markets by
providing the crude to their own refineries at
or below cost. Thus they will differentiate
between the transfer price of crude used to
make export products and crude sold for ex-
port. United States refiners will be required
to pay a higher price for the same crude.
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SUMMARY

BACKGROUND AND BASIS

Worldwide energy demand, and in particular petroleum product demand, grew
rapidly in the 1970s. This growth was due to high economic growth rate and
declining real energy prices. During 1979, crude oil prices increased due to a
supply disruption caused by the Iranian Revolution. The combination of
increasing prices for refined products, inflationary crude oil price incr-.ases,
and high demand for refined products resulted in high profits for refiners
worldwide. This led some of the major crude producers to believe that they
were entering a golden era in which profit potential was almost unlimited. In
an effort to capitalize on what they perceived as a high profit area, many
decided to integrate forward into refining. Thus a rapid expansion of export
refinery capacity was planned and is currently in the final stages of completion.

The expansion of refinery capacity planned in the late 1970s and early 1980s
represents a bullish view of worldwide refined products demand in the 1980s.
Unfortunately, these demands haye not materialized. In contrast to the high
demand growth for refined products in the last decade, demand has decreased
during this decade. This recent drop is a result of the 1981 to 1983 worldwide
economic recession and consumer response to rapidly increasing energy prices.

The primary factor controlling future energy consumption is economic activity.
However, the amount of energy associated with a given level of economic
activity is also a function of price. The basic premise of the Pace methodology
for forecasting world economic activity is that the United States economy
exerts a dominant influence. The linkage occurs through interest rates, with
short-term rates in the United States determining rates throughout World
Outside Communist Areas (WOCA) and hence economic growth everywhere.

Pace utilizes a macroeconomic model of the United States economy developed
by a Pace subsidiary, Management Technologies, Inc. (MTI). The model uses the
concept of "system dynamics," and is based on mathematical procedures
developed for modelling feedback control systems. The economic forecast
based on the MTI model is shown in Figure I for the United States. ALso
included is a Trend forecast which is based on a consensus of normal trend
forecasters' methods. The basic Pace economic forecast, referred to through-
out this report as the Cyclical forecast, shows a recession occurring in 1987
with a slow recovery through 1990, followed by rapid economic growth in the
1991 to 1995 period. In contrast, the Trend case shows a fairly steady growth
rate throughout the period.

The forecast of world energy demand by type based on these economic
forecasts is shown in Figure 2. The forecast indicates the following:

-6-



TABLE I

MIDDLE EAST REFINING CAPACITY
(Thousand Barrels Per Stream Day)

Average
Annual

Capacity Capacity Additional Capacity Additional Capacity Growth
as of as of Capacity for Capacity for Rate
1/1/84 1/1/85 1985-1986 1986 Post 1986 1990 1985-1990

Crude, Atmospheric Distillate 3,571 3,740 "786 4,526 845 5,371 7.5Crude, Vacuum Distillate 746 797 437 1,234 120 1,354 11.2Catalytic Crackers 74 80 96 176 - 176 17.0Catalytic Reforming 284 327 58 385 72 457 6.9flydrocrackers 232 273 146 419 - 419 8.9Delayed Coker 19 19 60 79 - 79 36.0Visbreaker 191 207 97 304 39 343 0.6Atmospheric Residuum Desulfurization 34 108 132 239 - 239 17.2
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TABLE 2

MIDDLE EAST REFINED PRODUCTS DEMAND
(Thousand Barrels Per Day)

Gaso- Jet/ Distil- Resi- All
line Kerosene late dual Others Products

274 227 303 591 2D9 1,604
296 238 314 573 210 1,631

344 245 370 671 244 1,885

Cyclical Case

1986
1987
1988
1989
1990

Average Annual Growth
Rate, % (1985-1990)

Trend Case

1986
1987
1988
1989
1990

Average Annual Growth
Rate, % (1985-1990)

345
342
.50
371
383

233
223
221
226
226

375 668
370 654
376 656
396 681
405 688

255 1,876
242 1,831
247 1,850
258 1,932
265 1,967

2.1 (1.6) 1.8 0.5 1.7 0.9

355
375
399
422
444

240
244
251
257
261

387 690
409 722
435 759
459 792
481 821

255 1,927
266 2,016
281 2,125
295 2,225
307 2,314

5.2 1.3 5.4 4.1 4.7 4.2

-8-
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TABLE 3

MIDDLE EAST DEMAND, PRODUCTION, AND EXPORT
OF MAJOR LIGHT REFINED PRODUCTS*

(Thousand Barrels Per Day)

1986
Cyclical

Gasoline

Production
Demand
Net Exports

Kerosene/Jet Kerosene

Produc tion
Demand
Net Exports

Distillate Fuel Oil

Production
Demand
Net Exports

962
345
617

317
233

94

1,047
375
672

1990
Cyclical Trend

1,135
383
752

362
226
136

1,344
405
939

1,215
444
771

371
261
110

1,439
481
958

*Assumes maximum utilization of heavy oil conversion units

-9-
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FIGURE 2

WOCA ENERGY SUPPLY BY FUEL TYPE
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* Since energy demand is largely a function of economic activity,
demand for energy in the Cyclical case shows very low growth in
the 1986 to 1990 period, with a sharp increase between 1990 and
1995.

" While petroleum will remain the largest single source of energy,
its percent of total use will continue to decline. In contrast is
the increased use of coal and primary electric power (nuclear,
hydropower, etc.). This increase reflects a worldwide trend for
.increased electrical use.

The refined product demand for WOCA, shown in Figure 3, indicates the
following:

* Demand for refined products will not reach its 1979 peak until
after 1990 in the Cyclical case and 1939 in t',e Trend case.

* Distillate will show a significant increase in demand, becoming
the largest single demand by 1995.

Middle East Export Refineries

The expansion in export refinery capacity has centered on crude exporting
countries in the Middle East, principally in Kuwait and Saudi Arabia. Table I
shows existing refinery capacity at the beginning of 1984 and 1985 as well as
planned expansions which will be onstream by mid-1986 and later. Middle East
demands for refined products, actual and forecasted, are shown in Table 2. As
can be seen, growth in refinery capacity occurs at a faster rate than growth in
demand for refined products both in the Cyclical and the Trend cases. Since
the growth in refining capacity is skewed toward the next few years, the near-
term increase is much greater than over the entire 1985 to 1990 period.

The purpose of refinery expansion in the Middle East is to export refined
products and not merely to meet increasing regional demand. The large
increase in heavy oil conversion units such as catalytic crackers, hydrocrackers,
delayed cokers, and visbreakers indicate that these refiners plan to produce
significant volumes of light products (gasoline, jet fuel, distillate fuel oil) from
heavy feedstock. In the absence of these conversion units, the heavy feedstock
would be either blended and sold as heavy fuel oil, sold as a refinery feedstock
to other refiners with conversion units, or not produced.

Based on assumptions made by the Independent Refiners Coalition, it is assumed
that conversion units in these export refineries will run at maximum througl-
put. The volume of major products produced and exported at maximum
capacity utilization is shown in Table 3. If the refineries run at maximum
capacity (a reasonable assumption) light product exports will increase while
there is a glut of light products on the world market. Exporters of crude and
products who expand the supply of refined products in a demand-limited market

-12-



FIGURE 3
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not only risk downward pressure on their product revenues but also on their
crude revenues. In a completely free market situation, expensive new export
refineries would be delayed and/or cancelled and those already completed would
run at a minimum rate.

MARKETS FOR EXPORTING REFINED PRODUCTS

Export refiners producing light products will tend to target their market to the
major consuming regions/countries. The current and future market demands for
refined products are dominated by the United States, Western Europe, and
Japan.

Total United States, Japan, and Western Europe
Demand for Major Light Refined Products

(Percent of WOCA Total)

1986 1990
1982 1983 Cyclical Cyclical Trend

Gasoline 76 76 74 71 69
Middle Distillate* 66 66 65 65 63

*Jet fuel, kerosene, and distillate fuel oil

While the new refiners in the Middle East will attempt to sell products in all of
these markets, the IRC has assumed that two (Japan and Western Europe) of the
three markets will present barriers to completely free trade in refined
products. Under this assumption the United States will become the target of
exporters not only to absorb a "reasonable" share of the exports but also to
absorb any excess supply which is above that set by trade barriers of Japan and
Western Europe.

Historically, no gasoline has been imported into Japan, and it is assumed that
none will be in the future. Table 4 shows a historical and forecasted
supply/demand balance of light major refined products for Japan assuming
continued restrictions on importation of gasoline. This forecast assumes that,
with the exception of gasoline, Japan would share in the increased exports
from new Middle East export refineries. If Japan continues to prohibit
importation of gasoline, additional gasoline exported from the Middle East
refineries will have to be absorbed by others. If Europe also presents trade
barriers to refined products, more export gasoline is likely to find its major
outlet in the United States.

-.14-
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TABLE 4

JAPAN DEMAND, PRODUCTION AND IMPORTS
OF MAJOR LIGHT REFINED PRODUCTS

(Thousand Barrels Per Day)

1986 1990

1982 1983 Cyclical Cyclical Trend

GasoUne

Demand 609 616 656 686 757
Net Imports* 0 0 0 0 0

Middle Distillates (Jet/
Kerosene, Diesel, Gasoil)

Demand 1,158 1,189 1,187 1,172 1,304
Net Imports 49 51 101 124 186

*In the absence of future import restrictions, Japan could be
expected to import the following volumes of gasoline from the
Middle East: 32 MBPD in 1986 and 1990 Cyclical and 47 MBPD in
1990 Trend.

-15-
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The European Economic Community (EEC) has shown interest in limiting future
imports of refined products. This is a direct result of the projected large-scale
export of products from the Middle East to Western Europe. in preliminary
documents published by the EEC, they appear to be considering limits on net
imports from outside continental Europe to no more than 7 percent of total
demand. The IRC has assumed that this barrier will be enforced and will apply
to all of Western Europe. Based on this barrier, Western Europe demands and
net imports, from outside continental Europe, of major refined light products
have been developed (Table 5). Table 5 also shows a scenario with no import
restrictions in Western Europe.

In this analysis, it has been assumed that if Japan and Western Europe place
barriers to imports of light petroleum products, the imports barred from these
regions will all be absorbed by United States markets, in the absence of any
United States trade restrictions. This is reasonable in light of the large United
States market for refined products and the strong tendency of developing
countries to restrict imports of refined products.

EFFECTS OF IMPORTS ON UNITED STATES
REFINING INDUSTRY

Increased imports of refined products will have a direct impact on the United
States refining industry by reducing the available market for domestically
produced refined products. Demand and net imports of major refined products
are shown in Table 6. Net imports are shown for two cases:

* High Imports-Based on a world trade balance in which Japan
and Western Europe establish trade barriers and United States
has no trade barriers. United States is assumed to absorb all
exports which are in excess of the "free trade" case for Western
Europe and Japan. Middle East export refineries are running at
maximum conversion capacity.

* Medium Imports--Assumes no future trade barriers in Western
Europe and Japan. Middle East refineries run at about 70 per-
cent utilization of capacity. This is a "free trade" case.

Under these import scenarios, the utilization of United States refining capacity
will decline compared to no imports of major light refined products. The
effects of these imports have been analyzed using refinery modelling techni-
ques.

The amount of refinery capacity utilized in the United States is shown In
Table 7, based on the following scenarios:

" High imports of light refined products
" Medium imports of light refined products
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TABLE 5

WESTERN EUROPE (OECD) DEMAND, AND IMPORTS
(FROM OUTSIDE CONTINENTAL EUROPE)

OF MAJOR LIGHT REFINED PRODUCTS
(Thousand Barrels Per Day)

1982 1983
1986 1990

Cyclical Cyclical Trend

Motor Gasoline

Demand
Net Imports if Restricted
Net Imports if Unrestricted

Jet/Kerosene

Demand
Net Imports if Restricted
Net Imports if Unrestricted

Distillate Fuel Oil

Demand
Net Imports if Restricted
Net Imports if Unrestricted

2,406 2,427 2,564 2,649 2,763
(80) (107) 57 99 87
(80) (107) 70 140 132

491
(31)
(31)

463
(44)
(44)

477-
(19)
(19)

3,839 3,857 4,035
(15) 29 30
(15) 29 36

478
(16)
(16)

508
(15)
(15)

4,035 4,442
45 87
63 133
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TABLE 6

UNITED STATES DEMAND AND IMPORTS
OF MAJOR LIGHT REFINED PRODUCTS

(Thousand Barrels Per Day)

1982
PAIDD PADD Total

1-4 5 U.S.

Gasoline

Demand
Net Imports

Jet/Kerosene

Demand
Net Imports

Distillate Fuel Oil

Demand
Net Imports

5,549
136

987 6,536
41 177

852 290 1,142
28 3 31

2,353 308 2,661
43 (24) 19

1983
PADD PADD Total

1-4 5 U.S.

5,615 1,007 6,622
217 20 237

875 298 1,173
31 2 33

2,371 319 2,690
142 (32) 110

THE PACE COMPANY
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Table 6 (continued)

Gasoline

Demand
Net Imports:

Iligh lnports*
Medium Imports-

Jet/Kerosene

Demand
Net Imports:

Ihigh Imports*
Medium Imports'O

Distillate Fuel Oil

Demand
Net Imports:

Iligh Imports*
Medium Imports**

1986 Cyclical 1990 Cyclical 1990 Trend
PADD PADD Total PADD PADD Total PADD PADD Total

1-4 5 U.S. 1-4 5 U.S. 1-4 5 U.S.

5,447 1,019 6,466 5,046 1.002 6,048 5,377 1,068 6,445

364 61 425 356 61 417 351 96 447
215 45 260 215 45 260 210 80 290

912 318 1,230 91l 340 1,251 943 353 1,296

52 10 62 76 25 101 70 10 80
52 ,10 62 .60 10 70 70 10 80

2,544 378 2,922 2,640 422 3,062 2,771 446 3,217

478 84 562 687 127 814 644 116 760
182 32 214 230 80 310 270 100 370

"Imports based on no trade barriers in United States and trade barriers mn Japan and Western Europe.
""Free Trade" scenario assuming no trade barrier in Japan or Western Europe and Middle East at a rational rate.
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N No imports of light refined products.

The amount of refinery capacity (expressed as crude distillation capacity) idled
and assumed shut down due to increased imports is also shown in Table 7.

The idled refining capacity includes downstream and crude distillation capacity.
It is expressed here as crude distillation capacity to provide a common
reference point. For purposes of analysis, it has been assumed that the
shutdowns occur in the same time period as excess capacity. In the past there
has been a time lag between the occurrence of excess capacity and refinery
shutdowns. The ability of the refining industry to carry excess capacity is
directly related to its financial stability. Recently, low and often negative
profit margins have resulted in increasing the debt structure of refiners. This
has weakened their financial stability and will shorten the lag time between the
occurrence of excess capacity and refinery shutdowns.

The shutting down of refining capacity will have two serious effects on the
United States refining industry:

* Loss of Jobs-This will be an immediate effect. Job loss will not
be confined to the specific refinery jobs but will have a
multiplier effect in the local economy and in the nation as a
whole.

* Loss of Refining Capacity-This will have an impact over a
period of time. Most shutdown capacity will change from idle to
unusable in less than 2 years.

The jobs lost due to p-rojected refinery shutdowns are detailed in Tables 8 and 9.
Shutdown of refinery capacity is calculated based on the difference between
capacity utilization in the two import cases versus the no import case. In
addition to showing the crude capacity shut down, the complexity of the
refining capacity shut down is also indicated. Refinery complexity is an
indication of the number and complexity of downstream units compared to the
crude unit. From this table it can be seen that these shutdowns respresent loss
of fairly sophisticated refining capacity.

Refinery job losses have been calculated based on the correlation between the
refining crude capacity (including adjustment for complexity) and the number of
refinery workers. These are direct job losses and have been calculated from
two different data sources:

* Pace-Developed from Pace's data base which relates refinery
jobs to crude distillation capacity times refinery complexity.

* Other-Developed from other data bases and also relates refin-
ery jobs to crude distillation capacity times refinery complexity.
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TABLE 7

UNITED STATES REFINING CAPACITY UTILIZATION
AT HIGH IMPORT LEVEL, MEDIUM IMPORT LEVEL,

AND NO IMPORT Of MAJOR LIGHT REFINED PRODUCTS
(Thousand Barrels Per Day)

1986 Cyclical
PADD PADD Total

1-4 5 U.S.

199(t Cyclical
PADD PADD Total

1-4 5 U.S.

1990 Trend
PADD PADD Total
1-4 5 U.S.

Crude Distillation Capacity(l)
Utilized

, lli g Imports
7 Medium Imports

No Imports

9,872 2,099 11,971 9,840 2,134 11,974 10,533 2,262 12,795
10,495 2,170 12,655 10,470 2,221 12,691 11,066 2,301 13,367
10,703 2,260 13,013 11,021 2,360 13,381 11,352 2,459 13,811

Crude Capacity Not Utilszed(
2)

Due to Imports

No lmports-Ifigh Imports
No Imports-Medium Imports

I. Runs of crude to crude stills
2. Assumed to shutdown

881 161 1,042 1,182 226 1,408 819 197 1,016
268 90 358 551 139 690 286 158 444

COMPANYi THE PACE"
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Refinery (direct) job losses result in a multiplier effect of job loss in the total
economy. This multiplier is used to determine the indirect jobs lost and has
beuh calculated from the following sources:

* Texas Department of Water Resources (1983), The Texas Input-
Output Model 1979-This study was directed specifically at
indirect job loss due to refinery job loss. The factor is 13.3
indirect jobs per direct (refinery) job.

* John Gray Institute Study-This October 1984 study was per-
formed by the John Gray Institute of Lamar University, Beau-
mont, Texas. The study detailed job loss in the immediate area
(SMSA) of the refinery job loss and is 5 indirect jobs per direct
job loss.

* Average for United States Manufacturing Industry-This is not
specific to the refining industry and is set at 5 indirect jobs per
direct (refinery) job.

Note that these job losses are not cumulative over a period.

There are several important points to note from the tables on refinery capacity
shut down and jobs lost due to these shutdowns. These are:

" Shutdown refinery capacity becomes lost capacity. Refineries
which are shut down even for short periods (6 months to I year)
with the intention of restarting, would require investment of
$200 to $500 per barrel (not including inventory costs) and take 3
to 6 months to restart. When refineries are shut down due to a
cash flow squeeze, it is likely that only minimal mothballing
investments are made. In such a case, startup would be very
difficult. In any case, even with maximum expenditure for
mothballing equipment, it is unlikely that a refinery shut down
for 1.5 years or more could be restarted.

* The shutdown capacity represents an inability to produce refined
products in the future. In the event of trade disruptions the
United States could be as much as 1.4 million barrels per day
short of light refined products, regardless of the volume of crude
oil in the Strategic Petroleum Reserve. The crude stored in the
Strategic Petroleum Reserve will not solve supply problems
under a scenario in which the United States has become depen-
dent upon imports to supply 10 to 13 percent of the supply of
major light refined products. Thus increased imports of refined
products tend to negate the value of the $30 billion investment
in the Strategic Petroleum Reserve.

* Capacity which is shut down in the short term will be required in
the long term as demand increases in the future. Some of the
capacity which is shut down now will be required to meet future
demands.
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0 Job losses in certain regions could be significant. Loss of jobs in
standard metropolitan statistical areas (SMSA) in which refiner-
ies are located could be significant. Loss of jobs (due to imports
of refined products) in the SMSA's in which refineries are located
could be as high as 26,000 jobs. Since United States refineries
tend to be concentrated in key areas of Pennsylvania, Louisiana,
Texas, Califcrnia, and Washington, these potential job losses
could be expected to affect those regions most.

