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-IMPACT OF TAXATION ON NATIONAL ENERGY
POLICY

FRIDAY, 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-
ey.

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

jPress Release -June 3, 1985]

FiNnanceE CoMmMITTEE SCHEDULES HEARING ON THE IMPACT OF TAXATION ON NATIONAL
ENERGY PoLicy

Senator Bob Packwood, Chairman of the Senate Commiitce 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
dormestic 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 Watlop (R-Wyoming), the Chairman
(})11' the Subcommittee on Energy and Agricultural Taxation, would preside at the

earings.

Senator Wallop observed: “Recent energy outlook reports, particularly the 1984
Department of Energy (DOE) Annua! 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, and 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, [1.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 coul({provide 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.

H
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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,
Afd.ministration tax reform proposal, other proposals, and analysis
of issues. :

! This pamphlet may be cited as follows: Joint C i i ?
and Natural Resources (JCS-21-83), June 20, 1983, emmitiee on Taxation. Tuxation of Energy
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I. OVERVIEW AND éUMMARY )
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.* The decline
in consumption and the rise in production has reduced net imports
of crude o1l and refined products by 42 percent from 1979 to 1984.
Over the 1979-1984 period, net petrocleum 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.®

2 Joint Commttee on Taxaton, Estimates of Federal Tax Expenditures for Fiscal Years 1986
1399 (JCS-8-85), April 12, 1985
3 The Crude Oil Windfall Profit Tax Act of 1980 increased to 15 percent and extended thyough
1985 the cnergy investment credits for solar, wind, and geothermsl equipment. The 1980 Act
also added the alternative fuels production cred:it and the energy credits for ocean thermal,
small-scale hydroelectric, and cogenerations:}uipment. and intercity buses. In addition, the Act
rovided for the expensing of injectants used in tertiary oil recovery and aliswed tax-exempt
industrial development bonds to be used to finance certain alternative energy facilities.
¢ U.S. Dept. of Energy, Annual Energy Revtew 1984 (April 1985), r .
8 U.S. Dept. of Energy, Monthly Energv Retview: February 1985 (May 1985), p. 15.




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
gelsftex_'ln Europe and Japan continue to be dependent on Persian

ulf 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.¢

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-
market.prices 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

¢ U.S. Dept. of Energy, Monthly Energy Revieu: February 1985 (May 1985), p. 64.



T e e

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 vperations). 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 depletio, 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



proposal?); 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 genera 1{ 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 de{Jletion.——The proposal would phase-out percentage
depletion for all hard 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 proposzal 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,
gegthermal, and wind energy property that meets certain stand-
ards. -

Under present law, there are three types of business energy tax
credits: tlge 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). ‘

bez Pge 4&. of the Treasury, Tax Reform for Fairness, Simplicity, and Economic Growth, (Novem-
r )
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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 eredit will be available in 1985 if current market
conditions persist.?

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.10

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.)

® 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 tincluding lignite), (5) qualifying
processed wood fuels; and (6) steam from certain agricultural byproducts.

* 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 iz at least 190 proof and 45 cents for alcohol that is
between 150 and 130 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. lntapgible 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.!! 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

'1 The acquisition price for the actual oil- or gas-prodtfcing property, 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'? (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.!? Alternative mini-

12 This term is defined in the saine manner as it is for purposes of percentage depletion (dis-

cussed below).
13 The exemption amount is equal to $30,000 for single persons and $40,000 for married cou-

ples.




10

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 o0il or gas property. (Geothermal properties are
treated in a similar manner.) Thus, IDCs are treated as a prefer-
ence item only to the exlent 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.'* 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 (35,000 for married persons filing separately), and subtracting (a) allowable
itemized deductions (generally, all itemized deductions with the exception of excess nonbusiness
interest), (b) personal exemptiong, and (c) a threshold exemption amount. The threshold exemp-
tion amount would be 315,000 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 niultiplied by 8 percent IDC inclusion).
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figure assumes that IDCs would be 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.!3 —

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

S. 109

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 unpreductive well.

Analysis

The taxation of oil and gas investments can be compa.ed 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-

L]

15 The repeal of IDC expensing would not affect the expensing of costs associated with non-
productive wells (“dry holes’) 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.
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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 Administration 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.!'¢ 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 (' 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 he 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-

18 Dept. of Energy, Annual Energy Review 1984 (April 1985), ‘F“ 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 impor:s. This might also improve the merchandise
trade balance since net petroleum imports accounted for almost 20
percent of all imports in 1984.!'" 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 expensed!?® (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 pravide 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 acccunting principles,
which allow deductions for ordinary business losses incurred
during the year. However, this depends upon whether one defines a
“loss’’ as an event cccurring 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 oil, 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. They 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

\7 Dept of Energy, Monthly Energy Review. February {985 tMay 1985, p. 11,

1% The Administration's 1981 fiscal year budget vontained a provision which weould have im-
posed a 35 per barrel tax (the so<alled “contingency” tax) on dowmestic and imported oil under
certain circumstances.

19 The option tn 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 e of 1954 (sec. 263(c)) directs the Treasury Department to
promulgate regulations allowing for the option to expense [DCs.
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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 cases, 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 an eco-
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-
paver 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 at 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 taxpaver to acquire or develop the property.

A taxpayer is required te 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 owners2® (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.2! 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 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 producéer 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,?3 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 1.R. Ann 84-59, IRB 1984-23 (June 4, 1984).

21 As originally enacted, the depletable oil quantitg was 2,000 barrels of average daily produc-
tion. This was gradually to be phased down to 1,000 barrels 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 Septemnber 30, 1978,
and January 1, 1984. .

23 |n general, the term ‘‘property”, for depletion Furposes, means each separate interest
owned by the taxpayer in each separate tract or parcel of land. In the case of oil and gas wells
Continued
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as a preference itém for purposes of the noncorporate (i.e., individ-
ual) alternative minimum tax and the corporate “add-on” mini-
mum tax under present law.

Administration Proposal

General rules

The Administration proposal would generally phase out percent-
age depletion for oil and gas properties qver a d-year period, begin-
ning on January 1, 1986. 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 Proposals

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. 109

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 such RCRS contained in the 1984
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 aliow- .
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.24 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.2®> Opponents argue that percentage depletion is
an ineffective subsidy. It 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.2¢

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,
Cengress 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

4 Percentage depletion was originully 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 1969 and subsequently repealed for integrated producers and phased down for
others to 15 percent tfor 1984 and thereafter) by the Tax Reduction Act of 1975. The 50 percent
‘‘net income ﬁ‘mitation" 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.

25 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 I, 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. 109

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.
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4. Crude Qil 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
reyalty 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.

Administration 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 tc 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 Mincral 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 custs associated with the preparation of the mine for
production (sec. 616).

Mining exploration costs are expenditures for the purpose of as-
certaining the existence, lecation, extent or 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 coucerned (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 (secs. 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 ithe 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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Administration Proposal

The Administration proposal would retain the present law treat-
ment of mining exploration and development costs, effective Janu-
ary 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

1984 Treasury Report

The 1984 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.

S. 109

S. 409 (Senator Bradley) would also repeal the option to experse
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.?” The proposal would not
affect the current deduction of losses sustained by reason of aban-
donment of a nonproductive mine or other deposit.

Analysis

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. {The 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.

21 These recovery periods are equivalent to the proposed class lives for depreciable property
generally, except 'ﬁut 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 2% 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).2°9

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

aEentoge
ANLITIONY oottt e ene e *22
ASDELOS oo v *22
ASPRAlL (FOCK). i oo 14
BalXite . ooviiieiiiiiiiei e e e e e e a ittt e e annaane *22
BerylllUm oo *22
BOTAX ciiiiiiii e e e 14
CadmiUm oo *22
CRIOMILE oottt e *22
[97s7: Y LT TR 10
COBALL .ttt *2C
COPPE Y .ottt ettt *15
FeldSpar ... 14
@727 0 4 1= AU PR PPTUUR 14
GO oot s ettt enans *15
[0z 1 0811 - WP EU U U OO 14
Graphite.. ..o *22
GLAVEL ...ttt st e eeer e e s sreer e raeaeeibbeaessraeesaeaens 5
TIOMY O oot ate e e e e se e snrareaaeaes *15
LA oottt ae e eeea e *22
LAGNILE oo 10
LAMIEStONE vttt e e e st e e s 14
LAtRIUIT oottt cee bt s s e e eesssab e secresnsassnnrneeas *22
MaAZNESILE ..ot s 14

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

29 The complete list of Fercentage 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
sase 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 1.—Percentage Depletion Rates For Selected Hard Minerals
Under Code Section 613—Continued

Percentage
depletmn rate

Mineral

Manganese........ccccccoeverennen. ereeree e e b e e aae s *22
Marble ..o e 14
METCUTY oottt re e e *22
1Y F U TSR *22
Mollusk shells ... 14
Molybdenum ........ccocoiiiinic e, *22
INICKEL oo et e r e *22
Oil shale ..o e 15
PeAt....coo oo e b5
Phosphate rocKk ..o, 14
PlatinUITI ittt ereees *22
PoOtash. .o e 14
PuUmiCe oo e, 5
Quartz (radio grade).........cccoccoviviveiiiiiieine e, *22
QUATEZILE ..ottt e 14
SANA ..ot 5
SRALE oo 5
RN = S SRRSO PRURUURRRUORURIRRNE *15
Slate ................................ L ieeeectactarnssesratrrnetsrtttrtasesorsrressansrnnnes 14
SOAPSLONE....coiciiiii it ene s 14
Sodium Chloride......ooooiviiiiiiiieee e 10
SEONC ..ttt ettt sea s e aaea 5
Stone (ornamental) ... oviiieeoiiii e 14
SUIPNUT (et 22
TROTIUIN oo *22
1) o DO UO ORI PO *22
THEANIRIMN oot esnens *22
TUDESEEN ..ot r e e evenas *22
UTANTUIT oot srte e e serte s e saneeean 22
VanadiUm ...t eeeet s *22
ZANIC oottt st re s et *22
YA L0 s N TR *22

*A l4-percent rate apphea 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”). Becayse 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 ;}5 the noncorporate (i.e., individual) and corporate minimum
taxes.

Administration Proposal

The Administration proposal would phase out percentage deple-
tion for all minerals®! 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 nroperty
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 éxcess 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-

30 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.?? 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 11.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 (sec. 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 as ordinary 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.

nstallations 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-
?%%E;ent taxable years but not to any taxable year beginning after

As defined in the regulations, renewable energy source property
includes equipment (and parts solely related to the functioning of
such eciuipment) 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 Lo 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:

Residential energy tax

Taxable year credit

TOBB ettt s et e ettt e e s et essns e s eane 35%
108 it s et eresrnranaras 30%
1088 . ittt ressnraeanrens 25%
1980 et e b rarr e s aees ; 20%
1990 ...ttt et 15%
1991 and after.......... ettt ereie e et e e e e s e e restree s Mereeenns 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 nonrrenewable 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.3® 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-

35 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.36

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

3¢ 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............cccceunnne 15% Dec. 31, 1990
Other solar......cccevvevvirveececnnnen. 25% Dec. 31, 1990
Geothermal property.......cccocvivennene 15% Dec. 31, 1988
Wind property.......ccvcvecnivniicnniiennnn. 10% Dec. 31, 1987
5% Dec. 31, 1988

Ocean thermal property.........c..cc...... 15% Dec. 31, 1990
Biomass property ......cccoocovvernreninieane 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
pericd 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



33

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.

‘ Tlhe credit is available for production and sale of the following
uels:

(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-
cilsi)ty 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).37 The credit
also is permitted for alcochol (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).23 (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 gas, 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 €0

cents per gallon, effective January 1, 1985.
38 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” methano! 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).3° “Neat” alcohol
fuels are fuels comprised of at least 85 percent methanol, ethanol,
gr %glt)ezr 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).+°

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 in 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.

39 This 4'%-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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statement by Senator Dave Durenberger
Hearing on the 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
Jaw 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 tuels, powerplant construction, renewable
rescurces and efficiency. Several other incentives are
well utilized by the conventional epergy industry -- such as
the investment tax credit, accelerated depreciation, and the

foreign tax allowance.

Treasury [ climinated all of these incentives or subsidies.
Treasury 1!, however, modified Treasury I and retained incentives
for some segments of the energy industry. These 1ncentives
vemained because "any reduction would 1ncrease the country's
depedence on foreign enerqy, exacerbate the problem of the
trade deficit, and again make the U.S. vulnerable to concerted

political or market action by toreian cnergy produccrs.”
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Treasury 11 eliminates the ecnergy investment tax credit
for alternative and renewable energy resources. Their rationale
is that since tax credits were cnacted during oil and gas price
controls, and we no 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 encryy disruption by encouraging domestic
production of o1l and yas, which are nonrenewable cnergy resources.

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

to encourage rvenewable energy resource development.

Minnesots is at the end of the oil and gas pipelines. I
remember what happened in 1973 and 1979. And I firmly believe
a stronyg, secure and sound energy future rests on a balanced

energy resource base.

In evaluating the tax reform proposals nowbefore us, I have
only one point to make. If we are going to use the tax code to
encceurayge certain types of encergy activities in the name of
national security, we ought to use the tax code to encourage other

types of enetrgy actiwvities in the name of naticnal security.

What's good tor the gnose ought to be good for the gander.

Thank you, Mr. Chairman,
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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
instla(;)ility 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-
lf!.xses to come to grips with the reality of the world in which we
ive.

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 introduceggteve 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 garticularly 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 future sil and gas production.

We estimate that ih:e 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
ta;x 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 eniarprise 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 resvlt 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 benefils under the current
system are going to have to give up their benefits to achieve a com-
prehensive tax reforma, 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
part]?erships can lead the way in creating jobs for all who want to
work.

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 zontext, 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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INTROQUCTION

Mc. 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
achieving-oar-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 enexgy resource system.

These strategies offer the best possible assurance that
individuals and businesses throughout the Nation will have
abundant and affordatle energy available when, where, and in

the forms it is needed.



47

Tax policy has an impcrtant impact on energy markets. The
President's tax simplification initiative supports this basic
energy policy goal while proviading 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 Dy the President's tax reform plan.
These various sectors can be roughly divideg into two groups:
those that are involved in natural resource recovery,
particulary the oil and natural gas industries; and thase that
are involved in energy conversion, particulary the capital
intensive electricity anc 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 i{s 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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Far 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 --
ipcluding fairness, simplicity and economic growth -- should he
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 revorm
proposal has struck an appropriate balance betweeq 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 technolecgies involv%ng renewable resources, generally
requires the commitment of substantial amounts of capital.
€lectric power production is by far the most capital intensive
enterprise in the Nation's economy. Thus, the provisicns 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 af the effects of the
President's tax simplification plan on this Nation's energy

econamy, each sector will be discussed separately.
OTIL 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 resulteg
in increased production of cur domestic rescurces 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 cgonsumption has declined, domestic energy procduction 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 ocur oil and
natural gas resources and provide cocnsumers with the benefits

of increased competition and lower prices,

The Administration recognizes that federal tax provisions

will have some effects on the producticn 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 o0il anc natural gas. The
President's tax reform proposal retains only those incentives
that are necessary to maintain our energy security, while at
the same time elimipating or modifying cther 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 nis televised address unveiling "America's Tax
Plan": "By eliminating ... special preference[sl‘we will go a
long way toward insuring that those who earn their wealth in
the 0il 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 ot exploring
and drilling for new o0il will be maintained." Tax benefits
that provide efficient incentives for domestic production of
0oil and natural gas have besn 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
methcd 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. B8y
allowing deducticns 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 depesits, and
favors production of more prolific and highly concentrated

deposits as compared with marginal projects.

The President's proposal would phase-out percéntage
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 o0il a day, they
account for nearly 10 percent of our domestic o0il production.
Qur 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 8Q percent of intangible drilling costs;
independents can elect to expense all of their IDC'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 IDC's be recovered
over the period of productien. Thus the expensing of IDC's
departs from ordinary cost recovery principles and preovides an
important benefit to companies that explore for and produce oil

and natural gas.

A change from the 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 IDCs. The President's proposal

wauld not change this aspect of current law.
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Overall, we estim#te 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 underx 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
"bhenefits" 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 increasiﬁg
-- economic incentives to drill and explore for oil and gas

resnurces.

In the near term, from 1986 to 1992, the tax simplification
plan may cause a small reduction in domestic o0il production.
We estimate that in 1988 thlis effect of tne President's tax
reform proposal could be a reduction in oil production of up to
130 thousand barrels per day, with an equivalent effect an
natural gas from what production would be under the current tax
system. This moocerate effect would diminisn over time as the
industry adjusts to the new tax provisions. Redu;tions of this
magnitude in the domestic production of 0il 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 measuraole effect on U.S. o0il and natural gas
production. The preservation of incentives to explore for new
deposits and drill new wells will ensure that ocil and gas
producers will continue to develop our Nation's natural energy
resources. Tne Windfall Profit Tax will be phased out betweer.
1991 and 1993, further eliminating any remaining disincentives
from the loss of percentage cdepletion allowances and other tax

benefits provided under current law.
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A stable domestic oill 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 o0il 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 expaﬁdeo the use

cf alternative energy sources.

Under those circumstances, certain tax incentives may have
been helpful in establishing new energy industries employing
wind, solar, geothermal and bicmass 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 incentives were established by
Congress with fixed expiration dates. Congress recognized that
tax subsidies should be a temporary incentive to develop
innovative technologies by providing access to capital markets
and helping Pirms to establish a track record with wnich to

attract investors.