In addition to refinery capacity and job losses associated with shutdowns, there
is also the effect of reduced profits when excess capacity occurs. High refined
product imports serve to lower United States refinery capacity utilization,
resulting in significantly lower profits. In the absence of refinery shutdowns,
refiners' gross margins---defined as refined product revenue less cost of
feedstock---drop $0.92 per input barrel when high product imports are compared
to a no import scenario. This translates to approximately $4 billion in reduced
profits for the United States refining industry.
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BACKGROUND AND BASIS

World demand for refined products experienced a healthy growth rate between
1960 and 1980 as shown in the following table:

World Demand for Refined Products*

Thousand Barrels Per Day Average Annual Growth Rate, %
WOCA Communist Total WOCA Communist Total

* Nations World Period * Nations World

1960 18,472 2,891 21,363
1965 26,680 4,513 31,192 1960-1965 7.63 9.32 7.86
1970 39,200 6,503 45,703 1965-1970 8.00 7.58 7.94
1975 44,141 8,854 52,996 1970-1975 2.40 6.37 3.01
1980 50,640 12,884 63,524 1975-1980 2.78 7.79 3.69
1981 47,208 13,170 60,378 1980-1981 (6.78) 2.22 (4.95)
1982 44,099 13,185 57,284 1981-1982 (6.59) 0.11 (5.12)
1983 45,181 13,245 58,426 1982-1983 2.45 0.46 1.99
1984 46,200 na -ha 1983-1984 2.20 na na

*Communist nations excludes Cuba
**World Outside Communist Area

While the growth in the 1970s was not as rapid as occurred in the 1960s, it still
exhibited substantial growth, especially in the 1975 to 1980 period. The
increase in demand from 1975 to 1980 was in part due to decreasing real prices
for crude oil as inflation outstripped oil price increases over most of the period.
The disruption of crude supplies resulting from the Iranian revolution brought a
rapid increase in the real price of crude and refined products in 1979. The
combination of price increase and relatively high growth in demand resulted in
high profits for refiners worldwide. Major crude exporters, seeing the increase
in refining profits as an additional business opportunity, decided to invest in
export refineries.

The expansion of export refinery capacity that was planned in the late 1970s
and early 1980s represents a bullish view for world refined products demand in
the 1980s. The common expectation was that demand would grow at between 2
and 3 percent per year throughout the 1980s. In contrast to the growth in
demand in the last decade, demand for refined products in this decade haL;
declined between 1980 and 1984 at the rate of 2.3 percent over the period. This
decline was due to the following:

0 Worldwide recession in the 1981 to 1983 period-since energy
demand is primarily a function of economic activity, economic
decline results in lower energy use.
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9 Consumer response to rapidly increasing energy prices. The
large increase in petroleum prices resulted in substantial shifts
in consumption of energy by method such as: increasing effi-
ciency of the automotive fleet, decreasing fuel consumption in
space heating via shifts in thermostat settings, and higher
capital investment in heat recovery equipment.

As has been implied above, the major factor in determining energy consumption
is economic activity. The amount of energy associated with any level of
activity is related to the price of energy. Pace utilizes a macroeconomic model
of the United States economy developed by a Pace subsidiary company,
Management Technologies, Inc. (MTI). The model uses the concept of "system
dynamics," and is based on mathematical procedures developed for modelling
feedback control systems. The economic forecast based on the MTI model is
shown in Figure I for the United States. Also included is a Trend forecast
which is based on a consensus of normal trend forecasters' methods. The basic
Pace economic forecast, referred to throughout this report as the Cyclical
forecast, shows a recession occurring in 1987 with a slow recovery through
1990, flowed by rapid economic growth in the 1991 to 1995 period. In
contrast, the Trend case shows a fairly steady growth rate throughout the
period.

The methodology used by Pace to forecast world economic activity is based on
the premise that United States economic activity has a direct influence on
global economic activity. The major linkage occurs through interest rates.
United States short-term interest rates are assumed to determine interest rates
worldwide. These short-term rates are the critical factors in determining
economic activity.

The forecast of world energy demand is based on the economic forecasts for the
United States as shown in Figure 2. The forecast, based on eleven world
regions, has been aggregated as shown in Figure 3. The forecast indicates the
following:

" Since energy demand is largely a function of economic activity,
demand for energy in the Cyclical case shows very low growth in
the 1986 to 1990 period, with a sharp increase between 1990 and
1995.

* While petroleum will remain the largest single source of energy,
its percent of total use will decline in the future. This is a
continuation of the trend which saw petroleum's share of the
total markets drop almost 6 percent between 1978 and 1982.

" Coal and primary electricity (nuclear, hydroelectric, etc.) will
exhibit significant growth over the forecast period. This is due
in part to increasing demand for electrical power by the consum-
ing sectors, and partly due to displacement of petroleum by coal
and nuclear as boiler fuel in electrical utilities.
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The forecast refined products demand for WOCA, derived from the total
energy demand, is shown in Figure 3. The forecast indicates the follow-
ing:

* The 1980s are years of retrenchment for refined products
demand. In the Cyclical case, refined products will be below
1979 demands throughout the decade. Even in the Trend case,
demand will not exceed the 1979 high until 1989. •

. Distillate exhibits a substantial increase in demand throughout
the forecast period and is forecasted to be the largest single
demand by 1995.

* Gasoline demand will grow only at a moderate rate during the
forecast.

MIDDLE EAST EXPORT REPINERIES

The rapid increase in crude oil price in 1979 brought a bonanza of cash flow to
both crude producers and refiners. Many of the major crude producing
countries had excess capital and were looking for investment opportunities. As
a result, many of the crude exporting countries in the Middle East invested in
new refining capacity. These investments appeared to be prudent from two
points of view:

* Refining was profitable. The high demand for refined products
during the 1975 to 1980 period resulted in profitable refining
margins. Since most forecasts called for increasing demand in
the future, it was assumed that refiners would be profitable in
the future.

* Refining is forward integration in the oil industry. Crude
exporters have often viewed the major international oil compan-
ies as role models. Entering the refinery business would emulate
these companies and was seen as a method for crude producers
to increase economic and strategic power in the industry.

Middle East existing and planned refinery expansions are shown in Table 10.
These expansions are sub-divided into capacity which will be onstream by mid-
1986 and after mid-1986. A detailed list of these additions by refinery location
is shown in Table 11. These show that the expansions are in the form of
complex refinery additions and not merely hydroskimming refineries. The
expansion in heavy oil conversion capacity (processing atmospheric residual to
produce lighter products) is 302,000 barrels per day excluding visbreaking and
atmospheric residual desulfurization, and 570,00D barrels per day when these
processes are included. This represents 19 and 35 percent, respectively, of
total atmospheric crude distillation capacity additions. Such expansions would
indicate a refining configuration designed to produce light refined products such
as gasoline and middle distillates (distillate fuel oil, kerosene, and jet fuel).
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TABLE 10

MIDDLE EAST REFINING CAPACITY
(Thousand Barrels Per Stream Day)

Capacity
as of

1/1/84

Crude, Atmospheric Distillate
Crude, Vacuum Distillate
Catalytic Crackers
Catalytic Reforming
Ilydrocrackers

* Delayed Coker
Visbreaker
Atmospheric Residuum Desulfurization

3,571
746

74
284
232

19
191

34

Atmospheric Tower Bottom Conversion Units:

Catalytic Cracking, Hydrocracking 325
Delayed Coking

Catalytic Cracking, if '-ocracking, 550
Delayed Coking, sbreaking,
Atmospheric Bottoms

Capacity Additional Capacity Additional Capacity
as of Capacity for Capacity for

1/1/85 1985-1986 1986 Post 1986 1990

3,740
797

80
327
273

19
207
108

786
437
96
58

146
60
97

132

4,526
1,234

176
385
419

79
304
239

845
120

72

39

5,371
1,354

176
457
419

79
343
239

Average
Annual
Growth

Rate
1985-1990

7.5
11.2
17.0

6.9
8.9

36.0
10.6
17.2

372 302 674 0 674 12.6

687 531 1,218 39 1,257 12.8

THE PACE COMPANY
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Middle East demand for refined product!r--ectual and forecasted-are shown in
Table 12. As can be seen by comparing the growth in demand over the 1985 to
1990 period with the expansion in refinery capacity (Table 10), demand growth
is outstripped by refinery capacity expansion. This is particularly true for
bottoms conversion capacity, with a growth rate of almost 3 times that for
total major light products (gasoline, jet/kerosene, distillate) in the Trend case
between 1985 and 1990. In the Cyclical case, the ratio between bottoms
conversion growth and light products demand growth is over 11:1. Obviously
the expansion in Middle East refining capacity Is aimed at increasing exports
and not just at satisfying domestic demand increases.

The above comparisons between Middle East product demand and refinery
capacity are based on the 1985 to 1990 period. The growth in refinery capacity
in the Middle East is skewed toward the 1985/1986 period; thus the capability of
supplying products to export also would tend to be skewed toward the near
term.

Based on assumptions made by the Independent Refiners Coalition, it is assumed
that the conversion units of these Middle East refiners will run at maximum
operating throughput. When the Middle East refiners are run at high capacity
utilization, a major portion of these refined products will be sold in the export
market as shown in Table 13. The percentage.of total products that would go to
export under the scenario is as follows:

Middle East Export of Major Light Refined Products*
(Percent of Total Production)

1986 1990
Cyclical Cyclical Trend

Gasoline 64 66 63
Kerosene/Jet Kerosene 26 38 30
Distillate Fuel Oil 64 70 67

*Assumes high utilization of conversion capacity

The expansion in production of major light refined products in the Middle East
would take place at a time when WOCA demand for these products is
forecasted to be as follows:
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TABLE 12

MIDDLE EAST REFINED PRODUCTS DEMAND
(Thousand Barrels Per Day)

Gaso- Jet/ Distil- Resi-
line Kerosene late dual

All
Others Products

274 227 303 591 209 1,604
296 238 314 573 210 1,631

344 245 370 671 244 1,885

Cyelical Case

1986
1987
1988
1989
1990

Average Annual Growth
Rate, % (1985-1990)

Trend Case

1986
1987
1988
1989
1990

Average Annual Growth
Rate, % (1985-1990)

345
342
350
371
383

233
223
221
226
226

375
370
376
396
405

668
654
656
681
688

255
242
247
258
265

1,876
1,831
1,850
1,932
1,967

2.1* (1.6)* 1.80 0.5 1.7 0.9

355
375
399
422
444

240
244
251
257
261

387
409
435
459
481

690
722
759
792
821

255
266
281
295
307

SAverage annual growth rate, % (1985-1990) for gasoline, jet/kerosene,
and distillate combined is as follows: Cyclical = 1.1%, Trend = 4.3%
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TABLE 13

MIDDLE EAST DEMAND, PRODUCTION, AND EXPORT
OF MAJOR LIGHT REFINED PRODUCTS'

(Thousand Barrels Per Day)

1986
Cyclical

Gasoline

Production
Demand
Net Exports

Kerosene/Jet Kerosene

Production
Demand
Net Exports

Distillate Fuel Oil

Production
Demand
Net Exports

962
345
617

317
233

84

1,047
375
672

1990
Cyclical Trend

1,135
383
752

362
226
136

1,344
405
939

1,215
444
771

371
-261

110

1,439
481
958

* Assumes maximum utilization of heavy oil conversion units

A -
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WOCA Demand for Major Light Refined Products
(Thousand Barrels Per Day)

Average
1985 1986 1990 1985-1990 (%)

Cyclical Cyclical Trend Cyclical Trend

Gasoline 13,316 13,212 13,167 14,222 (0.2) 1.3
Jet/Kerosene 3,473 3,370 3,289 3,595 (1.2) 1.3
Distillate 11,714 11,784 2,284 13,616 1.0 2.9

Total 28,503 28,366 28,740 31,433 0.2 2.0

Based on these forecasts, the following may be concluded:

* Demand growth for major light refined products in WOCA for
the Cyclical case will be almost nil between 1985 and 1990.
During part of this period, with a projected economic recession,
demand growth will be negative.

* Demand for major light refined products in the Trend case is
forecasted to grow at only 2.0 percent per year between 1985
and 1990.

* The forecasted large increase in refined light products exports
from Middle East refineries will face a market which is demand
limited. This will result in downward pressure on revenues from
these products.

" Middle East exporters of refined products are also crude export-
ers. The downward pressure on product revenue caused by an
excess supply will also cause downward pressure on crude
revenues. This will result from crude purchasers putting pres-
sure on crude suppliers in a market which is demand limited both
for crude oil and refined products.

In response to the prospect of reduced crude and product revenues caused by
increasing exports of refined products, free market economics should dictate
that new export refinery capacity should either be delayed or cancelled. Export
capacity already completed would run at minimum capacity.

MARKETS FOR EXPORTING REFINED PRODUCTS

Exporters of refined products will focus their marketing effort on the major
consuming regions. The combined demand of the United States, Western
Europe, and Japan has been and will continue to be the principal market for
major light refined products (Table 14). The market shares of these regions
indicate the following:
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TABLE 14

DEMAND FOR MAJOR LIGHT REFINED PRODUCTS*
(Percent of Total WOCA)

1986 1990
1982 1983 Cff..l.cal Cyclical Trend

United States

Gasoline
Middle Distillate''

Japan

Gasoline
Middle Distillate''

Western Europe

Gasoline
Middle Distillate" *

Total United States, Japan,
Western Europe

Gasoline
Middle Distillate*

52 51 49 46 45
27 27 27 28 26

5 5 5 5 5
8 8 8 8 8

19 19 19 20 19
31 31 30 29 29

76 76 74 71 69
66 66 65 65 63

*Sources: DOE, OECD, IEA, UN, PACE
**Jet fuel, kerosene, and distillate fuel oil
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" The United States represents over 50 percent of total WOCA
gasoline consumption. While its percent of WOCA demand is
forecasted to decrease somewhat in the future, it will still
represent the single largest market for gasoline. Based on this
alone, the United States could be expected to be a key target fo,*
gasoline exporters.

* While demand for middle distillates in Western Europe represents
the single largest market, this market represents a collection of
separate political entities. The United States represents the
single largest national demand for distillate products.

• These major consuming regions represent between 71 and 60 per-
cent of the total markets for major light refined products
between 1982 and 1990 (Cyclical), respectively. The combina-
tion of a large organized trading in refined products in these
regions and the relatively low demand, less organized markets,
and political trade barriers in other regions will cause exporters
to concentrate their efforLs in these regions.

While it would be reasonable to assume that export refiners would attempt to
sell their products in all of the major markets, the Independent Refiners
Coalition has assumed that two (Japan and Western Euorpe) of the three will
present barriers to free trade. Under this assumption, the United States would
not only have to absorb a "reasonable" share of the exports but also any excess
products in the export market that would impact limits set by Japan and
Western Europe.

Historically, Japan has completely restricted the importation of gasoline.
Recent attempts by a Japanese gasoline marketer to import gasoline met with
sharp resistance, and the marketer withdrew. It is a basic assumption of the
Independent Refiners Coalition that Japan will cbntinue to completely restrict
importation of gasoline in the future.

The historic and forecast demand and imports of major light refined products
for Japan are shown in Table 15. This shows two levels of gasoline imports.
The first, which is the base case, assumes that Japan will continue to prohibit
importation of gasoline. The second is based on the assumption that Japan will
allow gasoline imports to accommodate increased exports from new Middle East
export refiners. Japan does not have trpde barriers to other refined products.
Thus this forecast assumes that jet fuel, kerosene, and distillate fuel Imports
will increase due to more exports from Middle East refiners. The level of
imports of these products is forecasted to increase by 6 percent of total
demand between 1983 and 1990 (Cyclical). Under the scenario of continued
restrictions of gasoline imports to Japan, the gasoline which would be imported
under free market conditions would have to be absorbed by other
regions/countries. If Western Europe also implemented trade restrictions for
refined products, the only other major outlet available would be the United
States. Thus gasoline imports barred from Japan would result in increasing
gasoline imports into the United States.
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TABLE 15

JAPAN DEMAND, PRODUCTION AND IMPORTS
OF MAJOR LIGHT REFINED PRODUCTS

1986 1990

1982 1983 Cyclical Cyclical Trend

(Thousand Barrels Per Day)

609 616 656 686 757
0 0 0 0 0

Middle Distillates (Kerosene/Jet
Diesel, Gasoil)

Demand
Net Imports

1,158 1,189 1,187 1,172 1,304
49 51 101 124 186

Percent of Demand

Net Imports

Gasoline,
Middle Distillate

0 0 0 0 0
4.2 4.3 8.5 10.5 14.3

*In the absence of future import restrictions, Japan could be expected to
import the following volumes of gasoline from the Middle East: 32 MBPD
in 1986 and 1990 Cyclical and 47 MBPD in 1990 Trend.. This would
represent 4.9, 4.7, and 6.2 percent of total demand, respectively.
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The expansion of export refiners in the Middle East has concerned the European
Economic Community (EEC). European refiners have been operating with
excess capacity for almost 10 years. They have gradually come to grips with
the problems by shutting down capacity. In the absence of increased imports,
European refiners could look forward to a slowly increasing demand for refined
products in the future (Table 16). However, Western Europe is one of the target
markets for new export refineries. Thus the EEC has developed preliminary
documents calling for restricting imports. These restrictions center around the
concept of restricting net imports from outside continental Europe to no more
than 7 percent of total demand. The Independent Refiners Coalition has
assumed that this barrier will be enforced and will apply to all of Western
Europe. Based on this barrier, Western European demand and net imports
(outsi ,a continental Europe) have been developed (Table 16). This table
indicates that net exports from outside continental Europe of major light
products will be less than 7 percent of demand even in the future. This is due
to the significant net importation of heavy fuel oil which has and is forecasted
to continue to exceed 7 percent of total demand. A case was also developed
without import restrictions and is included in Table 16.

The historical and forecasted demand and net imports indicate the following:

0 Western Europe has been a net exporter of gasoline in trade
outside continental Europe.

* The forecast shows Western Europe will be a net importer of
gasoline in trade from outside continental Europe even if trade
restrictions are implemented.

* The increase in gasoline imports betweeen 1983 and 1990 Cycli-
cal without restrictions is a net increase of 247,000 barrels per
day, or 9.3 percent of 1990 Cyclical demand.

* The following table shows that if imports are not restricted
demand for major light products in 1990 Cyclical which would be
met from inside continental Europe would only be 106,000 bar-
rels per day above 1983.

Western Europe Supply of Major
Refined Products from Continental Europe

(Thousand Barrels Per Day)

1982 1983 1986 1990
Cyclical Cyclical Trend

With Import 6,852 6,869 7,008 7,034 7,554
Restrictions

No Import 6,852 6,869 6,989 6,975 7,463
Restrictions
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TABLE 16

WESTERN EUROPE (OECD) DEMAND, AND IMPORTS
(FROM OUTSIDE CONTINENTAL EUROPE)

OF MAJOR LIGHT REFINED PRODUCTS

Motor Gasoline

Demand
Net Imports if Restricted
Net Imports if Unrestricted

1986
1982 1983 Cyclical

(Thousand Barrels Per Day)

2,406 2,427 2,564
(80) (107) 57
(80) (107) 70

1990
Cyclic) Trend

2,649 2,763
99 87

140 132

Jet/Kerosene

.Demand
Net Imports if Restricted
Net Import: if Unrestricted

Distillate Fuel Oil

Demand
Net Imports if Restricted
Net Imports if Unrestricted

Total Gasoline, Jet/Kerosene,
Distilate Fuel Oil

Demand
Net Imports if Restricted
Net Imports if Unrestricted

491
(31)
(31)

463
(44)
(44)

3,839 3,857
(15) 29
(15) 29

477
(19)
(19)

4,035
30
36

478
(16)
(16)

508
(15)
(15)

4,035 4,442
45 87
63 133

6,735 6,747 7,076 7,162 7,713
(126) (122) 68 128 159
(126) (122) 87 187 250

\Percent of Demand

NET IMPORTS

Motor Gasolne

Restricted
Unrestricted

Jet/Kerosene

Restricted
Unrestricted

Distillate Fuel Oil

Restricted
Unrestricted

(3.3) (4.4) 2.2 3.7 3.2
(3.3) (4.4) 2.7 5.3 4.8

(6.3) (9.5) 4.0 (3.3) (3.0)
(6.3) (9.5) 4.0 (3.3) (3.0)

(0.4) 0.8 0.7 1.1 2.0

(0.4) 0.8 0.9 1.6 3.0
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This is a growth rate of only 0.2 percent per year. Even in the
absence of restrictions the growth rate in supply from conti-
nental Europe would only be a 0.3 percent per year. This
compares with a growth in demand for these products of
0.9 percent per year for the period. Thus imports are forecasted
to take the major share of any growth when the demand has a
low growth rate.

The key assumption for this analysis is that imports barred from Japan or
Western Europe will be totally absorbed by United States markets, in the
absence of United States trade restrictions. Since the United States is the
largest single market for light refined products in WOCA (Table 18) and
developing countries tend to have trade barriers, this is a reasonable assump-
tion.
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EFFECTS OF IMPORTS ON UNITED STATES
REFINING INDUSTRY

The United States demand and net imports of major refined products are shown
in Table 17. The market share captured by net imports are shown in Table 18.
The level of imports have been developed from the following cases:

0 High Imports--Based on a world trade balance in which Japan
and Western Europe establish trade barriers and United States
has no trade barriers. United States is assumed to absorb all
exports which are in excess of the "free trade" case for Western
Europe and Japan. Middle East export refineries are running at
maximum conversion capacity.