It is always difficult to decide when to terminate such
incentives. On the one hand, an argument cculd be made that
selective extension coulag further stimulate infant industries
2y providing a broader base on which to grow when’the tax
credits are ultimately removed. On the other hanag, it is clear
that these tax subsidies, such as the residential credits, have

served their purpose and need not be axtenceag.

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 Presigent
has addressed a larger problem in this long-overdue reform of
our tax system. The success of tax refarm 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 fecderal, state and local
initiatives and programs, the Naticn nas supported and nurtured
the conservation and renewable energy technologies. Consumer
behavior, the ongoing Federal ccmmitment 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.

¥

Incentives for coal mining are provicec by both the natural
resource extraction and capital provisions of the present tax
code. Qur preliminary anmalysis suggests that after-tax income
of coal mining operations will be decreasec by the proposed
phase-out of percentage Jepletion and repeal of the investment
tax credit, but rte 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. First, the cost structure of the industry is
quite heterugencus, 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 faor 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
s3lightly, primarily due to the change from percentage to cost
depletion. A mine-mouth price increase of less than 1X¥ might
be required to maintain a constant level c¢f 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 ccal 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 propesal
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 ceoal market, moreover, they seem likely to cause
commensurate increases in coal prices. Our preliminary
estimate is that mine-mouth ccal prices for new mines might
increase 5% for deep mines and 7-10% for surface 5ines. 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. ‘'lowever, excess coal deliverability should
substantially mitigate the effect on coal prices well into the
next decace. Further, electric ut{lity 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 develap 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 hrudent capital investment. On balance, the President's
plan will not introduce disincentives to capital investment for

this ingustry,

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 ITC.

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 cash flow for the electric
industry in the years immegiately following implementaticn 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 flaow is caused
primarily by a reduction in deferred taxes resulting from the
lower marginal tax rate in the plan. Hawever, 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 additiomal 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 investmént.

SUMMARY

The President's tax reform plan is consistent with our
naticnal erergy 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 WaLLopr. 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 HeErrRINGTON. 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-
rr}lleng 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 has 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 WaALLoP. 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
oft, 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 WavLLor. 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 WaLLor. 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?
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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.

enator 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. 1 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?

cretary 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 HerrinGgTON. 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
k}?ep 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 BRapLEY. 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 cconomy. I still say that buffer stocks are
the most efficient way to do that.
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Secretary HErRrRINGTON. 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 BrapLEY. 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 BRaDpLEY. 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 0il? 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, I think a concerted effort,
not only by thé 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.

S}fr‘;ator BrADLEY. And all three of those do not need subsidies,
right?

Secretary HErRRINGTON. 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 beiny 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 princiyle 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 ﬁot pumiice,
sand, clay used in certain flower pots, oyster shells. The point is,
once something gets in the code, for what was apparently a good
reasocrll 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 hack-
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
;iepletion was set up; maybe it was to win World War 1. I wasn't
ere.

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 BRApLEY. 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-
gied by the Deputy Director for Energy Programs Mr. Jeffrey

ones.

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 petroleurmn 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 {o 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



t

73

are participating in the interagency study of the trade aspects of
oil products and petrochemical imports which is chaired by the

7 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 extraordinaiy 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 WaLLopr. Good. Thank you. 1t does add to the discussion,
and it tends to indicate that, no matter what 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 toc 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
Defensc reqguirements 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 1
(on the next page) shows DOD demand for petroleum by fuel and by
regicn 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)

DEMAND BY REGION TOTAL

PETROLEG PRODRET PACIFIC | EUROPE | conust | P
JET FUEL 47.6 446 | 265.0 | 357.2
R HEEE 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 1.2 33.2 83.3
MOTOR GASOLINE T 1.9 5.8 10.1 17.8
AVIATION GAS 0.0 0.0 1 1.1
DISTILLATE 3.3 5.2 5.9 | 18.4
[FUEL oIL T 7w | 8. 9.0 18.9
RESIDUAL 6.0 | 4.1 6.4 26.5
TOTAL 96. 1 82.4 | 3u44.7 523.2
US Supply Source YR EEITR: 360.6

SOURCE. Department of Defense
' CONUS = Continental United States, Kawaii s 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, qt some 200 wholesale and many hundreds of retail
étorage points. During the early stages of an emergency
requiring mobilization of military forces, our petroleum
consumption would increase quickly. Thus, we hold a large

portion of our stocks as war reserves to support the early
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demands of mobilization or war until resupply can be

established.

Because we are such a relatively large consumer, DCD 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 0il market and overcapacity worldwide create adverse
pressures on the domestic oil exploration and production
industry. Our energy policy shculd 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 derand.

Second, we must maintain a refining industry adequate to
L

support national security needs. Our zrmed forces need

petroleum products, not crude oil. 1In 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 Fersian Gulf. DOD recognizes the contribution that the
Fiscal Year 1986 moratorium on SPR fill can make to recucing 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
preaparedness with our allies. Both bilaterally and within the
IEA, the US is working on implementing last year's IEA Governing
Board decision to coordinate <tock drawdown among IEA 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 siluations, our first response to
a petroleum supply disruption would be te 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 extraordinzry procurement authority provided
last year by the Congress. This authority allows us better to
compete in the commercial marketplace by waiving various

regulations and normal contracting procedures.

Furthermore, an agreement with the Department of Energy and
cancellation clauses in Nhaval Petroleum Reserve contracts would
allow DOD to claim up to 100,000 barrels per day from NPR
production, toc exchange for petroleum products. And, under the
SPR drawdown plan, we could ask DOE to direct sales tc DOD
suppliers for up 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 gmergency should deteriorate further, the President
could invoke the Defense Production Act, which would enable DOD
Lthrough the Department of Energy to impose mandatory allocation
for Defense consumption. As 2n absolute last resort, DOD woulq

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

sustainability of our military forces.

I hope this discussion has provided some useful information

“
y
.
z
3
¢

concerning our views of the relationship between ecnergy policy
and national security. 1 will be happy to respond to any

Qquestions.
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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. Iklé's
statement with additional details regarding DoD's petroleum
systems and emergency management concepts. Because, as Dr. I1kl¢
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. o0il industry.

WHO WE ARE AND WHAT WE DO

DoD operates one of the country's larger petroleum supply

systems. As Dr, 1klé'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 Ané 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 oﬂ
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
pericds of general supply shortage, boD 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 Committee 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.

Pirst the development of national stockpiles and positive
achievements of conservation in the major Western consuming
nations have altered the significance, i{f 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
80 controlled. As oil exporting countries learned the oil
“business® they made major commitments to economic development.
This developFent 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 petrcleum 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
atructure that may or may not have defense implications. 1 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 equ{librium 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 "prime" 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"pickled'
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. DcD'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
tariff law will cause short run restructuring, some of which may
strengthen drilling and exploration.

One can arque extensively about which specific allowance,
deduction or depreciation method provides the mosat public
benefit, that is the most o0il discovered per tax ﬁollar. 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.
eneréy 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
faciiitates beneficial trade, while preventing abuses. Before
considering new tariff provisloqs, 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 65 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 unigque 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
ar&und 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 ; 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. 1If the U.S. were facing a 45 percent
industrial base loss, I believe there would be a greitex
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 o0il 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 equipﬁent 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 street® 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 WITR 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. 1In 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 Qttempt to obtain petroleum
supplies through more responsive contracting. 1In 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 0il 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 include:

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 o0il. 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 100,000

barrels per day of crude o0il 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 notgd, Congress passed
legislation allowing the Secretary of Defense to waive normal
procurement procedures in an emergency.

REACTING IN A PUTURE 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 and one tha*t 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 aie 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 substantia) investments in
modernization in attempts to keep competitive during a period of
ma jor 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.



93

\

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, 1 thank the Committee for the opportunity to speak to

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

51-229 O - 86 -- 4
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Senator WaLLopr. 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. IXLE. 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 influ-
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 WavLror. 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
theirl increasing search for dependence upon Soviet sources of
supply.

r. 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 BrRADLEY. 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 system, 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 twoe 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 tarif(. 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 Kave 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 BrapLEY. With an oil import fee and higher returns for
domestic production?

Dr. IkLE. I will first try to not 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 BrapLey. 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 BrabrLey. 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 situalions. 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 BRabLEY. 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. IxLE. 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 [ 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 o0il 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. Ix1Le. 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 European 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 dormestically?

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 WaLrLop. 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, WASHINGTON, 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 WaLLopr. 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 wilr 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. 1 will discuss
primarily the proposals that relate directly to energy, but I would
be p{eased 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-
ﬁciaﬁ ilmpact 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-
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‘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 0il?
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 depreci-
ated as 5-year ACRS. This is, in effect, a departure from the vhilos-
ophy of ‘you capitalize all of gour 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 1
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 cogt 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 t& 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.

nder the President’s proposal, investment credit would be re-
ﬁgaled for all equipment. Investment in depreciable property would

depreciated using the capital cost recovery system, and that
would generally mean classes 4 and 5 for electric-generating equip-
ment. 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 iaw. 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. And 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 1 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. 1In 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 . hese 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 raintaining a heagthy 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, T 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. 0il and Gas.

0il 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 bhe 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. JIntegrated 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 o0il 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. 1In
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 uce of an inflation-adjusted capital cost recovery
system (CCRS) depreciation, in place of ACRS depreciation for
depreciable equipment. 0il 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. 1In 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 grimary determinant of
industry investuent. 1In addition, royalty owners current1¥ claim
approximately half of the total oil and gas percentage depletion,
and approximately another ten percent is claimed b¥ 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
mote marginal wells -- those producing less than 10 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.

I11. 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 developnment expenditures may generally be expensed. 1In
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 precduction begins, generally by
reducing the amount of depletion which may be claimed. The
excess vf 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 noncotporate alternative minimum tax.

Fercentage depletion may currently be claimed by all tax-
payers with an economic interest in the ﬁroperty. The percentage
of gross income from mining which is allowed for coal is 10%, and
is further subject t» 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 cannol, 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.

S. The inclusion of the current law mineral exploration and
develcopment 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 impcove.

111. 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. 1In general, all such
investment qualifies for the investment tax credit. 1In 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 S5 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-
1zation rules are also proposed.

Under current tax law, electric generating facilities are
frequently financed, at least in part, through the use of tax-
exenpt bonds even where the facility is privately owned. 1In
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, {f 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 soucrces 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 o¢il 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.

Purthermore, low oil and gas prices discouraged jinvestment in
alternative fuels. The energy tax incentives were enacted as
temporary provisions that were designed to provide a bridge
between the feriod 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, geothezmal
property and ocean thermal propetrty 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 enetgy 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 into before 1986, and (c) the project is
completed and placed in service before 1991. 1In 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 Requlatory Commission before
January 1, 1986.

2. Production Tax Credits. A credit of up to $3 per barrel
of oil equivalent, adjusted for inflation, is available for
certain qualifying fuels. 1In 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 Januvary 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 exemption from the nine cents excise tax on
gasoline and a similar six cents per gallon exemption from the 15
cents diesel fue) excise tax i{f 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 the 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 is provided tor 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 alcochol is defited 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 alcchol, 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
ggove-ageraqe fuel economy. The exemption expires on September

, 198§,

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 Indivduals for the first $10,000 of expenditures for
solgr.ogind 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. 1In the case of the residential conservation credits
the residence must have bezen 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. 1In 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 decontroiled and natural gas prices have been partially
decontrolled. 1Individuals 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 govecrnment
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
e?itgydcredits 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 operatinn 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, extept 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. Wwhile 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.



116

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. 1 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 [ didn't read it.

Senator WaLLop. Well, the problem is this, 1 assume you were
talking about percentage depletion, and 1 wonder if you could 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 buiit. 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 WaLLopr. 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 is 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 WaLLor. Well, we will hear it. The thing that concerns
me—and [ 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 $2§ 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 Eercentage 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 38 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-1 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, [ 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.
s 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 hene-
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. i

Mr. MENTz. | think the way it is viewed-—it is not really the
Treasury; it is the administration, the President. The way it is
viewed 1s 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 BrabLEY. 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 ugger 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 togethe: —
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 BrRapLEY. 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. MENnTz. Well, I wouldn't call it an anomaly, As I indicated in
my testimony, it is a departure froin 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 WaALLOP. 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 MaTsuNnaGa. Oh, the total?

Mr. MENTZ. Yes.

Senator MaTsuNAGA. Well, you are proposing the complete elimi-
nation, of 25 percent.

Mr. MENTz. Right.

Senator MATSUNAGA. 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. | am speaking of alternative energy.

Mr. MEeNTz. 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. MeNnTz. No, I'm not in charge; Secretary Herrington is in
charge.

Senator WALLOP. Just the tax man, not the energy tax.

Senator MATsuUNAGA. 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
gencrators.”’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
gears 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 eucalﬁptus 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 ycu 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 ynu give it some subsidy, whether it is a tax sub-
sidy or some other formn 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 WaLLor. 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. MeNnTz. 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,
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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,
ﬁou 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
knm‘\)m 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 that was not contem-
plated; he will certainly take it if he can. T' 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 WaALLoOP. 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 i’r'lterest 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 WaLLor. Thank you very much for coming down here
this morning.

Mr. MeEnTZ. It is my pleasure.

Senator WaLLor. 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 wa{ to
reduce that 10 minutes, that you feel free to do so, and we will go
straight through.

The pane! 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. SCHULER, DIRECTOR OF THE BART-
LETT COUNCIL ON ENERGY AND NATIONAL SECURITY, CENTER
FOR STRATEGIC AND INTERNATIONAL STUDIES, GEORGETOWN
UNIVERSITY, WASHINGTON, DC

Mr. ScuuLer. 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 WaLLopr. 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 Repullican 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 me 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

he Treasury Department’s tax proposals of November 27, 1984

contain a number of provisions that Treasury analysts acknow!-
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 between 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?

Movingon 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 requirements for readiness training and
exercises,

—wartime fuel requirements for combat and defense industries,

—military commitments to protect oil facilities in the Persian
Gulf,

—vulnerability 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 who resent
U.S. unwillingness to develop domestic energy resources
fully,

—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

—Iless Soviet vulnerability to supply interdiction,

—growing Soviet export earnings to finance the hard currency
cost of imports,

—substantial control over Couucil for Mutaal Economic Assis-
tance (COMECON) allies,

—growing leverage over North Atlantic I'reaty Organization
(NATO) customers.

¢ The economic burden of a supply disruption, which includes
—gross national product (GNP),

51-229 O - 86 -- 5
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—unemployment,
—inflation.
¢ The economic burden ofcontmued supply, which mcludes
—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 contributcrs 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 threatofcovertterrorism 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,

—rpossible changes in Saudi attitudes toward oil prices.

¢ The risk of Soviet interdiction or seizure is discussed in terms
ofthe Pentagon’s concerns aboutenhanced 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 the.role
of private stocks and the overall world 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 impoits 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.

. 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.

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.

U.S. and world dependence upon Middle Eastern oil is likely
to grow rapidly, and the prospects for their security will
deteriorate.

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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Oil Imports and National Security

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.?

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 of the hurman resources, products,
raw materials, and other supplies and services essential to the
national defense, the requirements of growth of such 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
requiremients. 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. . . .4

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 OQil 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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The Petroleum Industry’s Response

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;?
¢ prolonged the productive life of over 400 thousand stripper
wells, accounting for 1.3 million barrels per day (bpd) of
production;*
¢ 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
(NGL), 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
adecade-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 switching, 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
companies 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 und Gas Journal’s estimate for 1984; and the
Mineral Management Service, Federal Offshore Report (September
1984). _

3. Based on the ElA’s Monthly Energy Review, “Oil and Gas
Resource Development,” p. 68 for the period of 1974 to 1983, plus
the Qil and Gas Journal's estimate for 1984.

4. Sce 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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Current and Projected Oil Balance

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 forecasta 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

0Oil & 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 324 636 344 433 523 6.69
Refined product imports 3.01 2.01 197 157 215 274

Total oil imports* 625 837 538 589 738 944
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. 0il demand which Simon
found to be a threat to national security;?

4 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 underestiinate 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.® 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.* 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.%

® 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 19955 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.” 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
he 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 Al6, 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 WS§},
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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The Impact of Proposed Tax Changes

he modified flat tax proposal announced on November 27, 1984

by then-Secretary of the Treasury Donald Regan would adversely
aftect the petroleum industry’s ability to recover and attract invest-
ment 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 iniernal formation of capital by one or more seg-
ments 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).?

¢ 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-
uled phaseout of the crude oil excise tax).® 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.” 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 Petrolecum 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 of funds. 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 cornpanies 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 ¢xpensive 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 encouragcs over-production of scarce
domestic resources .

7. Annual Energy Outlook-1984, the EI1A (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.'?
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Reassessing the National Security Implications -

he Treasury analysts readily acknowledged the inevitable
increase 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 eftects 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 assessmeu.ts identifies a number
of guidelines and warnings that 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. 1bid.

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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¢ 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.

—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 aie
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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The Extent of the Vulnerability or Burden

he earlier 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 concems reveals
that the burdens are generally more onerous today than they were
when the earlier assessments were made.

¢ Military fuel requirements continue to impose a special vul-
nerubility 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 efficiency as
well as reduced readiness training. Table 2 makes 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
achieved through conservation and fuel-switching at stationary fuel-
burning 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.