0 Medium Imports--Assures no future trade barriers in Western
Europe and Japan. Middle East refineries run at about 70 per-
cent utilization of capacity. This is a "free trade" case.

These demands and imports indicate the following:

* The demand for gasoline will drop between 1983 and 1990
Cyclical by almost 600,000 barrels per day. Even in the 1990
Trend case demand is almost 200,000 barrels per day below 1983
demand. Yet during this period imports will increase in market
share by 3.3 percent and 0.7 percent of the total market for the
high and medium import cases, respectively.

* Distillate fuel oil demand will expand between 1983 and 1990 by
372,000 and 527,000 barrels per day for the Cyclical and Trend
cases, respectively. Under the high import scenario, between
1983 and 1990 imports will exceed demand growth by
332,000 barrels per day for the Cyclical and 123,000 barrels per
day for the Trend case.

a Under the high import case, imports would supply about 25 per-
cent of total demand by 1990. Since consumption and imports of
distillate fuel are higher in the Northeast United States it could
be expected that a very large percentage of United States
Northeast distillate demand would be met by imported products.

Importing refined products results in lower utilization of United States refining
capacity. The effect of imports has been analyzed using linear programming to
model the refineries. As with demand and imports, refining capacity has been
segregated into PADDs 1-4 and PADD 5. Refining capacity utilized and
refining capacity idled due to imports are shown for the cases with high
imports, medium imports, and no imports of light products in Table 19. The
idled capacity is calculated using the no import case as a base. Idled capacity
is assumed to be shutdown capacity.
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TABLE 17

UNITED STATES DEMAND AND IMPORTS
OF MAJOR LIGHT REFINED PRODUCTS

(Thousand Barrels Per Day)

Gasoline

Demand
Net Imports

JetlKerosene

Demand
Net Imports

Distillate Fuel Oil

Demand
Net Imports

1982
PADD PADD Total

1-4 5 U.s.

5,549 987 6,536
136 41 177

852 290 1,142
28 3 31

2,353 308 2,661
43 (24) 19

1983
PADD PADD Total
1-4 5 U.S.

5,615 1,007 6,622
217 20 237

875 298 1,173
31 2 33

2,371 319 2,690
142 (32) 110
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Tmble 1? (continued)

Gasoline

Demand
Net Imports:

1ligh Imports*
Medium Imports**

Jet/Kerosene

Demand
Net Imports:

* ligh Imports*
Medium Imports**

Distillate Fuel Oil

Demand
Net Imports:

fligh Imports*
Medium Imports*

*imports based on no trade barriers in United States and trade barriers in Japan and Western Europe.
.. r tee rraae" scenario assuming no trade barrier in Japan or Western Europe and Middle East at a rational rate.

THE PACE COMPANY

1986 C-yelical 1990 Cyclical 1990 Trend
PADD PADD Toal PADD PADD Total PADD PADD Total1-4 5 U.S. 1-4 5 U.S. 1-4 5 U.S.

5,447 1,019 6,466 5,046 1,002 6,048 5,377 1,068 6,445

364 61 425 356 61 417 351 96 447215 45 260 215 45 260 210 80 290

912 318 1,230 911 340 1,251 943 353 1,296

12 10 62 76 25 lo 70 to 80
52 10 62 60 10 70 70 t0 80

2,544 378 2,922 2,640 422 3.062 2,771 44S 3,217

478 84 562 687 127 814 644 116 760
182 32 214 230 80 310 270 100 370

U0
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TABLE 18

UNITED STATES IMPORTS OF MAJOR LIGHT REFINED PRODUCTS
(Percent of Total Demand)

1986 1990
1982 1983 Cyclical Cyclical Trend

2.7 3.6 6.5 6.9 6.9
2.7 3.6 4.0 4.3 4.5

2.7 2.8 5.0 5.6 6.2
2.7 2.8 5.0 5.6 6.2

0.7 4.1 19.2 26.6 23.6
0.7 4.1 7.3 10.1 11.5
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Gasoline

High Imports
Medium Imports

Jet/Kerosene

High Imports
Medium Imports

Distillate Fuel

High Imports
Medium Imports
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TABLE 19

UNITED STATES REFINING CAPACITY UTILIZATION
AT HIGH IMPORT LEVEL, MEDIUM IMPORT LEVEL,

AND NO IMPORT OF MAJOR LIGHT REFINED PRODUCTS
(Thotand Barrels Per Day)

1986 Cyclical
PADD PADD Total

1-4 5 U.S.

1990 Cyclical
PADD PADD Total

1-4 5 U.S.

1990 Trend
PADD PADD Total

1-4 5 U.S.

Crude Distillation Capacity(l)
Utilized

IL ligh Imports
Medium Importi
No Imports

Crude Capacity Not Utilized(2)
Due to Imports

No Imports-iligh Imports
No Imports-Medum Imports

9,872 2,099 11,971 9,840 2,134 11,974 10,533 2,262 12,795
10,485 2,170 12,655 10,470 2,221 12,691 11,066 2,301 13,36710,753 2,260 13,013 11,021 2,360 13,381 11,352 2,459 13,811

881 161 1,042 1,182 226 1,408 819 197 1,016
268 90 358 55! 139 690 286 158 444

1. Runs of crude to crude stills
2. Assumed to shutdown

-THE PACE COMPANY
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The idled capacity represents both crude distillation and downstream capacity.
For analysis purposes it has been expressed as crude capacity in order to
provide a common reference point. The analysis also assumes thaf shutdown
occurs simultaneously with excess capacity. Historically there has been a time
lag between the onset of excess capacity and shutdown. The ability of an
industry to operate with excess capacity over a prolonged period is related to
its financial stability. Reeentl, low and often negative profit'margins have
increased the debt structure of many refiners. This has weakened their
financial stability and will decrease their ability to operate with excess
capacity. Thus the lag time between idle and shutdown refinery capacity should
be much shorter in the future.

Shutting down refining capacity will have two serious effects on the United
States refining industry:

* Loms of Jobs-This will be an immediate effect. Job loss will not
be confined to the specific refinery jobs but will have a
multiplier effect in the local economy and in the nation as a
whole.

* Loss of Refining Capacity-This will have an impact over a
period of time. Most shutdown capacity will change from idle to
unusable in less than 2 years.

The jobs lost due to projected refinery shutdowns are detailed In Tables 20 and
21. Shutdown of refinery capacity is calculated based on the difference
between capacity utilization in the two import cases versus the no import case.
In addition to showing the crude capacity shut down, the complexity of the
refining capacity shut down is also indicated. Refinery complexity is an
indication of the number and complexity of downstream units compared to the
crude unit. From this table it can be seen that these shutdowns respresent loss
of fairly sophisticated refining capacity.

Refinery job losses have been calculated based on the correlation between the
refining crude capacity (including adjustment for complexity) and the number of
refinery workers. These are direct job losses and have been calculated from
two different data sources:

* Pace-Developed from Pace's data base which relates refinery
jobs to crude distillation capacity times refinery complexity.

" Other-Developed from other data bases and also relates refin-
ery jobs to crude distillation capacity times refinery complexity.

Refinery (direct) job losses result in a multiplier effect of job loss in the total
economy. This multiplier is used to determine the indirect jobs lost and has
been calculated from the following sources:
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UNI)II STATES J.OBS LOST )U9 TO INCREASED IMPORTS
OF MAJOR t.14. , T IVVINKII) PRODUC',

III(21l IMPOTS VEXSUS NO IMPORTS

1986 1990Cyclhcal !9O Tresod
PAnI) PAll rulffil P)D PAD) Total PADI P'I)( To!.l

1-4 5 U.S1. 1-4 5 U.s. 14 5 IS.

Refinery Capacity Not Utliled

Crude Colicily Not Ulltlied 81.1
(A ',iimu d lu Slisl,6uwNi)-IIIPI)

rutl,l Co.plxi y of I ll g 7.4
(Galacily Not Utlill.c.d I

161.1 1,042.2 1,182.0 226.4 1,408.4 816.9 194.7 1,015.G

9.1 7,5 6.3 6.9 6.4 .1 0.4 U n

1.950 670 2.80 2,.,.U
3,090 750 3,840 3,440

j60 2,88 2,130
80 4,320 3.460

790 .zu
930 4,310

9,770 3.160 1.1,130 10,610 3,6041 14,410 10,64 3.940 14,51)
15,410 3,750 J0,180 17.220 4,420 21,G40 17.230 4,630 21,310

25,400 8,940 34.920 28,220 10,110 38.J 28,300 10,480 38.780
41,040 9.970 51.010 45,810 11,740 57.550 45,970 12,300 5,270

Average foe Other h).u ,lrbes. *

11,7L 'J.70 1.40 1,130 10.610 3.800 14,410 10,640 -140 t , %1111
OIIer 15,430 3.750 19.180 17.720 4,470 21.640 17.2-011 4, ,114 71,910

Pace 27 ,10 9,620 37,550 30.310 10,870 41,210 30.420 11,2.0 41,G3o
01hur 44,1J0 10,720 54,850 'i,251 12.630 61,880 49,430 13,210 G2, 60

6:tiudio hpy Txw, IIlpotrlnoclin of Wlter Ie ouret. 111$ t4 Jun Gray InIllilule, whielikr ire ¢lwc to U,.t.l 'il,,lu.
rufookling2. Irol)c, 13.3 Mj. o , ole ier lob uimtk $e'fery All.) %, ut 1he 13.3 11) tIh l, o.e SMA ns 1th rcflnCry

*oUeited Sldtu. uvfrgl.e Job ,0ililic4l for a.anulhlfa tluril4i mdmdtry 1o obael I pole. Io.1 outside Whe onlu ormfi't1,ll
facility (or uvry 1.4 1l.t ino lilt e facility

0001hitio;, n refine,-ry pet.-oi" t. salljic t)p. curT.
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Jobs Lost lk)e to Idled
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Other
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UNITED) STATES JOUS LOST DIU TO I9CIEASE) IiPORTS
or MAJOR IJ(2l4? ltImn) PItODU"L'S,
MIKI)UM IMPOITS VERSUS NO IMPORtS

96Axl.. I 9t00~ *#I| 0 Irtem)

PADOI PADlD Tolal PADD PADO Total PA)D PAD) Total
I 4 5 -U.S. 1-4 S U.S. 1-4 5 U.S.

RCfneqT ('4apIty Not Utllhed

t Ik ( ,tl.l NO Utltilzd 261.1

(.. d W h. toFl4 owft) W1114) 0

C-lj q4,.pleq',F of "ct'midtet ?.0

59.5 3%7.8 551.1 139.4 630.$ 286.1 152.1 444.2

9.0 7.. 4.7 6.6 l.i 13.0 8.4 11.4

Jaibe tint (tue to Idled

I..M_

Is. SNISA

Pace
)lther

Nv.rvge fur Olt0,r ,iaulrsesI
Pace 1,260
Oier ', 140

Other

350 490 1.340 1,060
1,030 490 1,520 1,380

1,260 2.450 6,71L' 5,320
5.140 2.160 7.600 6,900

11.340 6,510 17,850 14,160
13.660 6,550 20,210 18,350

2,45 6,710 5.320
2,460 7,600 6,900

12,I90 7,000 19,190 15,220
14,69" 7,040 21,730 19,730

530 1.s90 1,350
550 1,930 1,90

680 2.030
760 2,650

2.660 7.990 6.730 3,400 I0.IO
2.740 9,630 9.420 3,810 13.230

7.070 21,230 17,910 9.050 26,960
7,300 25,650 25,070 10.130 35.-,o

2,640 7,960 4.730 3.400 10.1jo
2,740 9,640 9.420 3,810 13,230

7,600 2,370 19.290 9.730 18.990
7,850 27,560 26,95U 0.909 37.850

Slujim by Texas Iejairlinult of Water Itcmoorc,3 and the Jim Gray in titute, which arc 4weifl to Unrtcd -l.,tc
filn. Prutc 13.3 jIdt out-side 31er lb iladt: refinery and 5 of the 13.3 iu tle -aue SMSA as the r,-fkwry

GoUnst d Staates average julb multlplKl for tanuta factiuringj llJalhtry 6s about 5 mw lot outIcL th ,Ith ltf.t.,trn
facility for every jtk lost inide Ilia facility

4*afld ,L rqhfebury %4lecific stuJhiv OP. :IT.
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* Texas Department of Water Resources (1983), The Texas Input-
Output Model 1979-This study was directed specifically at
indirect job loss due to refinery job loss. The factor is 13.3
indirect jobs per direct (refinery) job.

* John Gray Institute Study-This October 1984 study was per-
formed by the John Gray Institute of Lamar University, Beau-
mont, Texas. The study detailed job loss in the immediate area
(SMSA) of the refinery job loss and is 5 indirect jobs per direct
job loss.

* Average for United States Manufacturing industry-This is not
specific to the refining industry and is set at 5 indirect jobs per
direct (refinery) job.

Note that these job losses are not cumulative over a period.

There are several important points to note from the tables on refinery capacity
shut down and jobs lost due to these shutdowns. These are:

" Shutdown refinery capacity becomes lost capacity. Refineries
which are shut down even for short periods (6 months to 1 year)
with the intention of restarting, would require investment of
$200 to $500 per barrel (not including inventory costs) and take 3
to 6 months to restart. When refineries are shut down due to a
cash flow squeeze, it is likely that only minimal mothballing
investments are made. In such a case, startup would be very
difficult. In any case, even with maximum expenditure for
mothballing equipment, it is unlikely that a refinery shut down
for 1.5 years or more could be restarted.

* The shutdown capacity represents an inability to produce refined
products in the future. In the event of trade disruptions the
United States could be as much as 1.4 million barrels per day
short of light refined products, regardless of the volume of crude
oil in the Strategic Petroleum Reserve. The crude stored in the
Strategic Petroleum Reserve will not solve supply problems
under a scenario in which the United States has become depen-
dent upon imports to supply 10 to 13 percent of the supply of
major light refined products. Thusincreased imports of refined
products tend to negate the value of the $30 billion investment
in the Strategic Petroleum Reserve.

* Capacity which is shut down in the short term will be required in
the long term as demand increases in the future. Some of the
capacity which is shut down now will be required to meet future
demands.

" Job losses in certain regions could be significant. Loss of jobs in
standard metropolitan statistical areas (SMSA) in which refiner-
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ies are located could be significant. Loss of jobs (due to imports
of refined products) in the SNISA's in which refineries are located
could be as high as 26,000 jobs. Since United States refineries
tend to be concentrated in key areas of Pennsylvania, Louisiana,
Texas, California, and Washington, these potential job losses
could be expected to affect those regions most.

In addition to refinery capacity and job losses associated with shutdowns, there
is also the effect of reduced profits when excess capacity occurs. Increasing
imports of refined products will result in lower refinery capacity utilization.
Tiere is a direct correlation between capacity utilization and refinery gross
margin (refined product revenue less cost of feedstock). The Pace correlation
for refinery margins relate the following major variables to refinery profitabi-
lity: cost of crude, capacity utilization, Inventory of products, and refinery
complexity. In the absence of refinery shutdown and assuming that all other
factors are constant, refiners' gross margins drop $0.92 per input barrel when
high product imports are compared to a no import scenario. This translates to
approximately $4 billion in reduced profits for the United States refining
industry.

From the perspective of the individual refiner, the amount of income forgone is
staggering. For an average size United States refinery--one with an
80,000 barrel per day crude capacity---a $0.92 per barrel reduction in gross
margin translates to a reduction in income of $26.9 million per year.

The cost of shipping finished products from the Middle East is higher than that
for crude oil This is due to the lower cost of large dirty (i.e., crude or heavy
fuel oil) service tankers compared to small clean service tankers used to ship
light finished products (gasoline, distillate, etc.). Typically crude is shipped
from the Middle East in VLCC's at rates of 25 to 30 percent of worldscale
(worldscale is the standard rate for ships). Products such as gasoline are
shipped on 40,000 to 70,000 ton clean ships with rates of 110 to 120 percent of
worldscale. Table 22 shows a comparison of shipping costs for crude and
products from the Middle East to the United States. The crude is shipped to the
Gulf Coast via transshipment in the Caribbean since VLCC's cannot enter many
Gulf Coast ports. The gasoline is shipped to New York Harbor in a 60,000 ton
ship. Shipments of gasoline would be limited to 60,000 to the United States due
to Suez transit and United States harbor limitations. New York Harbor is
limited by depth to ships of about 60,000 tois.

As can be seen from Table 22, the cost of shipping products to the United
States market is from $1.41 to $1.01 per barrel higher than shipping crude.
When the crude is converted into product at the United States Gulf Coast and
the cost of shipping from the Gulf Coast to New York is accounted for, the cost
is still less than that for shipping product from the Middle East, as is illustrated
in the following:



TABLE 22

COMPARISON OF COST OF SHIPPING GASOLINE AND CRUDE FROM
MIDDLE EAST (QUOIN ISLAND) TO MAJOR UNITED STATES MARKETS

Crude ,

Aruba to U.S. Gulf Coast Crude

Quoin Island to USGC
Via Aruba

Quoin Island to USCG
Via Aruba

Crude

Crude

Quoin Island to New York Gasoline
Suez Ballast, and
Laden

Ship World
Cargo Size Scale

(Long Tons) ($/L To,
Jan'85)

Percent
of

World
Scale

Canal
and/or

Entreaport
Fees

($iL Ton)

Barrels/
Long Ton
for Cargo0

Shipping
Cost

for Cargo
(S/Bbl)

200,000 25.67 25 1.50 7.49 1.06
200,000 25.67 30 1.50 7.49 1.23

70,000 5.38 100 7.49 0.72

200,000 25.67 25 1.50 7
70,000 5.38 100 -

200,000 25.67 30 1.50 7.49
70,000 5.38 100 °

1.78

1.95

60,000 19.80 120 2.75 8.63 3.19
60,000 19.80 110 2.75 8.63 2.96

*Via Cape of Good Hope

THE PACE COMPANY
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Percent Shipping Charge (S/Barrel)
of To

World United Pipe-
Scale States line* Total

Gasoline from Middle East to 120 3.19 - 3.19
New York Harbor

Gasoline from Middle East to 110 2.96 - 2.96
New York Harbor

Crude from Middle East to 25 1.70 0.82 2.60
U.S. Gulf Coast, Gasoline
to New York City

Crude from Middle East to 30 1.95 0.82 2.77
U.S. Gulf Coast, Gasoline
to New York City

*Colonial Pipeline Tariff,

Based on the above table, it can be seen that the effective transportation cost
for gasoline produced in the Middle East and shipped to New York is $0.19 to
$0.59 per barrel above gasoline produced from Middle East crude in a United
States Gulf Coast refinery and shipped to New York. Thus if crude prices are
equal, Middle East refiners must charge more for gasoline marketed in the
United States East Coast than United States Gulf Coast refiners who produce
gasoline from Middle East crude.

In addition to a higher transportation cost for selling products in the United
States, Middle East refiners will also have higher capital recovery costs. The
higher cost results from a combination of the cost of new refineries compared
to older refineries regardless of location and the higher cost of building refiners
in the Middle East compared to United States Gulf Coast. It is estimated that
construction costs from Middle East refiners can be as much as 60 percent
above United States Gulf Coast prices. The net effect of these higher capital
costs is to increase the capital charge which would be included in the cost of
produc ts.

The combined burden of higher transportation cost and higher capital cost
would result in Middle East refiners becoming non-competitive with United
States Gulf Coast refineries when selling finished products in the United States
market, if they are paying the same price for crude. In order for Middle East
refiners to sell product in the United States they must lower one of these cost
components. The component which would be most easily lowered would be the
crude cost. If this is done the competition between United States Gulf Coast
refiners and Middle East refiners for United States markets would be deter-
mined by an effective two-tiered crude price in which the United States refiner
pays the higher price.
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R E Pacific Resources. Inc. P O R cj 3379 Hoo, ' Hawar. 96847

lelep0ne V6 547 1111 e+. ITT 7430292

Pacific Resources, Inc. (PHI) appreciates the opportunity to
submit testimony in favor of extending alternative energy tax
credits currently slated to expire at the end of this year.
To achieve this objective, we Join the Hawaii Solar Energy Association
in recommending that the Committee approve federal legislative
initiatives such as HR 2001 sponsored by Representative Heftel,
S 12d0 sponsored by Senators Matsunaga and Hatfield, HR 1272
or S 1201. These bills would extend the energy tax credits
through 1990, and they have attracted many cosponsors.