9¥1
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militarily significant category ot 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,

¢ Ananticipated quadrupling of fuel requirements in the event
of war con‘ivies 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 1984.2 As the deficient
PWARS 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
ofrefined products as mobility fuel tor 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 toreign 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 Simon and Blumenthal
assessments. The Carter Doctrine of January 1980 and the
subsequent Reagan Corollary have led to the creation of the
Central Command (formerly the 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.
Ear! C. Ravenal, a tormer 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.* While the DOD cannot accept that
enormous number, the armed forces could not undertake the
additional far-lung mission in Southwest Asia withoutan 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 lunes 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
Iexico NS 0.3 0.7

Total Big Three

Western Hemisphere 2.1 1.4 1.8

TOTAL imports 6.3 8.4 54
Big Three
Western Hemisphere
as a % of Total 33% 17% 33%

Source: The Energy Information Administration Statistics.




149

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 vulnerability 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 Middle East.

The Current 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 off the 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.
Itis 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.®

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.

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.®

The Departiment 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 imports 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 1 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 84 5.4
Direct Imports from OAPEC 09 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-
1971 embargo and production curtailment. 1t 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-
evant 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 sigriificant 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.

—NMore 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
evenin 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
Country Exports Production
Saudi Arabia®* 4,500 5,225
Iran 2,150 2,505
Kuwait* 1,000 1,115
Iraq 800 970
United Arab Emirates 1,200 1,300
Libya 1,000 1,105
Egypt 375 720
Algeria 850 965
Oman 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

Mid-East &
No. Africa as
a % of World 52% 27%

Source: CSIS data base.
*Includes one-halfl of Neutral Zone production

¢ The financial leverage of Middle Eastern 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 04 0.5 1.2
Gabon 0.2 0.6 1.3
Indonesia 14 5.2 109
Iran 17.8 19.3 18.7
Iraq 5.7 10.2 8.4
Kuwait 6.5 7.7 8.7
Libya 6.0 8:4 10.9
Nigeria 6.7 79 10.2
Qatar 1.8 2.2 2.4
Saudi Arabia 22.6 32.2 47.6
C.ited Arab Emirates 5.5 8.2 11.7
Venezuela 9.3 7.3 12.3
Total 8§72 114.3 1539

Source: OPEC Statistical Bulletin.

Libya and non-OPEC Oman) still enjoyed a cumulative current
account surplus of $329 billion at the end of 1984.1°

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 aleader in urging our allies to take appro-
priate actions to increase domestic energy production. At the
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Williamsburg Summit 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
commiitted 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-
sion of the political power of the United States and its allies relative
to the Soviet Union.”'?

Table 8 demonstrates that the petroleum imbalance has widened
considerably since Secretary Kissinger expressed concern.

¢ Since 1975, the USSR has overtaken 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."

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



TABLE 8

Petroleum in the Strategic Balance: U.S. versus USSR

1974 1978 1984

Proven oil reserves

U.s. 35.3 billion bbls 28.5 billion 27.3 billion

Soviet 8.34 billion bbls 71.0 billion 63.0 billion
Crude oil & NGL production

LA 10.5 million bpd 10.3 million 10.4 million

Soviet 9.2 million bpd 11.5 million 12.2 million
Crude oil reserve life

uU.s. 11 years 9 years 8.5 years

Soviet 25 years 17 years 14.7 years
Proven gas reserves

U.S. 237 TCF* NA 198 TCF

Soviet 812 TCF NA 1,450 TCF
Annual gas production

U.S. 22.2 TCF 19.5 TCF 179 TCF

Soviet 9.2 TCF 129 TCF 20.7 TCF
Gas production
(bbls of oil equivalent)

uU.S. 11.1 million boe/d** 9.8 million 9.0 million boe/d

Soviet 4.7 million boe/d 6.5 million 10.4 million boe/d
Natural gas reserve file

U.S. 10.7 years NA 11.1 years

Soviet 88.3 years NA 70.0 years
Total petroleum production

U.S. 21.6 million boe/d 20.1 million 19.4 million boe/d

Soviet 13.9 million boe/d 18.0 million 22.6 million boe/d

Source: CSIS data base.
*TCF: trillion cubic feet

**boe/d: barrel 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.'*

If 0il 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 Souviet 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 vil 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 Irag 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 (cf/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 lust 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
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TABLE 9

Petroleum in the Strategic/Economic Balance: U.S. versus USSR

1974 1978 1984
U.S. Petroleum Imports
Qil imports 6.2 million bpd 8.4 million 5.4 million
Gas imports 2.5 billion cf/d 2.7 billion 2.2 billion
Combined expenditures (—$24 billion) (—$43 billion) (- $63 billion)
Soviet Petroleum Exports
Oil exports to free world 1.0 million bpd 1.5 million 1.9 million
0Oil exports to communist countries 1.1 million bpd 1.8 million 1.7 million
Net oil exports 2.0 million bpd 3.1 million 3.4 million
Gas exports to W. Europe 0.5 billion cf/d 2.4 billion 6.0 billion
Gas exports to E. Europe 0.8 billion cf/d 1.5 billion 2.7 billion
Net gas exports 0.2 billion cf/d 3.0 billion NA
Combined hard currency revenues $3.4 $6.8 billion $22 billion

81
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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
when the stronger dollar enables it to purchase more strategically
important goods and services in the depreciated currencies of its
West European trading partners.

Despite forecasts of Soviet oil production problems, domestic
fuel-switching is expected to release additional oil tor export in the
coming 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 of 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,
they 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 carn West 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
alarm 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 Qil Exports to Western Europe

(Thousands of tons)

USSR as %
Crude Oil* Products Total of total imports
Jan.-June 1983 Jun.<June 1983 Jan.—June 1983 Jan.—June 1983

Austria 706 7 713 18.0
Belgium 1,231 1,016 2,247 129
Denmark 417 25 442 78
Finland 3,653 887 4,540 870
France 2,310 1,195 3,505 71
W. Germany 1,864 2,887 4,751 8.7
Greece 669 318 987 12.1
Iceland — 118 118 742
Ireland —_ 64 64 3.0
Italy 2,819 229 3,048 6.6
Japan 25 240 265 0.26
Netherlands 1,356 5,920 7276 19.2
Norway 82 61 143 75
Portugal 198 —_ 198 6.6
Spain 404 481 885 49
Sweden 977 337 1,314 11.8
Switzerland 45 1,366 1,411 21.6
Turkey i — 44 44 0.6
United Kingdom 927 480 1,407 7.1
United States 1 — 1 -

Total 17,684 15,675 33,359 54
Source: The Petroleum Economist.
'lndudin‘ ] s 1 qui ds and refi y feedstocks
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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 29 55% 44 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 Department Assessment

Sovietoil 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 coutlook 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. . . . Intemationally, 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 $8-810 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.!?

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-



163

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 zasier 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 0il’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. econmny and energy supply system were jolted by
two oil cupply disruptions during the decade of the 1970s. In
each case, deliveries of liquid fuels were restricted or unveli-
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 reducticn 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.'®

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.?® That hypothetical scenario is not 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.?' 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.??

¢ Gross national product is adversely affected by oil import
curtailment and higher prices in several ways.

During the second year of the curtailmeént, 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. For purposes 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
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optimistic case and 6.2 percent in the other. The level of the GNP
does not catch up with precurtailment base case projections for five
to seven years, depending upon price scenario.

¢ Unemployment increases significantly in the immediate wake
of oil import curtailment.

In the first two years, the annual rate of unemployment increases
by over 4 points and approaches the 1982 postdepression high of
9.7 percent under the optimistic case, while it increases by 6 points
and sets a new postdepression 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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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
FPercentage Point Changes From
Reference Case
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¢ Inflation jumps dramatically before oil prices level off, per-
mitting 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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FIGURE 5

Personal Consumption Expenditures
Percentage Change From
Reference Case
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¢ Personal consumption expenditures (PCE) will full 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 Treasury Departinent Assessment

Those responsible for promoting U.S. economic growth view the
prospect of increased oil imports with concern. In fact, the threat
posed by massive macroeconomic dislocations like those outlined
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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 of supply.
All three contribute to national security, the first two by
strengthening the economy and the last by reducmg vulnera-
bility to oil supply interruptions.®

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 1978.2¢

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
indollars 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 Costs

1974 1978 1984
Average oil cost per barrel
Dollars of the day $11.10 $14.28 $29.24
1974 dollars $11.10 $10.04 $13.84
Qil Impdrts Volumes 6.2 million bpd 8.4 million 5.4 million
Oil Import Costs $26.6 billion $42.3 billion $59.2 billion
Natural Gas Import Volumes 2.5 billion cf/d 2.7 billion 2.2 billion
Natural Gas Import Costs $0.5 billion $0.7 billion $3.4 billion
Electricity Import Volumes 0.133 quads/year 0.204 quads 0.371 quads
Electricity Import Costs NA NA $ 0.9 billion
Total Energy Import Costs $27 billion $43 billion $64 billion
Total U.S. Import Costs $104 billion $176 billion $341 billion
Energy as a Percent of Total 26 percent 24 percent 19 percent

Source: CSIS data base.
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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 tihe 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.%
¢ 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
(816 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
1985.2¢ 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.?” 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



173

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 2000.28

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 percert), Britain (2.2 percent), Brazil (2.0
percent), and France (1.8 percent).?

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-d-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 and volume . f oil mocing in world trade play a

central role in the delicately balanced international debt sit-
uation. Oil exporters are among the world’s largest interna-
tional debtors with Mexico owing 896 billion, Venezuela $35
billion, and Nigeria $15 billion. A significant decline in the
world price of oil could trigger the collapse of their painfully
renegotiated payment schedules.

Large oil importers also overextended themselves in the 1970s,
especially Brazil with $100 billion in international debt. The large



TABLE 13

Energy Imports and Trade Deficits

(Billions of dollars)

1974 1978 1984
Total U.S. Merchandise Trade Balance +$ 89 (—$34.0) (—-$123.3)
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.

1ZA¢



1756

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: CS1S 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 cancern 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.*

Current Federal 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-
sider 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
$ 38
$52.4 billion
$72.2

$21.9

$ 83.7 billion

$ 64.7 billion

$146.5 billion
$ 55.0 billion

$349.9 billion

Source: Bank of England report.

9Ll
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on Banking. Citing the rapidly rising trade deficit, Volcker ques-
tioned 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
expansion. Agriculture, heavy capital equipment producers,
and the metals industry, all of which face 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.?

Summary

The current situation, with respect to each of the 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
gap 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 reliefin 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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The Source of the Threat or Risk

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 conclu-
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 aresult 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 oi) 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.

-
4

Current Defense Department Assessment _
N
The military establishment is not sanguine about current pros-
peets 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 intensify 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.*

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 figlds 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.?

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 C1A 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.

¢ Inasimilareffort 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 attac&as tankers.
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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.?

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.? 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 We'stern 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.1°

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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thal 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-
“als, but rather because it postulates the probability of an entirely
predictable new oil policy in the event thatan 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’état 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-
dependence. 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.'?
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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
model 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 cumulaiive 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.”®

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.**

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 many 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.'s

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 Blumenthal, 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.'®

Although Schultze’s timing underestimated the impact of world-
wide recession, cunservation, 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, exainine the options available to oil exporters over
the next few years.

Although oi} 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), they 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.!?

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 58. 8.7 5.4
Direct imports from OPEC 3.5 5.6 2.3
Indirect imports from OPEC

(est.) 0.9 1.6 04
Total imports from QOPEC 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-
cantly 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.”

¢ 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.'®

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.?®

%3]8 Risk Posed by Interdiction or Seizure in a General
ar

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 glebal 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 mustacquire
the capability to project our defenses to this vital area quickly
and effectively.®!
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Summary

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 Gult 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 increased by the spread of
Muslim fundamentalisin 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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The Availability of Alternatives or Protective
Measures

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
Iraq 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 Qil 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



199

avoid the consequences of shortages if the supply crisis is
extended.

¢ Covernment-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.?

¢ 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 1979.2 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
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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.
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.%

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.)

¢ 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 tc U.S. Energy
Consumption

1874 1978 1984 1990 1995
0il 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% 5% 5% 5%

Total

Quads 72.5 78.0 74.8 83.5 90.1

Source: Energy Information Administration statistics.

4 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.”

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 74%
Western Hemisphere 15%

Western Europe 6%
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TABLE 19

Location of Proved Qil Reserves cutside
the United States
(Billions of barrels)

1974 1978 1984
Canada 9.4 6.0 71
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* 50 472 904
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 14
India 08 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 14
Iran 66.0 59.0 48.5
Iraq 35.0 32.1 445
Kuwait 814 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 14
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.C 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 are 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 t_he 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. Itis 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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Conclusion

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, butalso 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 sntuahon leads
to the following findings:

L.

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 1 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-
- stons were as follows: “The military burden is much greater in
terms of the mission added in 1980 to protect the Persian 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 tgere 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. 1 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
gh?t we run for automobiles, which is the next largest item in our

eficit.”

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-
guc;z)rs be allowed to keep any incremental value; I very much

oubt 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 H. LICHTBLAU, PRESIDENT, PETROLEUM
INDUSTRY RESEARCH FOUNDATION, INC., NEW YORK

Mr. LicutBLAu. 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 weﬁs, 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-
2' lgl the OPEC cartel, and as Dr. Schuler says, the cartel is not

ead—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 Kigher 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 resuit 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 1 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 barrcls-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:]



214

Telephone: (212) 867-0052

Petroleum Industry Research Foundation, Inc.
122 EAST 42nd STREET
New York, N. Y. 10168

EXISTING TAX LAWS, ENERGY POLICY 2ND THE
NATIONAI, SECURITY

Statement Lbefore the
Subcommitee on Energy and Agricultural Taxation
of the
Senate Finance Committee
U.S. Senate
by

John H. Lichtblau
President

June 21, 1985



216

Thank you for inviting me to testify before your
Subcommittee on Enérgy 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. o0il 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 cétegozy*; 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.industty 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 o0il 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 Aevelop 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 periocd 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 party of the required oepdmd
expenditureg in the explbration and producing sector, which have
no salvage value, puts this highly capital intensive industry on
a more egual 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 ptoducing 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 c¢f 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 avaiiable. 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 o0il 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 o0il, since the U.S. will remain a
substantial net importer of crude oil for the foreseeable future.
Thus, a decline in U.S. o0il 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 o0il industry's special pegative 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 o0il industry a "windfall" profit, since
under free market conditions prices would have risen much less
durinj3 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 WPl may have been justifiable
for oil which had been discovered prior to the price increases
but not for new o0il, 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
eqguals 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 o0il 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 1is clear. The 0.S. o0il 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. corpocrations.” 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%8 compared to 21.3% for petroleum companies.
More recently the American Petroleum Institute has shown a
simllar 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
0il 4industry earnings and thus the funds available for
exploration but, as pointed out, has now only a marginally
negative effect on o0il 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 resultad 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 drillirv 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 err the past twelve
years. These supplies carry an intrinsic social benefit, and
using tax measures to encourage investment in o0il and gas

exploration and procduction is a legqgitimate function of national

policy.
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STATEMENT OF RICHARD E. MORGAN, RESEARCH COORDINA-
TOR, ENERGY PROJECT, ENVIRONMENTAL ACTION FOUNDA-
TION, WASHINGTON, DC

Mr. MorcaN. 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
1c\?st the equivalent of $372 annually for every household in the

ation.

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 aboutggl 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.

QOther 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
Ll}eht?xtility industry’s excess generating capacity is at an all-time

igh?

I should point out that the depreciation provisicns 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 vears. 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 driliing 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 cil 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 thef' 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 any 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., hairman and members of the Subcoumittee:

My name is Richard E Morgan I am cmplcyed as research coordimator
of the Energy Project of the the Environmental Action Foundation I am
testifying today on behalf of EAF and seven other rnational environmental
and enerygy organizations, These organizations have a conbined membership
of nearly one million We appr2ciate 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 "evel 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 erergy technology over another;
thus, certain cost-effective energy investments might 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 mation

Finally, tax subsidies are an inefficlent 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 measwres are avajlable which can be far more cffective in

I‘achleving this goal.

The complicated array of federal tax subsidies for energy development
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has evolved gradually over the past 50 years or saq By and large, individu-
al tax benefits for energy development have been added in a piecemeal
fashion without regard to the overall impact on energyAinvestmenbs In
fact, some tax benefits were designed to counteract othern The result is a
complex and unfocused federal tax policy toward energy development and an

enormous loss of Treasury tax revenue.

Bxisting Federal Energy Tax Expenditures

Tax expenditures for energy development contained in the current
{ncoze tax system total at least $27 billion annually, according to esti-
mates by the Environmental Action Foundation (EAF). ‘That {s 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 oll, gas, coal and
electric power plants Only abouwt $1 billion aunually is spent by the
Treasury to promote the development of rerewable 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 benef its for energy development cost the Treaswy 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 detaiied 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 anmwally on benefits to
clectric 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 abowt $1.3 billion to $1.5
billion annually. (The Treasury Department does not compute tax expendi-
tures for renewables and conservation aloae, but this is estimated by EAF
at about $1 billion annually.) Altogether, these subsidfies through the
federal income tax system cost the federal Treasury $27 billion to $32

billion annwlly, according to EAF estimates

Inpacts of Energy Taxr 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 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 bdbuilding 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 investment 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 absordb 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 mamageoent and end-use efficiency. Numerous studies
have demonstrated that it is usually cheaper to save a kilowatt than to
generate one, yet tax subsidies encowage utilities to build new gener-
ating plants anyway. Why should the government continue to subsidize
power plant construction when the utility industry's excess generating
capacity is at an all-time high? Generating reserve margins are current-
ly 36 percent, or about twice what utflity regulaters 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 tnan their-original
investment for tax purposes. Exjensing of intangible drilling ocosts,
xaeapuhile, allowsg generous write-offs for oil and gas exploration

Industry officials say peroentage 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 1s willing to pay their true cost? As a
subsidy for uneconomic oll and gas wells, percentage depletion is in

reality a "Drain America First" policy which promises to make future
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gencrations more dependent upon foreign oil.