PRI markets solar equipm-nt through its subsidiary PRI Energy
Systems, Inc. We moved aggressively into alternative energy
in 1971 and market a broad range of products for residential
and commercial application. The company has been selected to
provide solar systems for many major housing developments, including
projects for the Hawaii Housing Authority. Photovoltaic ce]ls
are another PRI energy option.

As a leading marketer of solar products in Hawaii, FRI recognizes
the importance of the federal energy tax credits to the solar
option at this stage of Its development. The residential aznd
commercial energy credits have been instrumental in Increasing
the marketability of r-newable energy devices, helping Hawaii
save an estimated $600 million or energy costs since 1980.
Much remains to be done, however. Hawaii is still dependent
on imported petroleum for as much a' 90% of its total energy
supply. Although PRI is the primary supplier of petrcleum-based
fuels to Hawaii through our subsidiaries Hawaiian Independent
Refinery, Inc., and Gasco, Inc., we recognize the importance
of alternative fuels In Hawaii's energy future.

An extension and phase-out of the alternative energy credits
makes sense, and will give the solar energy industry a little
more time to mature before competing head to head with traditional
energy sources. We do not believe it unwise to encourage expanded
use of solar energy through public policy because we already
encourage use of conventional energy through such means.

in "The President's Tax Proposal to Congress for Fairness, Growth
and Simplicity" the Administration advocates continued tax
preferences for intangible drilling costs (IDCs) io th- following
language: "Any (preference) reduction would increase the country's
dependence on foreign energy, exacerbate the problem of the
trade deficit, and again make the U.S. vulnerable to concerted
political or market action by foreign energy producers. The
clear national security interest in maintaining energy independence
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thus supports retaining cost recovery rules for IDCs that provide
an incentive for domestic energy production." PRI believes
that the national security interest is also furthered by continuing
alternative energy credits, and at relatively minor cost, particularly
if the credits are phased out.

Finally, PRI also supports extension of the credits from the
perspective of a solar panel manufacturer. The company has
manufactured custom-designed solar panels in a consortium with
five other firms in the western United States. From the standpoint
of a solar panel manufacturer, we stress the importance to this
industry of a continued solar tax credit.

Although we are not there yet, we are nearing the day when the
promising solar panel technology may be able to stand on its
own and compete against established conventional energy systems.
Elimination of the tax credit would reverse the progress of
the solar panel industry towards commercial self-sufficiency.
Proposals to allow the tax credits to expire have already resulted
in considerable uncertainty about the future of this segment
of the solar industry. An abrupt elimination of the tax credit
would irreparably harm the panel manufacturing industry. In
the event of a future energy crisis, any company would be reluctant
to enter again the solar panel manufacturing business for fear
that any tax credit incentive received may be short-lived.

In summary, PRI joins the Hawaii Solar Energy Association and
others who have appeared before you today to request that you
support the energy tax credit phaseout bills mentioned above.
We believe that they represent a prudent investment in our nation's
future energy security.
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I appreciate this opportunity to report the preliminary results of an analysis

which I have performed during the past half-year under the supervision or Amory B.

Lovins 5, who regrets that he %as unable to attend this hearing. We believe this analysis

is the most complete and up-to-date survey of Federal subsidies to the U.S. energy

I hold BAs in Philosophy and in Environmental Conservation and an MA in Geography, all from the University of
Colorado. I have conducted -etensive research, much of it at the National Canter for Atmoephenti Re"arch and some

• a private consultant, on world energy resources, climatology, and environmental ecOnomics.

2
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voters the efficient and sustainable use of resources RMI currently has a staff of 17 and a budget of $370,000 a year--
the majority earned by consulting for electric utilities and allied industries and the remainder derived from foundation
pants and private and corporate donations. RMI's programs explore the connections between energy, water,
sriculture, national wurity, and local economic development The research reported here is par of RMI's energy
program.

3
Director of Research, Rocky Mountain lrntitute; MA fOxon.]; DDSc h c ; Fellow, AAAS, former member, Energy

Resauch Advisory Board, USDOE; former Regents' L cturer (U.Ca). Distinguished Visiting Profeseor (U.Co ), Henry
R. Luce Visiting Professor (Dartmouth); international consultant, lecturer, and author I am grateful to Mr Lovins for
his help in preparing this testimony.

DAAW I AaS OLD SNOW ASS COLOAADO sAt O 0 92'3 851
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system, and that it should help the Congress to reach informed and balanced decisions

about energy tax policy. My findings, in brief, are that:

- Federal energy subsidies exceeded $46 billion in FY1984--a figure far larger than

had been previously supposed 4;

- these expenditures are allocated very unevenly, seriously hampering market com-

petition; and

- the sums allotted to the various energy options bear no relationship--if anything

an inverse relationship--to those options' contributions to meeting the Nation's

energy needs in a timely and cost-effective way.

Purpose and scope

In 1982 alone, the U.S. energy sector invested $125 billion in new plant and

equipment--nearly 40% of all such investments in the entire economy (see Table I and

Figure 1)5. The pattern--the allocative efficiency--of this sector's investments will

substantially determine the price and availability of energy for decades to come. The

amount invested is also so large that it can reduce the availability of reasonably priced

capital to other sectors. For example, 1982 direct investments (excluding subsidies) in

nuclear power-plant construction were twice as large as total 1982 direct investments

4Most previous ballpark estimates were in the vicinity of $10-20 billion per yeir. The highest estimate of which I %m
aware (Morgrn l19851) suggested the 27-30 billion for tax expenditures alone, which is only slightly lower than my
evaluation of this term As I shal discuss, my 16+ billion figure is almost certainly conservative.

5
Reproduced from Willirm (1985), Note 3 sod Figure 6.
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Figure 1: Percentage of U.S. Ne4 Plant and Equipment Expenditures
Committed to Energy Supply
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Table 1: Percentage of US. New Plant and Equipment Expenditures
Committed to Energy Supply

3. The following arem-ammry data (or Capital expenditures on energy supply billionss of Current dollars).

NI' Plant Percentage of New pie
Capital Expenditures for Energy Supply & Equipment Expenditures Comitted................................................................................. EEvpendl rures

t 
ttoo Energyy Suppll

Oil 6 Gasa Gas UtIl.b rl1eC. UttlC N.C. Fuel Cyeled Coal
8  

Otherf Totas ............. ..................---- _-

1982 61.4 6.8 0.2 3.9 9.2 1.5 1,5.0 316.9 39-5
1981 72.1 6.9 35.8 3.0 3.7 1.0 1?22.0 121.5 38.0
1980 5!.9 5.9 35.9 Z.4 3.6 0.5 10s.7 295.6 3%.4
1979 38.1 9.9 35.3 1.9 3.5 0.3 87.5 270.5 30.9
978 27.4 3.6 10.3 1.87 ?.4 - 65.6 231.2 28.9
1977 25.2 2.8 27.7 2.99 1.90 59.4 1i9. i 30.01976 24.0 2.4 25.2 1.5Z 1.64 54.8 171.5 32.0
1575 20.6 2.5 20.2 0.894 1.32 915.5 157.7 28.9
1979 6.5 3.0 20.6 0.99 0.83 91.4 1%,7.0 26.
197) 12.2 3.0 18.T 0.37 0.53 39. 137.7 25.3
1972 10.5 2.8 16.7 0.27 0.60 '0.9 120.3 25.7

notes

(a) Oil and gas eependtt,rs for drilllng-eXploration, prouetion, reflnng, petrcehemtls, marketing, crude oil and 01
products pipelines, other transportation, and miscellaneous. Data are from febr-iary 1soars of the 011 and Gas
Journal, various years. Expenditures for mling, other energy, and for lease bonuses are subtracte (r9-tV_-e total
capItal expenditures tabulated for the oIl and gas industry by the OlU and Gas Journal.

(b) Gas utility expendtu-es are from Gas Faets, the statistical record of the gas utility industry.

(c) Electric utility expenditures are obtained fron the *Annual Statistical Report" Electrical World (March or April
Issues, various years).

(d) Includes capital expenditures on exploration and development, ainln, and millli ; and federal budget outlays for
enrichment services. Data for 1977 and earlier are froe Table 7.1, p. 128, in ref. (h). Data fr 1979-1982 are
from ref. (i). The value for 1978 as obtained by Intorpolation.

e) Data for the years 1978 and earlier are from Table 7.1, p. 178, In ref. (h). Data for 1979-1902 are from ref. (1).

(() Pr marily synthetic Iel expenditures, uith relatively minor outlays for solar energy. from re(. (I).

(g). The data presented here are for a data series on no plant And equilpesat expendltores begun In October 1980. The
nea series Is considerably expanded (glving 0198.1 billion for 'ttal nonrare business" in 1977, compared to S13%.6
billion (or *all Industries* In the previous series). The mat source of the dfforence In the totals arises fros
the expansion or the series to include: real estate; professional services; socll serve is ,od membership
organizations; and forestry, ftsherlas, and agrirultr.s I services. Dat for 977 Ind earlier years are from Gro-ge
R. Green and Marie P. Nertzberg, 'Revined Es'ilAtes or fea Plnt and Ojulment Expenditures In the United tatel,
19%7-77", Survey of Current Business, rtober '00. Data for subsquernt years are free 'Economic Indicators'.
prepsred for the Joint Ec¢Tn tc rommilttes by the Couni I of Eronotsc Ads n oc. Jan,niry 1985.

(h) Energy Informatlon Admlnistratlon. Annual W!sprt to 'ir 1978, Volie- Thre-, April 1979.

(l Bankers Trust Company, U.S. tnerI and Capltal: A Fore-_st 1980-1990.
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in the motor-vehicle, iron, and steel industries combined. It is therefore important to

the industrial renewal and the economic vitality of this country, in both the short and

the long term, that the enormous sums of capital flowing to the energy sector be very

efficiently allocated.

The Internal Revenue Code contains provisions which are widely believed to

distort investment, production, and consumption decisions throughout the U.S.

economy, including--perhaps especially--in the energy sector. The Administration's tax

reform proposal 7, here called Treasury II, is an ambitious effort to reduce some of the

Code's inequities. My analysis suggests, however, that those inequities, reinforced by

others arising elsewhere in the federal budget, are so large and pervasive that

Treasury It will not greatly reduce them and may indeed increase some of them. To

level the energy playing field, an even stronger--and fairer--remedy is needed.

There has been no comprehensive, systematic analysis of Federal energy

subsidies since a 1978 Battelle report to DOE8 . Its assessment, however, stopped in

1977, before many of today's tax incentives were enacted, and contained substantial

internal inconsistencies and methodological problems. While these drawbacks were to

have been alleviated in a Battelle update recently commissioned by DOE, its results

would not have been available in time to support this year's Congressional decision-

making, and in any event I understand DOE has recently cancelled the contract. As a

6Edison Electric Institute (1983, p. 78) states that 1982 nuclear plant investment by Investor Owned Utilities totalled
$16.46 billion, plus $1.74.8 billion for initial nuclear fuel ltad. Since IOU accounted for only 76% of total electric sales,
and many public utilities spent heavily on nuclear construction, the total nuclear Investment In 1982 was considerably
luger thba this 118.21 billion. (For example, if the Electrical World 1981 total-utIlity-Industry Investnment of $40.1
billoa cited by Willa 11 8981 was 39% for nuclear generation, the action reported by PE! for IOUs, then the total,
including Williums's 3.9 billion of nuclear fuel-cycl. investments, was at least $1.87 billion.) Conference Board data
from Bureau of the Censuse (1985), p. 776, show that new plant and equipment expenditures were 35.61 billion for
motor vehicles and equipment and 13 548 billion for primary Lron ad steel, a total of 19.16 billion.

7Department of the Treasury, (18S): Tax Reform for Fairness, Simplicity, and Economic Growth, May 1985, GPO,
Washington DC.
8

Battelle Northwest Laboratories (1978).
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public service, therefore, believing that Congress cannot wisely decide how to cl'ange

present energy subsidies without knowing how big they are and who gets them, Rocky

Mountain Institute undertook such an analysis, and is presenting the results here, at its

own expense.

Quantifying energy subsidies even for a single year--in this case, Fiscal Year

1984--is an ambitious and complex task. I can only report here the first results of

research which is still in progress; my final report will not be finished for several

more months. While I cannot completely anticipate its findings, it seems safe to say

that it will show a larger total subsidy than that given here, and that its allocation to

the various sources will not change substantially. This is because I am filling in boxes

in a large matrix whose rows are types of subsidies and whose columns are types of

energy technologies. The results reported here reflect merely the sum and distribution

of the major terms. The work remaining is simply to fill in many small terms which

will some%,hat affect the size, but should not materially affect the shape, of these

early results. The full matrix, with supporting graphic analyses, will appear in my

final report.

Throughout this testimony, I use the term "subsidy" as shorthand for the full

range of Federal incentives and subsidies to the civilian energy sector of the U.S.

economy. Since my concern is how much and how fairly the Federal Government

influences the energy market, I have attempted to quantify the dollar value of all

identifiable Federal energy-related expenditures, other than market purchases of energy

for the Government's own use. These expenditures, listed in Appendices A, B, and C of

this testimony, include:

- 17 types of tax expenditures (the largest class of subsidies);

- program outlays shown in 21 agencies' line-item budgets. and

* the value, assessed as a reduction in the marginal cost of capital, of direct loans

and loan guarantees disbursed by eight Federal agencies.
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Other incentives, such as the value of federal purchase and price guarantees, price

controls, and sales of Federal energy assets below fair market value, are not assessed

here but will be included in my final report. A few types of incentives, such as the

Price-Anderson Act's ceiling on nuclear accident liability, are so hard to quantify that

I have excluded them from the analysis. My colleagues and I have not yet decided

whether or how to treat some basic features of current tax policy, such as the

expensing of businesses' fuel and power expenditures, which are important to both

private investment and public policy.

I include as "subsidies," then, all federal expenditures made in .rpport of the

various energy forms9 , regardless of whether they are production or consumption

incentives, program outlays made to ameliorate market failures or externalities, or of

some other sort. All such expenditures represent hidden costs of producing, converting,

or using particular forms of energy: they make the energy look cheaper than it really is,

because some of its real social cost is paid not through its price but through taxes.

Believing that efficient investment in the market requires truthful prices, and that if

people cannot tell what energy really costs they will not know how much is enough. I

therefore seek here to quantify all Federal expenditures which distort the price we all

pay and hence lead to unfair competition.

Another reason for taking this broad view of "subsidies" is that private

investments tend to gravitate towards Federal dollars (as in the water-policy adage

that "Water flows uphill towards money"). Institutionalizing and perpetuating Federal

policy choices, such as the creation of the synfuels and nuclear industries, can affect

market options and decisions for far longer than the immediate price distortions of

short-term subsidies.

9These are: crude oil including nhtural-gas liquid#, natural gas; coal, synthetic fuels; fousil-fueled electric, nuclear-

electric; fusion; hydroelectricl other renewable., and end-use efficiency.
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Many of the data presented here are uncertain. Some are assessed differently by

different agencies, and I have not yet entirely reconciled all the discrepancies,

although all but one are minor1 °. Where a range of values is available, I have

consistently chosen the low end of the range in order to ensure the conservatism of the

total. This practice probably more than compensates for the apparent failure of my

main sources, other than OMB, to account for interactions between different subsidies,

the effect of which is generally to reduce their sum. It is therefore likely that my $46

billion total for FY1984 Federal energy subsidies is an underestimate.

One further caveat is in order. Although my organization are I are committed

to sound and objective analysis, and many Government officials have kindly helped

me to unravel obscure fiscal analyses, we have not been able to pursue this assessment

in the depth and with the topical expertise which Congressional staff, CBO, OTA,

CRS, GAO, OMB, Treasury, and other Federal bodies could bring to bear. We therefore

hope that our findings will stimulate Congress--ideally 'both Houses jointly--to

commission an independent and even more thorough analysis of Federal energy

subsidies. Since the subsidies we have already found exceeded $46 billion in FY1984,

and we expect the total, once all the smaller terms are counted, to exceed $50 billion a

year--about a quarter of the current Federal budget deficit--we believe a prompt, well-

funded re-analysis is appropriate.

Energy Subsidies by Type

TAx EXPENN'TU ES

10The one is for tntangible Drtlling Deductions. Senate Committee on the Budget (1982) projected this a SS IS billion
for FY1984; OMB (1985) estimated it had been $1.415 billion, similar to CBO's (1983) $1.27 billion for FYI983. Most
or all of the difference is presumably due to the collapse of the drilling boom.
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A favorite and apparently painless way for the Federal Government to institute

a myriad of incentives is through special provisions in the tax code. These now

account for the largest portion of subsidies, worth $31.6 billion (69%) of the $46

billion in Federal energy expenditures
t
" for Fiscal Year 1984.

The major tax expenditure items are the Accelerated Cost Recovery System

(ACRS, $11.8 billion)", the Investment Tax Credit (ITC, $5.3 billion, the Expensing

of Construction Period Interest (S4.1 billion)"
4

, and the tax-cxempt status of public

utilities (a total of $4.4 billion for both bond interest exemption and income tax

exemption)s. These expenditures primarily benefit electric utilities, especially nuclear

plant construction, and secondarily the oil and gas industry, because of these

recipient's high capital intensity. The much-discussed Intangible Drilling Deduction

aid the Depletion Allowance, in contrast, total only $2.6 billion for oil and gas and

$500 million for coal 6
. Appendix A lists the major tax expenditure items and their

estimated revenue losses for FY1984.

PRINCIPAL PROGRAM OUTLAYS

The Department of Energy is the major dispenser of public funds for RD&D

and other energy outlays ($4.0 billion in FYl84, of which civilian fission accounted

for S1.75 billion and civilian fusion for $606 million)1
7

. The Departments of Labor

t Here and Ilsewhere in this testimony, these figures errevent iny prelimmnary results, which wiA change (and whose

total will increase) au more irnll terms are a ded to the matrix

1
2
DOE (1985) ini Morgan (1085)

13
DOE (1985) and Motgan (108S).

14Morgan (I85)
t
sCalcuatorn bmaed cn in estimated $69 billion acrth of pijbijc utility bcnds .utstandtng See 3'mj Chapnmn (1084)

160%NB (1985c)

1 7
DOE (1984) and 0MB (198S)
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and of Health and Human Services together disbursed $1.4 billion for the Black Lung

program"8 . The Army Corps of Engineers spent S577 million in its work allocatable to

the waterborne transport of oil, gas, and coal, and an additional $445 million on the

construction, rehabilitation, and operation and maintenance of hydroelectric damsg.

The Nuclear Regulatory Commission had an energy-related budget of $466 million20
,

and the Environmental Protection Agency performed work related to the

environmental impacts of energy at an estimated cost of $280 million 21 . A number of

other agency outlays are listed in Appendix B--mostly fossil-fuel-,clated mineral

surveys and mine safety programs.

COST OF LOANS ANDS LOAN GUARANTEES

Some very large costs to the American taxpayer result from favorable interest

rates offered by the Federal Financing Bank through various agencies. Most of these

costs (interest-rate subsidies and occasional defaults on principal repayments) are off-

budget and hence tend to escape routine scrutiny in Congress and the press. In FY1984

the Rural Electrification Administration cost the taxpayer $3.97 billion . Preliminary

calculations indicate that the Tennessee Valley Authority spent $780 million of

unrecoverable funds , while the Bonneville and other Power Administrations cost the

18
OMB (1985) (Pudgec AppendLx)

19 House of Representatives (1983) and OMB (1985).

2 0
OMB (1985).

21EPA (1983) and 0MB (1981)

22 Congresion~l Budget Ofice (1084)

23TVA (1984)

51-229 0 - 86 -- 20
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Treasury $420 million (this figure is for FY 1982)24. The total for this type of

expenditure, all unrecoverable from agency revenues, was $5.54 billion2 5.

Federal Expenditures by Energy Form

The subsidies just summarized are shown in Table 2, with details in Appendices

A, B, and C. The main subsidies can be restated thus by energy form:

CRUD OIM

The oil sector received $8.58 billion in FY1984, the main items being the ITC

($1.89 billion), ACRS ($3.78 billion)", Intangible Drilling Deduction ($890 million),

and Depletion Allowance ($740 million) 27. Agency outlays in support of oil supply and

use totalled $1.27 billion, including $159 million for construction and administrative

costs (but not for oil acquisition costs) of the Strategic Petroleum Reserve.