Similarly, oil and gas officials argue that Lax breaks are nceded
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 ow nation's taxpayers. Tax expendituwes which
subsidize these marginal investments in energy development are wasteful
of ow nation's economic resources. It would be far more effective to
pursue conservation of our nation's 0il and gas resources through non

tax measures such as auwtomobile efficiency standards or home weatheriza-

tion programs

Some major tax subsidies for energy development are not obvious
from looking at the tax code, For example, a seemingly innocuous tax
benef it for installation of pollution control equipment bas 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 Reveaue
Service (IRS) has allowed companies to finance large portions of power
pPlants and other energy facilities with subsidized tax-eéxempt bonds. In
1984 alone, utilities raised nearly $8.8 billion ir capital through
pollution control bonds, which will ultimately cost the Treasury nearly
$10 dillion in lost tax revenues, according to estimates by EAF.

Last year, in fact, more than half of all the tonds issuved by
investor-owned utilities were tax-exempt pollution control bonda We do
not believe Congress intended this tax incentive for pollution control
to become a major subsidy for construction of energ; facilitiea

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 {5 to 40 percent, while busines-
ses can recejve aredits of 0 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 cil and
gas All of the residential credits and mos:r. of the business credits are
now scheduled to expire at the end of 1985, Federal tax benefits for
epergy will thus become even more unbalanced unless Congress takes
action to extend the energy credita While we would prefer a tax code
with no subsidies for energy development, we feel that the govermment
must continue to offer tax credits for renewables and conservation as
long as 1t maintains tax subsidies for non-renewable energy investments

OCther 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 commorn 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 taxea™ 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 annuslly in federal income taxes which they are

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 IRS
Already, the pation'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 iaovest
in new power plants, even if they are not needed. State utility regula-
tors who would 1ike to to discourage unwise utility iovestments 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 {LRG sections
46(f) and 167(1)). The state utility commissions are better equipped
than the federal government to deltermine what costs should be included
in wility bdills

- Congress should also consider whether there is any need to offer

investment incentives to utilities through the tax code. As guaranteed
monopol ies, utilities arerequired by law to make the investments neces-
sary to provide adequate service to their customers If tax incentives
have any effect at all on utjlity investments, then they encourage
overbuilding 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 utflity 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 revenuves 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
mon-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 expe.ndjtwea 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 invesiments to be
pade according to thelr true econonic merits rather t.lhan according to
available tax subsidiea Elimination of these tax expenditures would
also provide the Treaswy with at least $27 billion annually which would
be available to meet other needs.

Thank you for considering our viess on this matter.
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ANKUAL FEDERAL ,TAX EXPENDITURES FOR ENERGY DEVELOPMERT®
(billions of dolliars)

Expenditure Year of Source
Estimate
Rlectric Utilities 3
Accelerated Cost Recovery System k.73 1983 DOE
Investment tax credit 1.9 1983 DOE
Fxpensing of construction-
period interest h.lob 1983 DOE
Pollution control tonds 1.00 198% EAF
Other industrial development bonds 0.18 FY1985 Treas.
Dividend reinvestment programs 0.45 FY1985 Treas,
Total 12.42°
011 and Gas
Accelerated Cost Recovery System 6.0-10.0° FY1985 EAF
Investment tax credit 3.00 FY1985 EAF
Percentage depletion 1.12 PY1985 Treas,
Expensing of intangible drilling 2.03 FY1985 Treas.

Expensing of construction-

period Interest ?
Expensing of tertiary injectants ?
Tax benefits for foreign operations ?

Total 12.15-16.15°
Coal
Accelerated Cost Recovery System 0.35 1983 RCA
Investment tax credit 0.18 1983 NCA
Percentage depletion 0.60 1983 NCA
Expensing of exploration costs 0.11 1983 NCA
Deduction for future reclamation costs 0.40 FY1985 Treas,
Capital gains treatment of royalties 0.1 FY1985 Treas.
Total 1.75
Renewables, Ernergy Efficiency and Synthetic Fuels
Residential conservation 0.33 FY1985 Treas,
Residential renewables 0.24 FY1985 Treas.
Alcohol & synfuel production credit 0.02 FY1985 Treas.
Business energy tax credits (incl, wind,
solar, hydro, geothermal, biomass,
synfuels, and coal conversion) 0.21b PY1985 Treas,
Investment tax credit 0.17 FY1985 EAF
Accelerated Cost Hecovery System 0.75-0,90° FY1985 EAF

Total 1.31-1.46°

TOTAL TAX EXPENDITURES FOR ENERGY 21.63-31.’IBb



238

Notes for Table:

2 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, Finagcial Statistics of
Electric Utilitiesg, 1983, February 1985

The Bond Buyer, December 4, 1984

Ebasco Business Consulting Co., Analysis of Publi¢ Utility Financing, Year
1984, January 1985.

U.8& Office of Management and Budget, Specjal Analysis G of the Budget,
Fiscal Year 1986, February 1985.

Internal Revenue Service, Statistics of Income: Corporation Income Tax
Returns, 1981, 1984.

Carl E. Bagge, National Coal Association, letter to Secretary Donald P,
Hodel, WS Dept. of Energy, December 14, 1384,
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Senator WaLLop. Thank you, Mr. Morgan.

Senator Long, questions of the panel?

Senator L.oNG. 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 thdt 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. LicutBrAavu. 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

eneral. I said this wasn’t always the case, but it has been the case
argely 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, |
don’t see how you can justify the windfall profit tax any longer.

Mr. LicutBrLAU. 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. MorcaN. Could I add one point to that?

Senator LoNG. Yes.

Mr. MorcaN. There are quite a number of oil companies that
have paid 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. MorGcaN. 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 cur
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 weli 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 MAaTsuNaGA. 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. MorcanN. 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-
gating all of those tax benefits, as Treasury-1 proposed last Novem-

er.

Senator MATSUNAGA. My time is up, Mr. Chairman, although I
did have a question for Mr. Lichtblau.
hSenator 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 WaLLor. 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
abnew 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 unsubstantiatable. 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. MorgaAN. 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. Schuler 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. LicurBLau. 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 wiﬁ 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 WarLop. 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.

Ser})ator WaLror. 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. LicutBLAU. 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 the
had to use low-sulfur coal, other fuels that compete directly wit
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. LicHteLAU. 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. LicurBrAavu. 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. | 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 Daggett, 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.

nator 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 concijusion
was that, no, there was no such justification.



245

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 ail 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 WaLrLor. Thank you, Mr. Chairman—or Senator Long.
That’s an old habit I once developed. [Laughter.]

Senator WaALLop. 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 o0il 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 WaLLopr. 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 clear{y 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. LicurBLAvU. Thank you.

Senator WaLLop. Next is a panel consisting of Mr. Robert
McCowan, vice chairman of the board of Ashland QOil; 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.

L]
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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 WaLLopP. 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 Geotge 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 authorlty 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. JANDACEZK
Ot BEHALF OF
THE INDEPENDENT REFINERS COALITION
BEFORE THE
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
SENATE FINANCE COMMITTEE

June 21, 1985
Mr. Chairman and Members cof the Subcommittee:

1 am George W. Jandacek, Vice-chairman and Chief Administrative Officer of
Crown Central Petroleum Corporation. Crown Central 1s an independent refiner
headquartered in Balt:imore, Maryland, with a gasoline refinery near Houston,
Texas. I am accorpanied today by Robert T. McCowan, Vice-chairman of Ashland
0Oil, Inc. We are testifying today on cehalf of the Independent Refiners
Coalition (IRC). 7The IRC 1s composed uf 18 companies and a trade association,
the American Independent Refiners Association (AIRA). The IRC represents the
interest of 30 1ndependent 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 caéacxty.

The Coalition's members and production capac;txes are listed 1n Appendix A of

this statement.