NATURAL GAS

Federal subsidies for natural gas totalled $4.61 billion in FY1984. the principal

items being the same as for crude oil, and agency outlays were $319 million.

2 4
President's Private Sector Survey (1983),

2 5
This section of my analysis is not complete, and expenditure are likely to increase. I have, for instance, not yet

evaluated the DOE's decision to not seek private sector recovery of 60 percent of the $2.0 billion (i.e. I12 billion) u
yet unrecovtred federal capital investment in gaseous diffusion uranium enrichment plants. An additional $6.0 billion
of other enrichment costs remains to be recovered See GAO (1984). Similarly, the six Power Marketing
Administ rations owe $12 billion to the taxpayer (see Stockman !19851).

26See Morgan (1985) for a discussion of these -;edits. I have used the lower range of his estimates, and allocated

between oil and gas pro rats on 1984 extraction.

17OMB (198Sc).
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Table 2: Federal Energy Subsidies in FY1984

(millions of 1984 dollars)

ENERGY RESOURCE TAX EX- AGENCY COST OF TOTAL
OR TECHNOLOGY PEND[- OUTLAYS LOANS& FEDERAL

TURES GUARANT. SUBSIDIES

crude oil & NGL 7,310 1,271 NYA 8,581
natural gas 4,292 319 NYA 4,611
coal 1,275 2,124 12 3,411
synthetic fuels 360 184 100 644
fossil electric 5,523 211 1,425 7,159
nuclear electric 10.236 2,284 3,320 15,840
nuclear fusion NYA 606 NYA 606
hydroelectric 947 1,076 NYA 2,628
other renewables 1,4060 290 NYA i,696*
efficient use 280 510 74 864

TOTAL 31,629 8,875 5,536 46,040

NYA - not yet available or not yet applicable

*includes $545 million slated to expire at the end of 1985; all other subsidies shown
will continue, unless altered by proposed tax reforms or changes in budget allocations

Note on fossil-electric subsidies: In separately evaluating subsidies to electric utilities,
subsidies to fossil-fuel supply should be prorated on the basis of utility fuel inputs
and added to the fossil-electric subsidies shown. Thus in 1984, 6.2% of oil production
($0.53 billion in subsidies), 18.1% of gas production ($0.83 billion in subsidies), and
71.6% of coal production ($2.44 billion in subsidies) was consumed as inputs to fossil-
electric power plants. Those plants' total subsidies were thus $7.16 + 3.80 a $10.96
billion.

.4s explained in the text, the data shown in the Table are preliminary: additional research
will increase the totals shown, although it should not greatly alter their distribution among
the various sources.

OF
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Tax expenditures for coal are less liberal than for oil or gas and totalled $1.28

billion (including $165 million for the tax-exempt status of Black Lung benefits) 1 .

Agency outlays were dominated by payments of Black Lung benefits ($1.4 billion)29 .

Various other agencies spent $348 million on mineral surveys and mine safety

programs.

SYNTHETIC FUEtS

Since the Synthetic Fuels Corporation was relatively inactive in FYI984, total

expenditures were $644 million--mostly as Investment Tax Credit and Accelerated

Depreciation.

FOSSIL ELECTRIC

This category includes oil-, gas-, and coal-fired generating plants3. As with oil

and gas resources, the major items were tax subsidies like the ITC ($470 million) and

ACRS ($1.14 billion)"1 . Other large expenditures were expensing of construction-period

interest ($980 million), pub!ic-utility tax exemptions ($1.53 billion), exempt bonding

authority of public utilities ($800 million), and fossil electric's portion of the cost of

REA loans and guarantees ($950 million) 3
3.

28CBO (IM ).
29

0MB (1985)

30This analysis excludes cqeneration, on which DOE no longer keeps data but which in 1984 generated about 7% of
US. electrical output (up from $% the previous year), compa"d wi:.h central foesil-fuled tationa' 71% or so (fciuil.
fueled intern l-combustion devices owned by utiltLel supplied an additional 2%), Approximately a fourth of the
cogeneration is believed to be biofueled, chiefly plants burning wood wastee in the foreet-product, industries.

3
1Morgan (1IS); allocated to fossil electric (14%), nuclear (73%), and hydro (3%) on the buaie of construction outlays

by Investor Owned Utilities. See Edison Electric Institute (1984)

33
CBO (1984), allocated on samne baeis au in footnote 31.
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NUCLEAR ELECTRIc-

As Table 2 clearly shows, nuclear energy is the dominant beneficiary of

taxpayer subsidies. Federal policy has long favored heavy investments in nuclear

RD&D
3

, loans at below-market rates, and (because of the plants' high cost) especially

large tax expenditures, including the recently growing use of tax-exempt pollution-

control bondss4. As a result, the total FY1984 subsidy for nuclear energy was $15.84

billion.

FUSION

Since terrestrial nuclear fusion is not likely to produce civilian power for

decades if ever, it received no FY1984 tax incentives. Consequently, the only item is

DOE's-RD&D budget ($606 million).

HYDROELECTRICITY

The total subsidy for hydropower was $2.63 billion in FY1984. The Army

Corps of Engineers spent $445 millions, and the Bureau of Reclamation $170

million, for the construction and rehabilitation of federal power dams. In addition,

DOE spent $440 million, mostly through the Power Marketing Administrations
37

. REA,

TVA, Bonneville, and other PMAs received subsidies of $605 millions, all

S1.7$ billion by DOE alone z, !actor design, civilian waste RD&D, civilian enrichment, waste transportation,
environmental impacts, and so on. See DOE (1984), Il--.-e '4 Representative@ (1984), and OMB (1985),

34
This item cost the Trvasury an estimated 1730 madion in 1984. Se Morgan (1985), allocated to nuclear as in footnote

TK.
3
6}HouL. o( Representatives (1983), and OMB (1988).

3 6
OMB (1985).

37DOE (1984), and OMB (I8).

38CBO (1984). PPSS (1913), TVA (1984). See also Stockmen (1985) regarding $12 billion owed the Treasury by the
PMAs.
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unrecoverable from agency revenues and excluding the accrued $12 billion in

principal and interest arrears owned by PMAs to the Treasurys3.

QIHER RENEWABLES

This category includes a number of emerging energy technologies' which the

Federal Government subsidizes through DOE's RD&D ($261 million in FY1984) and

various tax incentives. The tax expenditures for the group of renewables totalled an

estimated $1.4 billion in FY1984: $560 million for ITC and ACRS41, reflecting a

rapidly growing level of private investment; $325 million for residential supply

incentives42 ; $220 million for business supply incentives 43 ; and $215 million through

alcohol fuel exemption from the gasoline excise tax".

END-USE EFFICIENCY

The largest federal expenditure on the efficient use of energy is funnelled

through DOE--$509 million in FY1984, about 40% of which is for RD&D and the

remainder grants to the States4". Residential conservation credits accounted for a

revenue loss of S270 million 4. Total subsidies: $864 million.

3 9
Stockman (1985).

40
Wind energy, geothermal (not strictly renewable), photovoltaics, solar thermal electric, solar thermal, ocean thermal

energy conversion, wood, and other biomas.

41Estimated from Morgan (1985).

4 2
OMB (198S).

4 3 
Id.

44 
Id.

45
DOE (1914).

4
6 OMB (1985).
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TOTAL FOR ALL ENERGY FORS

The grand total of Federal subsidies in FY1984, based on my incomplf.te and

conservative assessment so far is $46.040 billion, of which tax expenditures resulted in

a revenue loss of $31.629 billion, program outlays totalled S8.875 billion, and the cost

to the Treasury of federal loans and loan guarantees was $5.536 billion.

Discussion

While the S46+ billion annual price tag of energy subsidies is rightly of concern

to Congress and taxpayers, accounting for close to a quarter of the projected Federal

budget deficit, the uneven distribution 7 of those subsidies shown in Figure 2 may

have even more disagreeable consequences. Skewed subsidies tilt the energy market

towards the disproportionately subsidized industries, giving them an unfair advantage

over their rivals. The efficient allocation obtainable in a truly free market is thus

abrogated. Each Federal dollar of asymmetric subsidy then leverages many more

dollars of private investment attracted by the extra subsidies, while cheaper

alternatives remain undercapitalized. The taxpayer then pays twice: once for the

subsidies and again, much more and longer, for the higher energy prices resulting

from the inefficient investments. By hiding real costs, promoting overinvestment and

overconsumption, and thwarting fair competition, the degree of unevenness shown in

Figure 2 creates market failure.

An even more striking illustration of the asymmetry of present Federal energy

subsidies is shown in Table 3, which compares the 1984 "bang-to-buck ratio* of the

various energy options--how much energy each one supplied per dollar of subsidy. By

47Uneven not only between different types of options but within eah type, Coneider, for example, the electricity
market: nuclear power and hydropower each g nerste slightly over 13% of total electricity. yet nuclear receives 54% of
the subsidies to the electric sector while hydro receives 9%. Fossil electricity, in contrast, generates 73% of our power
and receives 37% of the subsidies. See note with Table 2; tee also Table 3
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Figure 2: Summary of Federal Energy Subsidies In FY1984
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Table 3: Energy Supplied per Dollar of Subsidies

(million BTU' supplied during calendar year 1984 per 19,4 S of Federal subsidy
ex*,ended during Fiscal Year 1984)

ENERGY RESOURCE SUBSIDIES ENERGY ENERGY SUPPLIED/
OR TECHNOLOGY (MILLION S) SUPPLIED

2  
SUBSIDIES PAID

(101BTU) (I0
6

BTU/1984S)

crude oil & NGL 8,581 20.957 2.4
natural gas 4,611 17.750 3.8
coal 3,411 19,696 5.8
synthetic fuels 644 0 0
fossil-electric 7,159 6.002 0 8
nuclear-electtic 15,840 1.110 0.07
nuclear fusion 606 0 0
hydroelectric 2,628 1.096 0.4
other renewables 1,696 2.929' 1.7
efficient use 864 11.26' 13.08

'At the busbar, minemouth, or wellhead; electricity at 3,413 BTU/kW-h.

2
Due to the conversion of fuels to electricity and the inclusion of savings, the total of this column dots not equal U S.

primary energy consumption, which in 1984 was 76,3 q (see note 4 for the term to be added to FIA's 73 73 q).

3
Excluding fossil-fueled cogeneration, which probably supplied about 6 5% of 1984 U S. electrical output. Most

biofueed cogeneration is included in the subsidy and supply term. under 'other renewable.' below.

4
DOE estimates consumption of wood and wood wastes in 1984 as 2 8 q, consistent with EIA estimates of 2 48 q in

1983 and 2 64 q in 1983 (DOE/ELA-0341[831). I use these estimates in preference to the higher ones (3+ q in 1984)

prevalent in the industry. Other renewable contributions are estimated: solar domestic hot water, 0 01 q (650k active

systems installed at mid-1984, each supplying half of a household's average 1980 use of 218 average W, rounded from

0.007 to 0 01 q to ac.count for passive systems); active solar space hest, 0.003 q by a similar method; passive solar space

heat, 0.03 q (ca I million homes each getting half of the average 1980 load of 2.14 kW); bioethLnol 0 05 q (5% of 1984

sales of 103 billion gallon. of gasoline blended with 10% ethanol 0 87.000 BTU/gallon); miscellaneous crop-waste fuels
0.007 q (judgmental); geothermal, wind, wood, waste, solsr-thermal, photovoltaic, and other non-hydro renewable
sources of utility electricity, 0.029 q (ELA). This total, 2929 q, is reasonably consistent with the 2 63 q for 1983
estimated in the Gas Research Institute's 1984 Baseline Projection (10/84).

SAt the 1973 primary energy/real GNP ratio, the U.S. in 1984 would have used approximately 2265 q more primary
energy than it actually used, including EL's wood-use estimates (1.53 q in 1973, 2 64 q in 1984) and 0.10 q of other
non-hydro renewable in 1984 Most of this saving Is from Improved technical efliciency-.fewer BTU pe ton of steel,
poisenger-mile of transportation, sq ft-deg"ee day of space conditioning, etc. A minor amount is due to behavioral
change which do" not directly affect GNP. On the order of a sixth is due to shifts in the composition of industrial
output. nearly a third, to 1971-111 growth In real GNP reflecting higher real energy prices. Some analysts would prefer
to factor out at least these last two effects; to accommodate them, I have conservatively reflected in Table 3 only half
the total savinp In the energy/GNP ratio. On the other hind, while the 1973-84 primary energy/GNP ratio fell by
22.7%, the and-ue energy/GNP ratIo--a truer reflection of the technical efficiency of using energy--fell by 27.8%. By
the latter measure, the 1973-84 saving was 22.42 end-ut. quad., equivalent at 1984 levels of energy-system losses to
29 46 primary quads, or 31% more than the 22.f2 q assumed here and then halved.

6Using the conservatively halved savings described in note 3. Using the full savings, this fliur* would be 26.1.
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this measure of contribution to meeting the Nation's energy needs, energy efficiency

pulled far more than its weight, supplying 13-26 million BTU per dollar of subsidy,

depending on the definition of savings used; coal, gas, oil, and other renewables

supplied several million BTU per dollar; fossil electric supplied less than one million

BTU per dollar, nuclear electric supplied less than a tenth of a million, and synfuels

and fusion supplied zero.

Another measure of the imbalance between different options' subsidies and.

their energy contributions can be calculated from Table 3: oil and gas supplied 52%,of

the Nation's energy service needs 48 while getting 29% of the subsidies, a "service-to-

subsidy' ratio of 1.8; efficiency and renewables met 17% (or, using the full estimate of

savings, 31%) of energy service needs while getting 11% of the subsidies, a "service-to-

subsidy" ratio of 1.5-2.7; and nuclear fission met 1.5% of energy service needs while

getting 34% of the subsidies, a "service-to-subsidy' ratio of only 0.04. Yet despite this

heavy Federal hand on the market scales, nuclear power, after several decades and a

total private and public investment on the order of $200 billion, is now delivering

about half as much energy as wood 42, while renewable sources are outpacing

nonrenewables and energy savings are far outpacing all net expansions of energy

supplys°. How much better still might these competitive sources do if allowed to

compete fairly against alternatives no more heavily subsidized than they arc?

4 8
That is, energy actually supplied plus a rmnimum estimate of the amount saved by improved efficiency. As noted in

the notes to Table 3, this minimum estimate is only half of the total saving represented by the improvement in the
energy/GNP ratio since 1973,

49
If the ratio of industrial to residential woodburning it. 1284 was DOE's 1.78 1 and if combustion efficiencies were

respectively 0.8 and 0.5, then DOE's estimate of 2.8 q of woodburning in 1984 corresponds to delivered energy of 194
q. tSome trade groups estimate that actual 1984 woodburning was upwards of 3 q.) In comparison, nuclear power in
1984 sent out 325.18 TW-h of electncity with a heat content of 1.11 q, of which, net of national-average 5.43% grid
loses, 1.08 q was delivered to customers.

soDuring 1979-83, according to EIA data, the United States got more than a hundred times as much new energy from
savings (baed on the reduction in primary enargy/GNP ratio) as frm all net expansions of energy supply combined.
The Nation's energy supply, too, was increased more by by sun, wind, water, and wood than by oil, gas, coal, and
uranium.
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Comments on the Treasury II Proposals'

The Treasury II proposal begins to correct many distortions and unfair

provisions of the Internal Revenue Code, Not so with respect to the energy sector,

however. My preliminary analysis of Treasury II's provisions suggests that it would

make competition between energy technologies less fair by eliminating nearly all tax

incentives for renewable energy and energy efficiency improvements while keeping

the preponderance of tax benefits for conventional fuels and electric utilities: they

would lose a smaller percentage of a larger initial subsidy value. This might promote

economic growth in the favored energy sectors--but the kind of high-cost, subsidized,

wasteful, narrowly based growth thc country can ill afford, especially if the United

States is to compete with other nations which nre rapidly improving their energy and

economic efficiency.

Furthermore, Treasury II, by reducing subsidies more to renewable than to

nonrenewable sources, will further bias investment towards nonrenewables 5 2
-- a result

contrary to the Nation's long-term sustainability, to the dictates of national security,

and to the commonsense principle of backing winners. (Renewables have supplied more

new energy since 1979 than the net increase in all nonrenewable supplies; the 1979-84

increase in annual renewable supplies exceeds all the Arab oil used in the U.S. in

1984.) In fact, subsidizing nonrenewables far more than renewables has the especially

5 t
Thee comments are my personal opnirons on the batie of my analysis and my preference for the free market.

S2Since resources are not really exhausthbie, geologically speaking, I prefer the term non-renewable. It to a matter of

production at a reasonable cost relative to alternatives and tubstitutes The production cycle for petroleum resources
approximates a bell curve, and the U S. passed the peak of production around 1970. in other words, it is inevitable that

domestic e.,tractior will continue to decline. The energy and economic oest per unit of production will increase as the

cheaper resources are exhausted This is why it ie impertive to have the market reflect the full cost of the consumpion

of a resource- only then can market prices give alternatives the neceuary economic incentLve to compete See Heede

(1983).
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perverse effect of hastening the depletion of the nonrcnewable resources while

discouraging the grad i- process of installing replacements for them--,hus creating a

discontinuity in National energy supplies in the decades ahead, even though a frec

market would have yielded a smoother process of gradual replacement. This- policy

therefore puts us on the course of a less efficient and less resilient economy.

Treasury 11 is arguably better--at least it loses the Treasury less revenue--than

continuing all existing energy subsidies. Its energy provisions, however, are unfair to

taxpayers, inimical to national security, and hostile to frec enterprise. It does not

promote the kind of economic growth and innovation this country needs. The original

Treasury I proposal, with its wiore sweeping and ,:venhanded desubsidization of the

energy sector, would have been considerably fairer.

My own preference is for the orderly, universal, and across-the-board

desubsidization of the entire energy sector. for reasons of revenue enhancement, basic

fairness, real economic growth, and national security. It is better economics to

subsidize no kind of energy supply (or saving) than to try to subsidize them all

equally. Currently, however, the subsidies are far from equal by any measure, as

Figure 2 and Table 3 show.

If Treasury II is not amended to provide this transparently simple provision, I

therefore urge Congress to pass H.R. 2001 while preparing comprehensive

desubsidization legislation. This will at least ensure that the relatively meager

incentives currently given to renewable energy supplies--9% of our Nation's total

energy supplies today, and the fastest-growing part--will be phased out gradually

rather than (for the most part) abruptly at the end of this year. If, however, as I hope,

the entire energy sector is, desubsidized on a gradual schedule, then renewable

subsidies should be phased down at the same rate. H.R. 2001 indeed offers a good

model for gradual desubsidization which I believe could and should be applied equally

to all energy options.
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APPENDIX A

FEDERAL TAX EXPENDITURES ON ENERGY, FY 1984
In millions of 1984 $

Accelerated depreciation (ACRS) $11,830

Investment tax credit (ITC) 5,310

Construction Period interest deduction 4,100

Public utility tax exemption 2,088

Exempt bonding authority of public utilities 2,240

Exempt pollution-control and similar bonding 1,000

Utility dividend reinvestment credit 415

Accelerated amortization 61

Intangible drilling deduction 1,555

Depiction allowance 1,545

Business energy credits 230

Residential energy credits 595

Alcohol exemption from gasoline excise tax 215

Alcohol fuels credit negi.

Other tax expenditures 345

TOTAL TAX EXPENDITURES $31,629
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APPENDIX B

PRINCIPAL AGENCY OUTLAYS ON ENERG', F1 1984
In millions of 1984 $

Department of Energy $4,049

Dcpartmenis of Labor and Health and Human Services 1,403

Army Corps of Engineers (DOD) 1,022

Nuclear Regulatory Commission 466

Environmental Protection Agency 280

Naval Petroleum Reserve (DOE) 256

Bureau of Reclamation (DOI) 170

Strategic Petroleum Reserve (DOE) 159

Internal Revenue Service 193

United States Geological Survey (DOI) 76

Bureau of Land Management (DOI) 91

Minerals Management Service (DOI) 162

Bureau of Mines (DOI) 46

Mine Safety and Health Administration (DOL) 117

Office of Surface Mining Rel. and Enforcement (DOI) 125

Federal Energy Regulatory Commission 46

Coast Guard (DOT) 161

International Atomic Energy Agency (DOS) 18

TOTAL PRINCIPAL AGENCY OUTLAYS $8,875
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A PPENDIX C

COST OF LOANS AND GUARANTEES TO ENERGY, FY 1984
In millions of 1984 $

Tennessee Valley Authority $779

Bonneville Power Administration 260

Other Power Marketing Administrations 156

Rural Electrification Administration 3,966

Maritime Administration nya

Synthetic Fuels Corporation 100

Department of Energy nya

Export-Import Bank 275

TOTAL COST OF LOANS AND GUARANTEES $5,536

nya - not yet available
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Dcna Haes

Chairman
TESTItIY OF WILLIAM ifLMk9a

SJEI(ITrED MTH

Sn4IrE'E ON ENERGY & N3RICULIURAL TAXATION

U.S. SENATE

June 21, 1985

Mr. Chairman, my name is Bill Holmberg, Legislative Director of the Solar

Ltby. I am a retired Marine officer, served at the Environmental Protection

Agency, and then retired from the Senior Executive Service while at tie

Department of Energy. The Solar Lobby is a national nonprofit membership

organization with more than 25,000 active individual members and a large

informational network of cooperating state and local groups. We are not a

trade as--ocation but rather represent the consumer directly in furthering all

the "solar" or renewable energy technologies and conservation. We appreciate

the opfoztunity to present our views.

My testimony reflects tie position of more than 100 national, state, and

local organizations t-at have endorsed S. 1220 and a May 30 joint statement of

ten environmental, consumer, and public interest organizations on the

President's tax reform proposal. I would like to submit for the record the

joint statement and the list of organizations endorsing S. 1220. This bill

was introduced on May 23 by Sen. Mark Hatfield, Sen. Spark Matsunaga, and a

number of colleagues. Cosponsors include Senators Alan Cranston, Alan Dixon,

James Exon, Gary Hart, Tom Harkin, Paula Hawkins, Chic Hecht, Howell Heflin,

Edward Kennedy, John Ferry, Carl Levin, Paul Sarbanes, and Loel I, ;*icker.

Mr. Chairman, the United States cannot be assured of a secure energy
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future unless we proceed wisely, with the understanding that tax decisions

will in' fact be setting energy policy for generatiotis to cae.

The Solar Lobby supports a balanced energy future that protects the

environment, reduces dependence on imported oil, creates jobs, and enhances

national security. These goals can best be pursued not by perpetuating tax

incentives that skew pricing structures, but rather by the application of free

market forces at the individual, corporate, and community levels in response

to local energy conditions.

Mr. Chairman, that is why the Solar Lobby, environmental, and public

interest groups supported Treasury Ore. That is exactly why we do not support

the energy provisions of Treasury Two. These provisions would put renewable

energy technologies at a significant disadvantage. It believe that energy tax

incentives for all the energy technologies should be equitably adjusted to

enhance competition, and then phased out on a schedule that is both prudent

and fair. For purposes of clarification, energy technologies in general

include: oil, gas, coal, nuclear, electric utilities, synfuels, conservation,

aid renewable e.rergy. Renewable energy includes solar thermal, photovoltaics,

wind, hydropcer, biomass including ethanol, geothermal, and ocean thermal

energy.

The renewable energy technologies have earned their place at the table

with conventional energy groups. For example:

* Renewable energy now provides almost 10% of the primary energy needs

of tIe countr-y-more than twice the amount provided by nuclear--according to a

new study by the Center for Renewable Resources, educational affiliate of the

Solar Lobby. With equitable federal treatment, that renewable energy

tort ribution could reach 20% by the year 2000.

* Renewable energy sours have made this contribution with about $
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billi-n in annual tax expenditures, as compared to about $27 billion for the

conventional energy industries, according to the Environmental Action

Frxuda t ion.

* From 1980 to 1984, renewable energy technologies received 4,470

.eGawatts of new orders for electricity. During the same period, nuclear an

co.al w.tressd a net cancellation of more than 65,000 megawatts. This is the

marketplace talking, but the Administration is not listening. Instead,

Treasury To proposes to take action that will seriously JlSadvantace the

renewable energy industries, most of which are small businesses, while

continuing to advantage tie electric utilities.

* In the past decade, the United States has spent more than $550 billion

for imported enerqy--$00 billion in 1984 aloe. This monetary hemorrhage is

adding seriously to the federal deficit an] must 'e stopped. Renewable energy

technologies will certainly help stop it.

* Expanded use of renewable energy technologies will generally benefit

the environment, particularly in terms of reducing acid rain and carbon

dioxile buildup and limiting other water and air pollutants.

* Finally, Mr. Chairman, renewable energy's greatest contribution is in

the area of national security. These technologies meet all of the key

national security tests. They are decentralized and less vulnerable in the

event of a major disaster than conventional technologies. They are abundant

domestic resources, freeing us from more deprdence on foreign sources. They

arm nondepletable and thus are much preferable to fossil reserves that can be

used up with resulting jeopardy to national security. Moreover, the

proliferation of renewable energy technologies--hopefully through U.S. sales-

will help reduce the world's dependence on Middle East and Communist block

oil. The Administration, however, clings to tie national security argument to

justify extending tax credits for oil and gas and then changes its logic to
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contin]L opposition to renewable energy credits.

Under Treasury 2 o. the Administration would restore major tax privileges

for oil companies and other nonrenewable energy industries while renewables

and conservation would loge their most significant tax benefits. At a Solar

Lobby press conference on Capitol Hi 1l on May 30, the Lobby and nine other

group-r s issued the joint statement calling this action "unfair and unwise. It

jeopardizes our most cost-effective means to energy security and it hurts the

very kind of entrepreneurs whom the President has rhetorically praised-the

small businesses that are developing renewable energy technologies."

Mr. Chairman, as you know, Treasury Two would restore most of the oil

and gas benefits that Treasury One would have removed. Xcnong the most

inequitable of these loopholes is expensing of intangible drilling costs.

Under the new plan, according to the Treasury Department, "in 1986, 31,000

people with adjusted gross incomes over $100,000 . . . would receive an

average benefit of approximately $28,000." Meanwhile, the moderate-income

hcrewners who want to insulate their bores or install efficient furnaces or

solar water heaters would lose their benefits.

The public interest group statement from the press conference notes that

while Treasury One would have eliminated all depreciation benefits, the

depreciation provisions of Treasury Two would be even more generous to

electric utilities than existing depreciation provisions. Moreover, renewable

energy facilities would lose half their depreciation benefits, in addition to

losing the renewable energy tax credit.

Renewables are now in the five-year depreciation category. Under Treasury

Two, they would be put in a ten-year category, giving them smaller writeoffs.

Meanwhile, coal-fired plants would be moved from a fifteen-lear period down to

a ten-year period, increasing their writeoffs. Nuclear plants would remain in
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a ten-Wear category; by contrast, Treasury Ore would have put al I power plants

into a thirty-eight year category. Environmental Action Fourdation calculates

that te depreciation changes for coal and nuclear plants would mean an added

cost to the Treasury of $3.5 billion a War as curmpared to Treasury Ore. -Th-

cost of this change over 3ust a five-war period ($17.5 billion) would thus be

S tires greater than the total cost of S. 1220 over its five-War lifetime.

Under Treasury TQwo, the percentage depletion al lowanoe for ol m gas would

be phased out over five years for most wells. We call on Congress and the

Administration to establish an equitable phaseout of all federal tax

subsidies. At the very least renewable and conservation tax credits should be

phased out on te sanxe schedule as benefits for oil and gas.

With the dvantages of renewable energy and the disadvantages of Treasury

Two already outlined, the questions that now logically flow are three:

0: Considering all of the advances of renewable energy technologies, why

are tax credits for them reeded?

A: Under Treasury One conditions, the renewable technologies could fight

it out in the marketplace-many would survive, sore would not. But Treasury

Two's bias toward oil, gas, and the utilities skews the marketplace again.

The Departent of Energy subsidies automatically give an advantage to nuclear

pOvRr. Our team is in trouble. Wt need fair treatment in te tax code.

0: Why doesn't the Administration support conservation and renewable

er ergy?

A: I reter to tte contents of the DUE/EIA Monthly Energy Review. With

the exception of hydrcooer (which periodically rates a column of figures in

the review), conservation and the renewable energy technologies are mentioned

only superficially or as mere footnotes. It is entirely possible that the

President of the United States and some senior cabinet officials do not know

that renewable energy provides the nation with twice as much primary energy as
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does nuclear power and at a fraction of the federal subsidies that nuclear

enjoys. Nor have they probably been told about the prcrising technological

advances in the renewable energy industries.

Another reason for lack of full support for the renewable energy

industries lays at the feet of the industries tbe.selves. The hucksters and

the tax credit peddlers have visited our house. Because of our enthusiasm for

the promise of renewables, some initially slipped right by to do great damage

to the reputations of the overwhelmingly honest sectors of renewable energy

industries. The industries have taken important steps in the cleanup process

already; as a consider organization, we would welcre the opportunity to work

with the Congress on increasing consumer protections. However, we don't

believe that the majority of renewable industries should be punished for the

transgressions of a small minority. These transgressions are peanuts compared

to those of the big energy boys. Neither the Teapot Dome scandal of the oil

industry or the more recent tens of billions in oil overcharges and nuclear

plant cost overruns brought these industries en masse to the bench for federal

eecuticon. When dealing with renewable industries, let's not throw the baby

out with the bath water.

Q l hat is the recommended solution?

A: Accept the renewable energy technologies as maturing, valuable

industries with a promising future. Treat us fairly in comparison with other

energy technologies. In the interest of a fair and affordable energy policy,

the Solar Lobby and the nation's other major environmental and consumer

organizations have no choice but to stand solidly behind extension of the

renewable energy and conservation tax credits as outlined in S. 1220. As you

can see from the attached list of more than 100 endorsing crganizations, they

range from large national groups such as the Consumer Federation of America,
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National Faiters Organization, National Audubon Society, Sierra Club, and

American Association of Retired Persons to a variety of regional and state

organizations.

S. 1220 would extend the tax credits for all the renewable energy

technologies on a technology-by-technology basis over several years,

substantially reducing costs from the current legislation through a variety of

phasedowus and other measures.

S. 1220 also includes extension of the residential energy conservation

tax credit. This credit, which is claimed by 3 million families annually,

helps them improve the energy efficiency of their homes by encouraging them to

install insulation, storm windows, furnace improvements, and other energy-

saving measures. Energy conservation is the least-cost energy source

available, cumulative energy efficiency improvements already satisfy 23% of

our energy needs and could supply significantly more. Conservation is

particularly helpful in the residential sector where mcst housing was built

long before the higher standards of the post-embargo period. The credits are

especially popular in the states with colder weather and older housing in need

of energy conservation improve ments. More important, the energy conservation

credit is used most by those in greatest need; according to the IRS, half the

claimants earn $30,000 annually or less. S. 1220 would increase the energy

savings from the credit while lowering the cost the federal Treasury. H.R.

2001 would impose a $30,000 annual income ceiling on the conservation credit

and lower the total allowable credit from $300 to $175. The Northeast-

Midwest Institute has estimated that these and other proposed reforms will

save $200 million over the li6e of the extension from current law while saving

50% more energy.

Mr. Chairman, S. 1220 provides the scheduling concept for the phaseout of

tax credits for renewable energy and conservation. We suggest a similar and
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equitable phaseout for the other energy technologies.

Seven Wars ago, the United States made a significant investment in the

renewable energy technologies. There were problems getting off the ground

with consumer education, faults in some of the new technologies, reluctance

from te financial community, and an effort on te part of the Administration

to rescind tax credits in 1981. It took a Supreme Court decision in 1983 to

open te markQet to independent electric power producers.

Despite these hurdles, tie accomplislaents have teen most impressive. ;Nb

now have major advances in a wide range of solar systems. After only four

years of major development, wind machines are rapidly becoming one of the

least-cost methods of producing electricity in smoe parts of te country. Tie

United States has the second biggest fuel ethanol industry in the world, an

industry that is paving the way for other fuel alternatives. Te wCod fuel

industry has passed through a revolutionary stage to where it now leads oil,

gas, and coal as a preferred fuel in certain sections of the country. New

advances in hydropjer now permit small units to blend into a number of rivers

and streams with minimal environmental disturbances. Geothermal and

groundwater heating and cooling systems are becoming increasingly routine: and

ocean thermal technology holds real promise for the future.

Mr. Chairman, these technologies are becoming an increasingly important

part of America's energy mix. In many areas, we lead the world. This is not

the time to abandon our commitment to a renewable and sustainable energy

future. Thank you for your consideration.
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ORGANIZATIONS ENDORSING H.R. 2001/ S. 1220

Ni LuNAL UKLANI ATIUNS

A.e esia%. Agccultur: HovaLt
(UavL Sencer)

And.rican Ashociation of Retired
eegions (AA) (Wavid Certner)

A,erscan Solar inergy Association
(susan bturby)

American Wind Lnergy Association
Liom L,[dyj

Aw.rc.ib Lor lIdian Upportunicy
kLaUonna kiarris)

Uko-Loergy uulcil (Paul benke)

Ltit u rn/Lalor Lotrey -oali ion

Litici.' Lergy Vroject (Kin bosviose)

'.u,.aumrr . -deratton of America
(.,teve irobecK)

Lnvironmental Action (Ruth Caplan)

Enviroiimental Policy Institute
(Norrib Mclonald)

Lnvsronmentali&t for Full Employment
tKichaid Crossman)

Vriends of the Earth (Geoff Webb)

Futo for Secure Energy (Tom Kinder)

Independent Energy Producers'
AosuC~atin (Jan Ujamrin)

Industrial Fabrics Association
hiternational kMarcia Thomson)

lmnte Energy (Kebecca Vories)

Inbcitute for Local Self-Xelisncec
(Wavid Morris)

Lidk Walcon League of America
liMaitli d Sharpe)

JUbs in Lnurjy
(Margaret Morgan lubbard)

National Association of Retiied
Federal Employees (Edward Chodos)

National Association of Solar
Coutractora (John Woyke)

National Audubon Society
(Or. Jan bayes)

National conference of Stare
Legislatures (Sharon Waxman)

National Center for Appropriate
Techoouy (Peggy WheeLoc)

National FarMers Or&an1zation
(DeVon Woodland)

National Hydropower Associat on
(Lee Coodwin)

National Parka & Conservation
Association (Descry Jarvis)

National Wood Energy Association
(David Keenan)

Natural Resource4 Defense Council
(Laura King)

NETWORK. a Catholic Social Justice
Lobby (Nancy Sylvester. IH)

Nuclear Information Resource Service
(Janet Lowenthal)

Ur6aniang Media Project
(Chris hedford)

Pa Christi (Sister Mary Lou KownackL)

Public Citizen (Paul MarkowitZ)

Renewable Fuels Association
(Eric Vaughn)

Kural Coalition (Lawrence Parachinx)

(Continued)
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bheet Metal & Air Conditioning
Lo lfctors Nctonal AaociatLon
(SMACNA) (Scan Colby)

Sheet Metal Workers Interndcional
Association (Ralph Wi.1ham)

Sierra Club (brooks Yeager).

KLtCIUNAL/STATE/LOCAL OitCANIZA1IUNS

ALken tnvoronmetnl Coalition. SC
(ionald II. Heaton)

Alliance of Minnesota Energy Industries
(bteven Dess)

Aitcrstive ousrgy kewources
Urg.&eAation (ALKO) (Al Kurki)

Appalachia Science in the Public
oitcct (Albert Fritach)

Liecthew Mr Life, Chicago
(Luther bnow)

Cau.pa sn foe a Proupeos Georgia

(14W Johnson)

Lacholic Rural Life Coalition of Iowa

Center fur Neighborhood Technology.
ChicagO (Scott Bernatein)

CitLen,' Action Council of Indiana
(Janelle Cosaino)

Lt~izent's Health Committee, CO
(btiusan Franca)

Citizens' Utility board, WI
(kathleen F. U'MeiLly)

Coalition Ice a Crass Koots ShelCer, ML
iL:u s Okun)

Lolorado State University Solar Energy
upplitciLona Laboratory
(Karen Den braven)

Como Energy Project, St. )aul
(J. Barry Eliason)

Solar Energy Industries Association
(Scott Sklar)

Solar Lobby (Tina Hobson)

SolarVsion, Inc. (Bruce Anderson)

Union of Concerned Scientists
(James MacKenzie)

Conservation Council of North Carolina
(John Runkle)

Energy Association of New Hampshire
(Thomas E. Hinon)

Environmental Action Kesource Service,
Colorado (Lana Thomkas and Steve
Wachterun)

ilurida Appropriate Technology. big
bend League of Conservation Voters,
Apalaclhee ecyciing Center, and
CoasunLty Action Committee of United
Church in Tallahassee, FL
(bernard Windhism)

Georgia Solar Coalition
(Jeffrey S. Tiller)

illinois Alcohol Fuel Association
(Lloyd Reesor) -

Illinois Sate Energy Alliance
(Dr. Rachelle Zalman)

Illinois Solar Energy Association
(Mirk Elmore)

Institute for Alternative Agriculture
(ur. Garth Youngbird)

Lowa American Agriculture Movement

Iowa Citizen Action Network
(Mike Lux)

Iowa Citizens for Community Improvement
(Carol Kress)

(Continued)
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Iowa Farmers Union
(Fete troghan)

Iowa Farm Unity Coalition

Iowa National Farmers Organization
(Kictiard Sceflen)

Iowa U.S. Farmers

Iowa UAW CAP Council

Intertisch Agency for Peace & Justice,
lowa

Jaiistown Audubon Society, NY
(nose Mary WiLcox)

Jordan Lnergy inutktuce
(Ni is Anderson)

Lnder Energy Conservation Council
(Itoger Potratz)

LUULIMsn bolar Ucaigil Aswosatiun

(Ur. JAbon C. bhih)

Matne Audubol Society
(Christine T. Uonovan)

Maine Solar Energy Association
(balada UtcKaOun)

MiChiian Solar Energy association
(Fred Ceraw)

isMoesoca Solar Energy Association
(Mark Lautgeb)

Mintiesota Solar Industries Guild
(harmn Wilson)

Minnesota Wind Lnergy Associstion
(Vau Jacobs) -

Montana Wind ELergy Associa:ion
(Joe Farrell)

New Lngland ular Lxcrgyj Associkion
(Larry Sherwood)

New Mexico Solar Energy Industries
%s6¢c4tXon (MatthCw bas)

New York Metropolitan Solar Energy
Society (Jon Naar)

Northwest Rivers Alliance
(Mark Palmer)

Oklahoma Solar Energy Industries
Association (Ward Slager)

Pennaylvania Solar Energy Council
(Leslie Jacobson)

1he PV Network News. Solar Works
(A.D. Paul Wilkins)

Rhode Island Solar Energy Association
(Domenic iucci)

Sand County Audubon Chapter
(Mary A. Rather)

Sierra Club-Rocky Mountain Chapter
(Kirkwood Cunningham)

Sierra Club--blue Ridgm Croup, NC
(Peas Green)

Solar Energy Associstion of Oregon
(Phil barnett)

Solar Oregon Lobby
( red Iseurte)

Teas Renewable Energy Industries
Association (Curtis U. Higgs)

USO Forestry Club
(Jell Mecham)

Utah Solar Advocates
(Scott Cutting)

Utah Council of Independent Power
Producers (Colin Jackion)

West Michigan Environmental Action
Cot nilC (Mary Louise Ireketee)

Wisconsin's Environmental Decade
(Peter Anderson)

Woodlands Institute
(Michael Meador)
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JOli? SATNK(E1T 05 klU ISYI TIOB TA.1 PLAN

U.S. Capitol, Washington, D.C.
May 30, 1985

Today we join together on behalf of 10 national environmental and consumer
organizations in a united appeal to reform our nation's energy tax policy to
create a "level playing field" for all energy investments. While Treasury
Two as a clear Improvexent over the status quo, it is a significant retreat
from Treasury One, which moved toward a level playing field by removing all
tax subsidies for energy. Unfortunately, the Adaxnietretion's now plan falls
far short of this goal.

Oil companies and other nonrenewable energy industries have had major tax
privileges restored under Treasury Two, while renewable. and energy
conservation have lost their moat significant tax benefits. This is unfair
and unwise. It Jeopardites our moat coat-effective means to energy security
and it hurt& the vary kind of entrepreneurs whom the President has
rhetorically praised--the small bumineease that era developing Innovative
renewable energy technologies.

Our nation now spends more than $27 billion annually on tax breaks to the
energy industries. Almost all of these expenditures are for oil. ga, coal
end nuclear, giving these nonrenewable resources a great competitive advantage
over energy efficiency and renewable energy resources. Current tax policy is
promoting a short-term solution to a long-term problem, without even
accounting for the environmental and conedmer costa of pursuing this path.

while Treasury One would have eliminated all depreciation benefits, Treasury
Two would be even more generous to electric utilltiea than existing
depreciation provisions. By contrast, renewable energy facilities would lose
half their depreciation benefits, in addition to losing the renewable tax
credit.