Mr. Chairman, we are here to discuss whether taxing auathori ' should be
used by the government to i1mplement basic energy policy objectives. The
Independent Refiners Coalition 1s convinced that selective use of the tax and
trade laws within tne jurisdiction of this Committee would provide the most
2ffective 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 rakes the case for why that authority should be used at this time,
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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 o1l decentrol, rising o1l prices
and a drop 1n refined product demani in the United States, the refining
1ndustry underwent a rationalization period that basically concluded 1n 1982.
Tre 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. Wwhile the
rationalization was 1n progress, U.S. refining companies invested heavily to
modernize and improve remaining plants. What emerged from the rationalization
peri1od was a domestic refining i1ndustry ackowledced 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 1s not yet in sight. Approximately one million b/d of operating refining
capacity has been shut down since mid-1983. WUnlike the earlier
raticnalization, this shutdown wave has involved large, sopnisticated U,S.

cefineries,

In seven of the last nine quarters, most major and independent refiners
alike have posted significant losses on refining.operations. Refiners are
losing money because a barrel of refined products has been seiling for less -
than 1ts cost of production. The cause of this problem is the rapid increase
1n 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
przices that recover the world market price of crude o1l on gasoline sales 1s
tﬂe major cause of injury to U.S. refiners. An important and related
consideration here 1s the diversion of gasoline and other light products to
the U.S. matket due to tariff and non-tariff parriers i1n 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 -- 1f 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 “o record levels. Wwhat is happening is that, through
various devices, government-owned or assisted refining operations are
receiving discounted crude oil. In many cases the same goveraments ate 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 qovernment munopoly power,

In effect, we are replacing undue dependence on crude o1l imports with
unduye 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
marqgins and the loss of more refineries, Mr. Chairman, our analysis reveals
that U.S. refining capacity is at or below the level required %o 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.5. 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 a 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 i1mports 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.

Speci1fic taxing authority has been used to raise gasoline excise taxes to
improve highways. Exemptions from such taxes have been granted on fuel grade
2thanol. 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 aliowance 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 i1ncentives 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, which 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 th2
establishment of Naval petroleum reserves, the Strategic Petroleum Reserve,
international crude sharing arrangements, extensive regulation and controls
affecting the price and production of crude o0il and natural gas, o1l price

decontrol, and the phased deregulation of natural gas, to name but a few.
FOREIGN USE CF TAX OR OTHER GOYERNMENT AUTHCRITY 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 lonrg engaged in active,

interventionist policies in fostering domestic energy objectives.

First, an examination of large energy-consuming nations' tax policies
teveals 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 rost 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 enecrgy resources.
Their system encourages certain imports and discourages others, and
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. 1In
Japan, a nation totally reliant upon i1mported enerqgy, the government has used
highly protectionist policy to protect 1ts domestic refining indust;}, through
limiting product imports to 10 or 11 percent of demand, No gasoline importer
is permitted to bring supply 1nto 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 O - 86 -- 9 '
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world -~ the United States., Details on trade barriers in the major refined

product matkets are provided 1n Appendix B,

These actions of energy-consuming nations are in charp contrast to the
government policies implemented by many energy-producing nations such as Saudi
Arabia, other Arav OPEC states, Mexico, Venezuela, China, Romania and the
Soviet Union, These nations have long engaged in a program of subsidized
enerqy for ianternal consumption. In fact, the current legislative concern
over natural resource subsidies derives from foreign governments' provision of
enerqgy resources priced at well pelow "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 1s selling at a loss that does not
even recover cash refining costs, much less any return on investment. Such
fosses 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 ospivfor 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.
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OPEC'S INFLUENCE ON U.S. ENERGY POLICY

The OPEC cartel's control of crude oil produyction and pricing has
Jominated U.S. energy and national security policy for the last 12 years.
suring this period there has been a significant but little-publicized shift to
1ncreased government ownerchip and control of downstream refining and
narketing. This has altered the impact of OPEC'sS crude prodction and pricing
policies on markets. As the "J.S5. government has reduced 1ts direct
involvement 1n the o0il and gas business in favor of market forces, the
governments of other key nations have increased their involvement. In the
October 1384 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-cwned. As the new OPEC
refinerics 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

inciuded, government influence 1n the refined products trade 1s overwhelming.

In a free market, the price of refined products would set the price of
crude oil. Crude o0il, 1n 1ts unrefined form, is after all virtually useless.
The value of crude o1l 1s derived from the value of the refined products made
from i1t. Due primarily to the OPEC cartel, rhis relationship has been

inverted.

puring the 1970s, the rising price of crude o1l was setting the price of
refined products due to the leverage of the OPEC cartel, (n the present
period, the price of refined products has on several occassions fallen below
the cost of the crude oil 1nput necessary to refine them. This is due to
OPEC's attempt to slow the decline 1n crude oil prices. Once again, OPEC has
been instrumental in distorting the basic relationship between product prices

and crude o1l prices,

Currently, product prices are not setting the price of crude o1l 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 immadiately 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 QOPEC crude o1l prices i1nto the refining sector. This 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 maintasn their refining capacity., This forces diversion
of excess refined products, pacticularly gatc 'ine, to the U.S. -- even though
product transportation costs are higher and products sell at prices «hich

produce negative refinery margins.

Tne formation of larger major integrated o1l companies will not be
adequate 1n and of 1tself t¢ offset foreign government monopoly power and
market distortion., This 1s evident from the fact that major oil companies
have also experienced massive refining and marketing losses 1n the last two
years. Independent refiners in tne U.S. are less able to withstand the
exercise of this foreign government powetr 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 1n the marketplace. The extension of government monopoly power
into export refineries and diversion of product due to tariff and non-tarciff

barriers in Japan and Europe is thwarting U.S. energy policy.
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Private U.S. refiners and marketers, whetner i1ndependent or integrated --
and regardless of si1ze -- cannot overcome this use of government power by
themselves. Only the U.S. governnent can effectively deal with this
distortive use of power by other governments. U.S. energy policy should not
éhplxcate the direct 1ntervention and discrimnation used by 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 1s 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

Eneryy policy and national security policy re ,arding petroleum and
petroleum products are inextricably linked. The focus of this linkage 1n the
past has been to prevent undue dependence on unsecure foreign sources of crude’

o1l. Now that focus nust shift to refining,

The overall Jecline i1n demand for refined products has produced excess
refining capicity worldwide i1n the last five years. Moreover, almost two
million b’d of new export refining capacity 1s now peing added by OPEC
countries, The market should decide which refineries shut down out the
actions of foreign gJovernments are moving the bulk of the excess production to

the U.S, market.

Instead of markets allocating the shutiowns, fureign government policies
are determining which refineries shut down. Unquestionanly, 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 pelow levels necessary to fully utilize
the Strategic Petroleum Reserve, At cucrrent levels of operating capacity, and
even adding the capacity of 1died refineries actually capable of restarting,

the IRC believes that the U.5., refining i1ndustry could not now neet essential
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military and civilian demand in the event of a moviiization., Tnere would ve
serious disruptions and lags 1n any event, including import disruptions. We
are already dependent on refined product imports, primarily transportation

fuel products and blendstocks.

The only guestion today 1s how much worse it 1s likely to g2t. As Jemand
increases worldwide, new supplies may be withdrawn from the U.S, market. The
only choice we will have at that point 1s to drive prices up high enough to
outbid other nations or to replace the refineries We are Closing now, assuming
credit and capital are available to do sc. 1t 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 1in the interests of national security. Some questions need
answers. How much refining capacity 1s 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 et out the case
for act;on 1N our testimony. A summary of an extensive memcrandum on the use
of quotas and import fees on petroleum and refined products to protect
national security under Section 232 13 attached as Appendix C. Most recently,
Section 232 authority was used by President Reagan to embargo crude o1l

imports from Libya.

The obvious policy conclusion 1s to limit gasoline imports to a level that
will maintain existing capacity and bring essential idled capacity back on
line. The taxaing authority of the Congress 1s adequate to achieve this
objective, Import fees, increased tariffs, quotas or some compination 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 D}

The IRC believes that the selective use of taxing authority and trade laws
on gasoline 1mports can achieve our national security policy to maintain
adequate refining capacity. The same actions will negate or offsct 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 J.S. refining i1ndustry and national
security. In addition, current Congressional actions and proposals are

discussed.
THE SHUTDOWN OF U.S. CAPACITY SINCE 1980: TWO WAVES

Independent and integrated domestic refining companies have been injured
by the rapid increase 1a light refined product i1mports. 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
1n the Cnited States is converted into gasoline. The U.S. industry is geaced
to gasoline production for an obvious reason. OQur market represents 52
percent of world gasoline demand, compared to only 16 percent in Western
Europe and 10 percent in ¥ar East, including Japan. 1f gascline cannot be
sold profitably in the U.S. market, the zésult is the shutdown of U.S.

refining capacity.

The United States has reduced 1ts operating refinery capacity by four
million b/d, from 18 million b/d 1n 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 i1n 1982, rationalized the i1ndustry and left cnly the more

efficient and sophisticated plants 1n operation.

The second wave of shutdowns began in mid-1983, after total refined
product demand began to increase.{Chart 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 concinuation of the rationalization process of old, inefficient
plants, 1Ia 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 $X2 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,®
Orl & Gas Journal, Annual Refining Issue, March 18, 1985). According to the
Q11 & Gas Journal, U.S. refineries operating today are twice as sophisticated
as the world average. 1In addition, independent refiners today are as complex

and efficient as the major oil company refinecies.(Chart 4)

Craitics have also attempted to assert that a continuous decline in
gasoline demand is to be blamed for the second wave of shutdowns. This
statement 1s simply incorrect. U.S. gasoline demand has increased steadily