In the interest of a fair end affordable energy policy, we have no choice but
to stand solidly behind extension of the tax credits for energy conservation
and renewables. Legislation introduced in Congress has been structured to
phase out the renewable energy and conservation credits on a technology-by-
technology basis over three to five years. The renewable energy industry is
prepared to adjust its research and development plane and its marketing
strategies to accommodate this schedule. We strongly support this approach,
which has been incorporated into H.R. 2001, sponsored by Rep. Cac Heftel and
more then one hundred colleagues, and S. 1220, just introduced by Senator
Mark Hatfield. These bills have been endorsed by one hundred renewable emnrgy,
environmental and public Interest organizations.

Under Treasury Two, the percentage depletion alliance for ox! and gas is also
being phased out over five years for most wells. We cell on Congress and the
Administration to establish an equitable phaseout of all federal energy tax
subsidies. At the very least renewable and conservation credits should be
phased out on the same schedule as benefits for oil and gas.

(continued)
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Currently renewable energy sources supply almost 10 percent of U.S. energy and
could easily supply more than 20 percent by the year 2000 if not Impeded by
government obstacles such as tax inequitles. Similarly, cumulative energy
efficiency improvements already supply 23% of oL.r energy needs and could
supply significantly more. Vithout a levei playing field, special tax
incentives are an essential Ingredient for achieving these potentials.

Energy consumptiorn and the volume of oil imports are again on the rise,
worsenirg a monetary hemorrhage that is a major contributor to tbe federal
deficit. The United Ctates has expended about S500 billion for imported
energy over the past decade and more than $52 billion in 1984 alone. [nergy
independence, called for by the President, cannot be realized if we rely sc
heavily on domestic oil production. Our nation has leas known conventional
oil with each passing day. We need incentives to use less oil, not to drill
the oil we have at faster rates. Treasury Two takes us in the wrong
direction, by enciuraging drilling and discouraging conservation and
renewa b lea.

In addition, by restoring tax breaks for utilities to build nev power plants
and cutting benefits for conservation and renewable, Treasury Two would
create a situation that would lead to large tax expenditure. for new poser
plants in the future. The energy scenario projected by the Department of
Energy would entail cepital investments of $1 trillion in 1982 dollars end
voild cost around $16" billion in federal tax expenditures under Treasury Two.

Only by allowing the marketplace to determine energy investments will the
U cited States achieve cost-effective energy security and a strong economy. We
call upon the Administration and Congress to adopt an equitable and fair
energy policy by phasing out all energy subuidie across the board end
soporting the phaseout model in H.R. 2001 and S. 1220.

Citlmen/Lsbor Rnergy Coalition Consumer Federation of Lmrica

E environmental Action Eivlronaental Policy Institute

Friends of the garth National Audubon Society

Natural Resources Defense Council Public Citizen

Sierra Club Solar Lobby
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STATEMENT OF TEXACO INC.
SUBCOMMITTEE ON ENERGY AND

AGRICULTURAL TAXATION
June 21, 1985

Texaco appreciates the opportunity to provide its comments to the Subcommittee
and to review a number of serious national policy issues presented by the
impact that tax law has on the implementation of domestic energy policy and
national security and by the sharp increase in petroleum product imports into
the United States combined with the accelerating decline in U.S. domestic
refining capacity. The growing dependence by the U.S. on petroleum product
imports raises concern in the areas of trade and economic policy, energy
policy and national security. This Subcommittee's responsibility with respect
to energy taxation makes these hearings timely and appropriate.

SIGNIFICANT TRENDS

Tax Reform

Press reports on President Reagan's Tax Reform Proposal often decry the
President's decision for reasons of national security to retain incentives for
oil and gas exploration. One thing these report3 fail to point out is that the
petroleum industry is already highly taxed. The November 28, 1984 study by
the Joint Committee Staff shows that the petroleum Industry's rate of income
tax payments for 1980-83 was 28% higher than the average of other industries.
Also taking into account the so-called Windfall Profit Tax which Is aimed only
at oil and gas production, the tax rate on petroleum was the highest of the 30
major industries studied.

The press reports also imply that the national security consideration is not
real. However, earlier this year the Interstate Oil Compact C mission, an
organization of 30 state governments which have oil and gas production,
commissioned a study of the effect of revoking the deduction for intangible
expenses incurred in drilling oil and gas wells. These are expenditures that
don't have any salvage value, such as amounts paid for labor, fuel, repairs
and equipment hauling. The Commission projects the number of wells drilled
would be reduced by over 200,000 from that expected during the period 1986
through 1991, with the consequence that oil production would be reduced in
1J9 by over 1.5 million barrels of oil equivalent per day. This is more than
twice the shortfall we suffered during the 1979 energy crisis.

The Interstate Oil Compact Commission also studied the effect of the repeal of
the provision allowing expensing of tertiary injectants. Tertiary, or as it
is sometimes called enhanced, recovery permits the removal of additional oil
which would not otherwise be recovered from known reservoirs through the use
of chemical Injectants such as carbon dioxide. The composite effect of the
Treasury Department's November 1984 Tax Reform Proposals regarding cost
recovery, intangible costs and the repeal of tertiary Injectant costs

51-229 O - 86 -21
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projected by the Commission on tertiary production would be a decrease in
recoverable, but already discovered, oil reserves of some 1.8 billion barrels.
This Is approximately four times the volumelof the strategic petroleum
reserve, which on January 1, 1985 contained only 450 million barrels.

In addition, the press reports don't bother to mention that the President's
plan would leave the petroleum industry saddled with the so-called Windfall
Profit Tax (the U.S. Treasury Department's Tax Reform Proposal of last
November would have phased it out). Despite its name, this is an excise tax
imposed on oil and gas production. It even applies to oil that hasn't been
discovered yet, so there can't possibly be any windfall on it. For major
companies, it also applies to "stripper" wells, or marginal wells producing 10
barrels a day or less. The tax itself can mean the difference between whether
a well or field is economic to produce or should be abandoned. For reasons of
national security if not fairness, one of the President's announced goals,
this tax ought to be repealed immediately.

The press reports also fail to point out that the petroleum industry will be
affected by the President's proposals which affect all business. Overall,
despite a reduction in the corporate income tax rate, the President plans to
raise corporate taxes by $25 billion annually, a 29% increase, principally by
eliminating the investment tax credit for equipment and changing tax
depreciation. On June 18 Martin Feldstein, Harvard Professor of Economics and
President Reagan's former Chairman of the Council of Economic Advisers, argued
before the Senate Finance Committee that the investment tax credit and
favorable depreciation treatment for new equipment should be maintained;
otherwise, capital will be diverted into buildings and other types of
investment rather than the productivity-increasing equipment needed to remain
competitive in world markets.

The press reports also generally overlook the fact that a $57 billion revenue
shortfall in the President's proposal was made up by recapturing favorable tax
depreciation benefits enacted in 1981 at President Reagan's request. As
Professor Feldstein testified, "There is simply no justification for
retroactively reducing the value of depreciation taken during the past five
years. Such a retroactive change in depreciation rules would make businesses
justifiably suspicious about the value of future depreciation benefits. And
if businesses cannot rely on the government to give the full value of promised
depreciation, the incentive to invest will be substantially reduced."

Both the abolition of the investment tax credit/accelerated cost recovery and
the recapture of past cost recovery deductions will have an adverse impact on
the cash flow of the petroleum industry and its ability to finance new in-
vestment. In addition, the abolition of the investment tax credit/accelerated
cost recovery can make the difference on whether an investment project is
economically viable. To the extent such projects are in the exploration and
producing area, the resulting loss of production will have adverse national
security implications. To the extent such projects are needed to maintain the
competitiveness of existing domestic refineries, progressively more of our
domestic consumption of petroleum products will be satisfied by foreign
refineries--again with adverse national security implications.

Texaco supports real tax reform to achieve fairness and growth, without
sacrificing national security. However, substantial modifications will have
to be made in the President's proposal to achieve these objectives and to
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provide the necessary incentives to help keep the domestic petroleum industry
competitive against the rising tide of petroleum product imports.

Product Imports/Refinery Ca acitv

Volumetric Growth in Product Imports

In 1984 gasoline imports into the U.S. averaged over 309,000 barrels per day
(BPD), an increase of 38% over 1983. This increased to 379,000 BPD in the
first quarter 1985, an increase of 33% over the 285,000 BPD level in the first
quarter of 1984. Middle distillate imports, such as diesel fuel, heating oil
and jet fuel, averaged 255,000 BPD, an increase of 70% over 1983 levels.
These amounts are much greater when partially refined product imports such as
naphtha and blending stocks are included. Charts 1, 2 and 3 further detail
the increasing trend in U.S. petroleum product imports.

Domestic Refiner Margin Squeeze

Gasoline imports in the 1960's and 1970's supplied 1 to 2% of U.S. demand but
have risen 

t
o as much as 8% of total U.S. demand when blending stocks used in

marketing gasoline are included. Analysis of current trends Indicates a
continued upward movement in product import dependence in 1985 and beyond.
Gasoline imports are primarily directed at the U.S. East Coast where they now
approach 15% of demand when imported blending stocks are included. In 1984,
imports supplied 15% of all regional light product demand in PADD 1.

The increasing flood of product imports has exerted significant downward
pressure on refiner margins in the U.S. For the first quarter 1985 a number
of the majors experienced continued losses or reduction in earnings in the
downstream sectors (See Chart 4). In today's highly compet-tive marketplace,
it Is the price of the last barrel seeking to enter the market which can
determine the overall level of prices.

There is increasing evidence that foreign export refiners seeking access to
U.S. markets and the displacement of domestic refined products are offering to
sell gasoline, middle distillates and heavy fuel oil at prices sharply below
any reasonable estimate of refinery costs. This cost/price relationship is
set forth on Charts 5 and 6. Cost absorption of over $3 per barrel by
government-owned export refiners appears to be occurring, representing as much
as 7 ¢ per gallon. In an attempt to compete against foreign competition which
analysis indicates is engaged in sales below cost, domestic refineries are
experiencing depressed margins and large losses in widespread instances.
These margins would be further reduced if the "recapture" windfall tax on old
investment contained in the President's tax reform proposal is adopted.

Decreasing U.S. Refining Capacity

Competitive market conditions since decontrol in 1981 have led to an extensive
rationalization and contraction of the U.S. refining industry. In 1981, there
were 315 operating refineries in the U.S. with a total capacity of 18.6
million barrels per day (MMBPD). By the beginning of 1985, the U.S. had less
than 200 operating refineries, with slightly under 15.4 MMBPD of operable
capacity, according to the Energy Information Agency. Operatle capacity is
defined as capacity that is now operating plus idle capacity rhat could be
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returned to service within 90 days. There is a significant amount of reported
operable capacity which has been shut down since the first of the year or has
been idle for such an extended period that a serious question exists whether
it could ever be operated again without great expenditures and within any
reasonable period of time.

Some reduction in U.S. refining capacity has been required to remove the
inefficient facilities constructed during the period of Government controls in
the 1970's which artificially stimulated demand and encouraged the
construction of small inefficient refineries. Today, however, the U.S. is
rapidly approaching the point where future plant closings will involve modern,
efficient facilities which simply cannot competitively survive against
below-cost, subsidized sales by foreign government export refiners seeking
access to U.S. markets. The future configuration of the U.S. domestic
refining industry over the next several years may well be largely determined
by the policies of foreign governments.

Declining U.S. Crude Prices

Faced with mounting losses, U.S. refiners have reduced the price paid to U.S.
producers for domestic crude. The declining trend in U.S. crude prices and
the resulting reduction in producer cash flows has led to a sharp reduction In
U.S. exploration and drilling activity. Unless these trends are reversed, the
U.S. must anticipate higher levels of crude imports in the years ahead which,
when combined with the increasing level of product imports, could push the
U.S. in a few years to a level of 50% import dependence, a level which the
experience of the 1970's demonstrates is an unacceptable dependence on foreign
sources.

Construction of New OPFC Export Refining Capacity

In the face of significant excess refining capacity today in major consuming
countries, an estimated 2.25 HMBPD of new refining capacity is nevertheless
planned or under construction in several OPEC countries and will come on
stream in the next several years. One million BPD of this new export capacity
will be on stream by the end of 1985. Their strategic objective will be to
gain access to consumer markets, including the U.S. The locations of these
export refineries in the Middle East and North Africa, as shown on Chart 7,
representing 1.4 MMBPD of capacity, are in areas which were the source of
crude supply disruptions in the 1970's.

Other exporters of product to the U.S. in recent years include Romania and
China. In addition, Russia, at various times, exports large volumes of
petroleum products into Europe creating surplus product which, by
displacement, often moves to the U.S. Dependence on these areas as an
important source of energy supply for the U.S. and Europe can create
additional foreign policy and defense costs.

A list of the leading countries currently exporting petroleum products into
the U.S. is shown on Chart 8.

Impact of Environmental Investments

During the last ten years, the domestic refining industry has expended over
$30 billion for environmental facilities to meet mandated product
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specifications and to control plant emissions. Additional Superfund taxes and
other hazardous substance regulations which are pending will significantly
increase the environmental costs of U.S. refineries. A study by Batelle
Columbus Laboratories indicates that U.S. refiners incur mandated
environmental costs of as much as $1.50 per barrel over foreign export
refineries.

Our own U.S. Government is currently providing incentive subsidies favoring
petroleum product imports. EPA has granted lead banking credits worth as much
as 4.5C per gallon to importers of low lead gasoline. EPA recognized that
many domestic refiners currently lack the equipment to produce lead-free,
higher-octane fuels in accord with its lead phasedown timetable. Therefore,
it adopted lead banking provisions for products with lead levels below current
standards during the transitional period while domestic refiners install the
necessary equipment. Most Importers, however are brokers, blenders, and
middlemen not engaged in refining who now enjoy a windfall from the banking
provisions of up to 4.5c per gallon. This permits them to put even greater
pressure in the market place on the already depressed margin and cash flow of
the domestic refiner--a result contrary to the stated objectives of EPA's lead
banking program. This is one more example of the alluree of the U.S.
Government to have a clearly defined view and policy with respect to the type
of domestic refining industry required by our national interests.

Outlook

OPEC crude oil producers in today's market often experience difficulty in
selling their available crude at official government prices. Sales discounted
from official prices threaten the overall crude price structure. In these
circumstances, government operated refineries and processing arrangements
provide a convenient basis to veil the discounting of crude prices. In
addition, such refineries may also provide an opportunity to realize
additional petroleum revenues from exports over and above the sales volumes
permitted under the OPEC established crude oil quotas set for member
countries. For these reasons OPEC export refineries can be expected to
continue to operate at high levels and be expanded. Such refineries are also
an important source of local employment and therefore have additional
political significance.

The desirability of the hard currency available to foreign exporters from the
sale of petroleum products into U.S. markets further suggests that the trend
in increased U.S. product imports will continue and perhaps even accelerate.
Crude oil and raw material costs represent the largest single component of a
refiner's cost (over 80%). There is no way through reduced operating expenses
or increased productivity that U.S. refiners can compete against raw material
and other subsidies over $3 a barrel.

There exists the potential that growing U.S. import dependence, combined with
a shrinking U.S. refining base, will permit establishment of a new "seller's"
market in the years ahead. Domestic sales below cost to achieve market
dominance are, of course, outlawed under U.S. antitrust laws. It would be
ironic if the U.S. were to permit foreign governments to achieve what U.S.
policy has prohibited on the part of private domestic firms.

The prospect of increased access to U.S. markets by foreign product exporters
is further enhanced by comparatively low import duties and the absence of
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quotas or other restraints. U.S. petroleum product import duties on gasoline
are only 1.25C per gallon and were set in 1947 when the wholesale price of
gasoline was approximately IOC per gallon. These duties have never been
increased to reflect price increases and other changed economic relationships
since the mid-1940's. Such duty levels could be increased 7-10 times their
present levels solely on the basis of changed economic and market conditions
since the time they were first imposed. U.S. import duties on petrochemicals
average 8 to 10 times higher than petroleum products at present. European
product import duties currently are as much as 4 times higher than the U.S.
and Japan refuses to admit foreign refined gasoline to enter the country.

Confronted with; 1) mounting losses, 2) increased environmental investments
and taxes, 3) the loss of the capital investment incentives provided under
current tax laws, 4) imposition of a "recapture" windfall tax on old
investment and, 5) continued competition from sales below cost, U.S. refiners
will continue to shut down facilities. There m~y exist an apparent surplus of
operable domestic refining capacity as compared to current average daily runs
of approximately 12 MMBPD. It is not at all clear, however, that maintenance
of the idle units included in the classification of "operable" capacity has
been adequate to permit a rapid increase in current crude running in the event
of a supply disruption. Moreover, some surplus in refining capacity is
required to compensate for the periods when units must be shut down for
testing and Inspection. Historically, operating at 90% of capacity is about
the optimum the industry can hope to achieve. In addition, as much as 3 MMBPD
of capacity will be required to run crude oil from the Strategic Petroleum
Reserve in the event of a supply disruption. When these factors are taken
into consideration, the existing cushion of surplus refining capacity in the
U.S. is not very large and may already have reached the level where any
further reduction would be contrary to the national interest.

Foreign refineries during a period of worldwide crude disruption may not have
crude supplies above their domestic requirements to provide a basis for
refining products for export. Moreover the prices demanded for such products
will undoubtedly reflect the escalated levels which experience in the 1970's
indicates will occur following a supply disruption. The question of how much
excess U.S. refining capacity the U.S. requires is complex and not at all
clear. What is clear, however, is that once a plant or major unit has been
shut down for any extended period of time, it is most unlikely that the
equipment would be in a condition to resume full operations in any short
period.

Mothballing Refining Equipment

Our review of the requirements for the protection and start-up of idle
petroleum refining equipment indicates a significant amount of expense,
maintenance and testing is involved to start up an idle plant. Even with
adequate mothballing, internal and external corrosion will be experienced.
This corrosion damage and cost to repair or replace equipment removed for use
in other facilities increases significantly with time. Other problems
encountered when restarting an idle refinery concern recruiting and training a
workforce, developing contracts, purchasing catalyst and chemicals and
reinstating elapsed environmental permits. This is time consuming and
expensive. A minimum of four months is required to restart a refinery idle
one year and as much as eight months when idle in excess of two years,
excluding any delays resulting from permits, availability of utilities and
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delivery of critical catalyst and chemicals. Mothballed facilities would
provide little assistance in dealing with the type of supply disruption
experienced in 1973-74 and 1979.

PROMPT NATIONAL POLICY REVIEW REQUIRED

There is a strong indication that, absent a shift in national policy, the U.S.
will continue to drift into a growing and excessive dependence on foreign
product imports. Overall, imports of crude and product into the U.S. in-
creased by 8% in 1984, the first increase following several years of decline.
The painful U.S. experience with excessive dependence on foreign imports in
the 1970's dictates that a policy review should be immediately undertaken by
responsible officials to determine at what level increased crude and product
imports cease to be prudent from the standpoint of economic policy, energy
policy and national security. The short-term consumer benefits available from
product sales below cost will be more than offset by the longer-term price
increases which will occur from excessive Import dependence in the event of a
future supply disruption or the reestablishment by OPEC of a seller's market.
How much longer can existing levels of domestic refining capacity be
maintained under the severe margin squeeze and mounting losses resulting from
competitive prices apparently based on sales below cost?

A number of economic issues should be included in the policy review. Key
areas of the economy will be adversely affected if increasing levels of
petroleum imports lead to the reestablishment of a seller's cartel or are
cut-off by a supply disruption. These include GNP growth, employment,
inflation, interest rates, balance of payments and federal budget deficits.

The policy review should also include an evaluation of current U.S. trade
policy in the energy sector together with an appraisal of the practicality of
existing enforcement mechanisms to deal with a natural resource subsidy form
of unfair trade practice. U.S. Customs procedures relating to the
administration and interpretation of existing duties on finished products and
blendstocks should also be reviewed. Wide discrepancies and inequities
currently exist and are more fully described in Chart 9. Consideration should
also be given to the justification and utility of maintaining a Strategic
Petroleum Reserve (SPR) at an annual cost in excess of $4 billion if adequate
refining capacity is not available to process crude from the SPR during a
period of supply disruption.

Finally, there is the area of national security. Whether an imminent national
security concern is created at present levels of crude and product imports is
a matter upon which differing views have been expressed. In recent
Congressional hearings the Department of Defense (DOD) testified its petroleum
product requirements would increase four-fold to approximately 2 million
barrels per day in the event of a major military mobilization. Moreover, many
of the refineries operated by U.S. comp-nies outside the U.S. which were
suppliers to DOD in prior years have more recently been closed or sold to
foreign governments. These developments place a greater dependence on our
domestic refining base.

Those expressing complacency at current levels should be queried as to what
point in the future, on the basis of existing trends, our dependence on
foreign imports would reach a point where a genuine national security concern
exists. What is the criteria policymakers should employ in making such a
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judgment and what industry operational lead times must be accommodated for any
remedial action to be timely implemented? Attached is a white paper which
suggests certain criteria to be used in addressing these issues.

The timing and form of any remedial measures required to protect U.S.
interests in this vital area should be determined by the Judgments made in the
comprehensive policy referred to above in formulating U.S. policy in these key
areas. If analysis indicates the current level of domestic refining capacity
should not be permitted to further erode, strong action at an early date would
be required.

A listing of some of the more critical issues and questions Texaco believes
should be addressed is set forth below. Responsibility for the analysis and
resolution of these economic, trade, energy policy and national security
issues appears to lie In many different departments, agencies, and committees
in both the Executive and Legislative branches of the U.S. Government.
Leadership and coordination will be required to ensure that such divided
responsibility does not result in the failure of any party tco accept
responsibility for these difficult and complex matters which vitally affect
the national interest.

In the past there has been a tendency to deal with politically difficult
problems of this nature only in a crisis. Unfortunately, our Country's
inability to address and resolve such problems in advance of a crisis cost the
U.S. economy in the 1970's billions of dollars in addition to a loss of policy
flexibility and significant additional costs in the areas of both foreign
policy and defense.

In the absence of any indication of a policy shift by the U.S. Government, it
is reasonable to anticipate that privately owned U.S. refiners will continue
the established pattern of plant closings required by the severe margin
squeeze and mounting downstream losses. During the 1970's the petroleum
industry was widely criticized for failing to warn the public that the U.S.
was losing Its energy self-sufficiency and the risks associated with a growing
import dependence. Texaco believes that current trends and developments in
the energy sector contain the potential for a future shortage which could
compromise our economic and national security to a greater extent than in the
1970's. We compliment this Subcommittee for holding thezie hearings to focus
public attention on these critical issues. There is urgent need for the
policy analysis studies currently underway within the Administration to be
promptly concluded in order to permit timely informed judgments to be made.

POLICY ISSUES AND QUESTIONS TO BE ADDRESSED

I. Economic Policy

1. What would be the intermediate and longer term impact in the
following key areas of the economy if increasing volumes of
subsidized petroleum product imports produce a continuing pattern of
refinery closings combined with a reduced level of domestic
exploration and oilfield services activity:

a. GNP growth
b. employment
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2. What will be the impact in the following key areas of the U.S.
economy if excessive dependence on petroleum imports leads to the
reestablishment of an effective seller's cartel with significant
upward movement in energy prices:

a. GNP growth
b. inflation
c. interest rates
d. balance of payments
e. federal budget deficits

3. What impact on the following key areas of the economy would result
from a supply disruption if combined crude and product imports are
permitted to reach a level of 50% of U.S. demand:

a. GNP growth
b. inflation
c. interest rates
d. balance of payments
e. federal budget deficits

It. Trade Policy

1. As a matter of national policy, should we expect our domestic
refinery industry to compete against sales of imported products by
producer governments which evidence strongly indicates are below
cost? Are there any other major U.S. industries which national
policy would place in such a position to obtain short-term consumer
benefits?

2. Would below cost sales by foreign competitors differ from the
practice of predatory prices outlawed by the U.S. antitrust laws?

3. What is the justification for the level of U.S. import tariffs on
gasoline and other petroleum product not being revised since 1947 to
reflect current economic relationships?

4. What is the justification for the average import duty level on
petrochemicals being at least 8 to 10 times higher than petroleum
products?

5. What is the justification for European import tariff levels on
petroleum products from many sources being as much as four times
higher than the U.S.?

6. Why should the U.S. have a completely open door for petroleum
product imports when Japan drastically limits the levels of foreign
refined products permitted access to its domestic market?

7. Are existing trade laws and procedures adequate to deal with the new
phenomenon of below cost sales of petroleum products to gain access
to U.S. market?
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III. Energy Policy/National Security

1. What is the minimum level of domestic defining capacity required to
protect against future economic shocks from the reestablishment of
an effective sellers' cartel and insure our national security in the
event of a supply disruption?

2. Does an analysis of present trends in petroleum product imports and
refinery closures indicate the U.S. may be approaching such minimum
level? What are the industry operational lead times that must be
taken into consideration in adopting remedial policy?

3. Should the configuration of the U.S. refinery industry be determined
by the self-interest policies of foreign governments?

4. What amount of excess refining capacity in the U.S. is required to
obtain optimum benefits from the $15 billion investment in the SPR?

5. As a matter of energy policy, is the U.S. satisfied with current
levels of domestic drilling and reserve additions? Is there a
relationship between depressed refinery margins and the prices paid
to U.S. producers for U.S. crude oil? Is reduced cash flow to
domestic oil and gas producers a major reason for the dramatic
decline in U.S. exploration?

6. What are the odds that at some point in the next 10 years there will
be another major energy supply disruption? Is a complacency over
current product import trends consistent with this assessment?

7. What incremental demand for petroleum products will occur in the
event of a major military deployment, i.e., military requirements,
tank-topping by consumers fearing shortages, additional domestic
industrial activity required to support military operations?

8. How reliable suppliers of petroleum products are Romania, Russia
(into Europe and by displacement into the U.S.), Libya and China?

9. How reliable a product supplier would Canada, Mexico, Venezuela and
other Western Hemisphere countries be in the event of a major supply
disruption which threatened their domestic requirements? Would the
price levels of their products be expected to escalate in the event
of a supply disruption?

10. What are the additional military costs associated with insuring U.S.
access to foreign crude supply, including the cost of keeping the
sea lanes open and protecting against tanker attacks? When these
military costs are added to the market price of imported products,
are such products less costly to U.S. consumer than domestic
products?

11. What limits on the flexibility and substance in U.S. foreign policy
are created by excessive dependence on foreign energy sources?
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Chart 9

EXAMPLES OF TARIFF MISCLASSIFICATION
OF PETROLEUM PRODUCTS

The U.S. Government should take steps to ensure a more uniform application of
product import duties and close loopholes which presently allow certain
petroleum products to enter at rates well below those which the Congress
intended. These products include naphthas, motor fuel blending stocks and
gasoline "spiked" with up to 40% ethanol.

Naphtha

There have been cases where high octane gasoline blending stocks, e.g.,
catalytic or reformed naphtha have been imported under the unfinished oils or
naphcha categories and dutled at 0.25c/gallon rather than at the gasoline
tariff of 1.25c/gallon. This loophole has enabled refiners and gasoline
blenders to import catalytic naphtha at the lower rate, blend it directly into
gasoline, and thereby gain a competitive advantage over domestic refiners and
others who import blending stocks at the higher gasoline tariff.

Since the present tariff schedule does not include a separate listing for
these motor fuel blending stocks, there has been considerable uncertainty as
to the classification of blendatocks for tariff purposes, and the duty has
varied at the different ports of entry. This has been further complicated by
Treasury Decision 83-173, which adopted updated ASTM Specifications for motor
fuel and resulted in naphthas with a combined octane rating below 85 for
unleaded and below 87 for leaded no longer being defined as motor fuels. Thus
some customs officials assessed cargos of these blendstocks at the motor fuel
tariff (l.25c/gallon) while others dutied them at the lower naphtha rate
(.25c/gallon) and still others at a higher ad valorem rate.

Gasoline Ethanol Blends

It is believed that ethanol may be entering the United States hidden in
gasoline blends from Brazil as it has recently increased its gasoline exports
to the United States. However, Brazil is a net crude importer, so it is
effectively importing crude and exporting products. Considering the current
refining economics, it is not apparent how this operation can be profitable.
We believe these gasoline exports may contain 25-40% ethanol. Importers can
evade the ethanol import tariff of 60c/gallon plus 3% ad valorem by
classifying the blend as naphtha or gasoline. When sold, the product can
qualify for a gasohol excise tax waiver of 6c/gal.
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Chart 9

Unfinished Oils

Unfinished oils are partially refined petroleum products that do not meet
merchantable product specifications and will not be directly blended into
merchantable products. Furthermore, unfinished oils should require further
major processing to convert them to merchantable products. Effectively, this
definition encompasses all feedstocks such as: Ethylene plant feedstocks,
reformer feedstocks, FCCU feedstock, topped crude, etc. These type products
that require major proce 3ing in a U.S. refinery are charged the crude oil
tariff.

Because of lack of definition in the TSUS, some importers have been importing
finished gasoline blending stocks that do not meet ASTh gasoline specifi-
cations as unfinished oil and paying the lower $O.105/bbl crude tariff. We
believe that all gasoline blending stocks that are merely blended directly to
motor gasoline without further major processing should be imported under the
higher $0.525/bbl finished product tariff.
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PETROLEUM PRODUCT IMPORTS

SUGGESTED CRITERIA TO DETERMINE MINIMUM
LEVEL OF DOMESTIC REFINING CAPACITY

REQUIRED TO MEET U.S. ENERGY
AND NATIONAL SECURITY NEEDS

Increasing levels of petroleum product imports, combined
with the unprecedented amount of U.S. refining capacity
closed since 1981, have raised the question as to what is
the minimum level of domestic refining capacity required to
meet U.S. energy and national security needs. No consensus
exists at present as to what criteria should be applied in
making this determination. The many complex cost/benefit
considerations involved, combined with the balancing of
potentially competing policy objectives, make this a matter
which cannot be reduced to a simple formula. Set forth
below is an analysis and discussion of a number of matters
which would appear relevant in identifying the appropriate
criteria to be utilized in making this difficult judgment.

-DESIRED POLICY OBJECTIVES

A determination of the minimum required level of domestic
refining capacity initially turns on U.S. policy objectives
with respect to the percentage of normal domestic demand
desired to be covered in the event of a supply disruption.
The 1973-74 and 1979 cutoffs of petroleum imports to the
U.S. resulted in economic and political shocks which, as a
matter of policy, the country may desire to avoid or
significantly minimize in the future. The strong
conservation measures adopted since 1979, however, make the
-demand constraint opportunities available without injury to
the economy much less than in prior periods. The creation
of the SPR is a reflection of these policy considerations
and the U.S. without question must maintain sufficient
domestic refining capacity to utilize maximum SPR
withdrawals.

In addition to covering adequately domestic demand, there
remains the policy question of what refining capacity above
the level to satisfy the approximately 16 MMBPD of civilian
demand will be required to meet incremental military needs
in time of emergency. Dr. Fred C. Ikle, Under Secretary of
Defense for Policy, testified in Senate Committee hearings
on June 21, 1985 that DOD's average daily consumption of
approximately 500,000 BPD "could increase as much as three
or four times during an emergency period." He explained
that "During the early stages of an emergency requiring
mobilization of military forces, our petroleum consumption
would increase quickly." A major military mobilization
could also increase normal civilian demand as factories
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operate on a round-the-clock basis to meet the military's
needs.

A related policy consideration is the extent to which
Europe's refined product requirements might have to be
supplemented from U.S. sources in the event of military
action in Europe. Approximately 50 percent of Europe's
petroleum product imports come from Russia and Eastern bloc
nations and, therefore, create a vulnerability to political
or military considerations.

IMPACT OF IMPORTS ON REGIONAL MARKETS
AND SPECIFIC PRODUCT REQUIREMENTS

Determination of a prudent level for product imports
involves more than simply comparing total imports to total
U.S. demand. Although gasoline imports and identified
gasoline blending stocks currently represent 8 percent of
total U.S. gasoline demand, they represent over 15 percent
of East Coast (PAD I) demand. Such level of imports is more
than enough to influence the price structure of the market
and create a serious thrt : to the region in the event
alternative supplies are :t available in a period of
disruption.

Similarly, it is important o recognize that the U.S. has
adopted product quality ar environmental specifications
regarding lead levels, sulf r content, etc. which prevent
refined products from being completely interchangeable. A
cut-off of supplies from an xport refinery making products
satisfying U.S. quality specifications cannot be
automatically replaced with supplies from another export
refinery. This is ano, aer demonstration of the
vulnerability arising from the shift by the U.S. to
increasing volumes of light p oduct imports.

An analysis comparing tote product imports to total
refining capacity can also De misleading by failing to
recognize that the various r finery units do not all make
the same slate of refined proicts. Some refineries produce
mostly asphalt; others were designed to maximize middle
distillate production and o iers gasoline. The relevant
comparison in determining th( adequacy of current refining
capacity should be on a produ, :-by-product basis in terms of
the adequacy of existing ci )acity to cover current and
projected demand.

DETERMINATION OF DOMESTIC REFi IING
CAPACITY ACTUALLY AVAILABLE

Various categories of refining capacity are reported from
time to time. The most relevant is "operable" refining
capacity which includes those units which are actively
processing crude oil, together with idled refining capacity
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which can be operating within 90 days. The best estimate of
current U.S. "operable" refining capacity is approximately
15 MMBPD. Included within this amount, however, is
approximately 600,000 BPD which is currently idle and, with
additional passage of time, may be beyond recommissioning.
The requirement for regular testing and inspection results
in an average utilization of 90 percent of "operable"
capacity as the best which operationally can be achieved.
Accordingly, U.S. refineries currently are capable of
average daily runs of approximately 14 MMBPD as compared to
average daily demand of almost 16 MMBPD.

Recent studies have indicated that as much as 1 MMBPD of
existing "operable" refining capacity may be at risk during
the next two to three years as a result of competition from
product imports from the new OPEC export refineries.
Therefore, a judgment must be made as to whether U.S. energy
security and national security would be adequately protected
if U.S. "operable" refining capacity were to drop to a level
of 14.0 MMBPD with an average daily running capability of
only 12.6 MMBPD. Stated another way, would it be prudent to
rely on foreign product imports of as much as 3 MMBPD
together with an additional 2-3 MMBPD of crude oil imports
to cover normal civilian demand?

NATIONAL SECURITY CONSIDERATIONS

The acceptability of as much as 3 MMBPD of product imports
would depend, inter alia, upon (I) the security of the
geographic sources of such supplies; (2) the different
product composition of such imports and the capability for
substitution of such products with other domestic energy
supplies; (3) the nature of the ownership (private firm or
government) of the export refineries upon which the U.S. has
placed its product supply dependence; and (4) the likely
capability of the product importer (traders, marketers and
blenders vs. refiners) to arrange for an alternative supply
source in the event of an international disruption. These
matters are discussed more fully below:

1. Long-Haul Vs. Short-Haul Sources Of Supply

An increasing percentage of petroleum product imports come
from long-haul sources as compared to the traditional
Caribbean short-haul sources of the 1970's. Fifty percent
(50%) of the gasoline and the identified gasoline blending
stocks imported in 1984 came from Brazil, China, Romania,
the UAE and Western Europe. The additional imports forecast
over the next two years from OPEC export refineries will
significantly increase the United States' dependence on
long-haul sources. These supplies will be much more
vulnerable to military and possible terrorist disruption
than the short-haul product imports on which the U.S. relied
in the 1970's. Time/distance considerations could also be
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significant during a period of international supply
disruption. Shipping time from the Carribbean is a few days
compared to 45 days from the Persian Gulf.

2. Ability To Substitute Other Domestic Energy Sources
For Product Imports During Periods Of Disruption

In 1972, the U.S. imported 1,742,000 BPD of residual fuel
oil representing 69 percent of total product imports. This
amount had declined to 674,000 BPD in 1984 and represented
only 34 percent of total product imports. Residual fuel
oil, principally consumed by electric utilities and large
industrial users, can be substituted readily with coal or
natural gas in the event of curtailment. In contrast,
today's product imports are predominantly the lighter
transportation fuels which are not capable of subsitution by
other domestic energy sources. A supply disruption in light
product imports would have a much greater impact on economic
and national security considerations than was the case with
residual fuel oil in the 1970's.

3. Refinery Ownership By Private Firms
Vs. Foreign Governments

In 1975 only 4 percent of U.S. light product imports were
supplied by government-owned refineries. By 1984 the amount
had risen to 36 percent. Forecast deliveries from new
export refineries into the U.S. over the next two or three
years could increase dependence on foreign government-owned
export refineries to as much as ?0 percent. Governments
have a much broader agenda than private commercial firms in
establishing price levels and exercising available leverage
during a period of tight supplies. Foreign governments can
also be expected to weigh political considerations with
respect to supplying products to U.S. military forces in the
event of any East-West confrontation. During the 1973-74
Arab embargo, offshore refineries supplying U.S. military
forces were primarily owned by U.S. companies. This is
becoming increasingly less the case.

4. The Changing Character of Entities
Importing Products Into The U.S.

In 1978 the major international oil companies imported 25
percent of the total light products and unfinished oils
imported into the U.S. Domestic refiners and traders,
marketers and blenders imported 60 percent and 15 percent of
these products respectively. In 1984, the major
international oil companies imported only 8 percent of the
total of these products brought into the U.S. and the
domestic refiners' share had dropped to a level of 41
percent. Traders, marketers and blenders imported 490,000
BPD of total light products and unfinished oils into the
U.S. in 1984 representing 51 percent of total light product
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imports. Whether this newly dominant type of importer will
have the capability of arranging for alternative sources of
supply in the event of an international disruption remains
undemonstrated.

ADDITIONAL FACTORS TO BE USED IN DETERMINING

MINIMUM DOMESTIC REFINING CAPACITY

1. Ability To Refine Secure Sources of Crude

A formula based on the amount of current U.S. crude oil
production (9 MMBPD) plus maximum SPR drawdown capability
(3-3.5 MMBPD) to determine a minimum U.S. refinery capacity
is much too simplistic. Such a formula would provide a
supply of only 12.5 MMBPD of refined products which,
combined with approximately 1.5 MMBPD of domestic natural
gas liquids, would leave a supply shortfall of 1.5-2.0 MMBPD
from normal civilian demand. It is highly unlikely that an
international supply disruption would result in a
curtailment of all crude oil imports, but the above formula
would provide no increment of domestic refining capacity to
process such crude imports as may be available from the
Western Hemisphere and other sources. To the extent
national policy dictates that some pet-entage of incremental
military mobilization demand be covered by domestic refining
capacity, the above formula, unless appropriately adjusted,
would further understate U.S. minimum refining requirements.

2. "Cushion" Capacity As A Margin For Error

Once refineries have been permanently closed, the costs of
maintenance and rehabilitation make it extremely difficult
to ever resume operations. Accordingly, consideration
should be given as to whether some small increment of
capacity should be retained for policy planning purposes as
a "cushion" in the event of forecast error. The
complexities involved in making accurate petroleum
supply/demand forecasts combined with the poor track record
of prior estimates suggest it may be prudent to err on the
conservative side in determining a minimum capacity level.
Moreover, the upward pressure on price resulting from a
precisely balanced supply/demand relationship may make the
existence of such a "cushion" a benefit from a consumer
standpoint. Seasonal swings in demand combined with
unanticipated operating upsets, requiring unscheduled
downtimes, also point to the desirability of maintaining a
small increment of "cushion" capacity.

SUMMARY

The above discussion identifies a number of relevant factors
to be considered in reaching a judgment on the minimum level
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of U.S. refining capacity to meet energy requirements and
national security needs. In the final analysis, an informed
judgment must be made, taking all of the above factors into
consideration with appropriate weighting. No single formula
would seem to be a sufficiently reliable indicator.

U.S. light product imports will be reaching levels within
the next two years which are comparable to the levels
reached during the periods in the 1970's when supply
disruptions occurred.

The critical factors, as noted above, are the changing mix
of product imports to the lighter transportation fuels
combined with the shift to long-haul sources operated by
foreign governments. These relationships create a much
greater vulnerability from product import dependence than
was the case in the 1970's.

Also significant is that further declines in domestic *
refining capacity will result not from normal competitive
market forces but to a greater extent from raw materials and
other subsidies provided by foreign governments to their
export refineries as found in the recent study by the
International Trade Commission. As domestic refining
capacity continues to rapidly trend downward toward minimum
levels, some government action at an early date is clearly
indicated to prevent such unfair competition. This would
help ensure that the U.S. does not unknowingly drift below
minimum prudent levels and additionaly provide greater
flexibility in the policy options available to protect vital
energy and national security interests.
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