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RECYCLING ENERGY TAX REVENUES

MONDAY, JUNE 6, 1077

U.S. SENATE, .
SUBCOMMITTEE ON ADMINISTRATION
oF THE INTERNAT, REVENUE CoDE
oF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m. in room 2221,
Hon. Floyd K. Haskell (chairman of the sui)committee) presiding.

Presont : Senators Haskell and Dole.

Senator Hasgerr, This morning the Subcommittee on Administra-
tion of the Internal Revenue Code begins its hearings on administra-
tive problems involved in recycling energy tax revenues. To fully
understand the problems involved and to put such issues in proper
prospective, we have asked a group of distinguished economists to
present us with their views regarding our energy crisis and the ways in
which they suggest we moderate the economic disruption which may
occur in connection with implementing short- and long-term solutions
to this energy problem. We have been told that our energy problem is
a hydra-headed monster. We have been told that we have finite encrgy
reserves. We have been told that to encourage expanded exploration
and development of our limited reserves and to promote conservation
of existing supplies, higher prices are necessary. We are also told that
our dependence on foreign sources of energy pf;cos us in an extremely
vulnerable position. Finally, we are faced with a variety of environ-
mental concerns associated with the production, processing and usc of
energy supplies.

It is our concern that higher energy prices to solve these problems
may bo inevitable. The task of Government will be to moderate the
impact of these higher prices on our economy. Of highest priority will
be methods to soften the impact of this burden on our individual

citizens. )
[The committee press release announcing this hearing and an out-

line of the subject matter follows:]
CoMMITTEE oN FINANCE,

U.S. SENATE,
May 26, 1977,

PRESS RELEASE

SUBCOMMITTEE ON ADMINISTRATION OF THE INTERNAL REVENUE (ODE ANNOUNCES
HEARINGS ON ADMINISTRATIVE PROBLEMS INVOLVED IN RECYCLING ENERGY TAX

REVENUES

Subcommittee Chairman Floyd K. Haskell (D.-Colo.), announced today that
the Subcommittee on Administration of the Internal Revenue Code will hold
hearings on June 6 and June 27 on the administrative problems involved in col-
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lecting and recyeling huge energy tax revenues hack into the economy., The
Colorado Senator stated that he is particularly interested in analyzing who wiil
hear the burden of the energy tax program,

The hearings will begin at 9:30 \A.M. in Room 2221, Dirksen Senate Office

Bldg.
Renator Haskell said the hearings will attempt to focus on the Admiuisteation’s
energy tax program, even though certaln aspects have yet to be developed,
Haskell said that on May 15 of thig year, the New York Times reported that
50 percent of all respondents to a vecent poll Indicated that inflation is the
most fmportant economie problem facing the country today, Ounly 34 percent of
those respondents viewed nnemployment as the most urgent economie issue,
Arthur Okun, former Couneil of Economit Advisers Chairman, has snggested
that the Administeation’s energy program is unnecessarily inflationary, “Thexe
hearings will seek to determine what kinds of difficultiex may be fuvolved in
attempting to neutralize the Inflationary aspects of the proposed energy pro-
gram,” said Haskell, *"To better assess the meritx of this program, designed to
promote conservation by Increasing the velative cost of energy, we have invited
a number of leading economists to provide us with the benefit of their views,

“We hope to develop information concerning the progrun’s jmpact on GNP,
personal fncome and consumption, jobs, rvesource allocation, sector-by-sector
dislocations precipitated by higher energy costs, fnflation, the short- and long-
run aggregate effects of Mgher energy costs and the consequences of failing to -
tnke any action.”

Some economists have indieated that energy tax revenunes shonld he recyeled
and reinjected back into the economy in an inflation-neutvalizing mauner. Haskell
safd these hearings will attempt to focux on whether the primary consideration
of that effurt should be :

Equity:

Moderatiug the impact of the program on particular income classes:

Moderating the inflationary impact disclosed by the Consumer I'rice
Index;

Offsetting the cost of other major programs such ax welfare reform, social
security or tax reform:

Stmply making large fnfusions of money hack into the economy through
government spending to offiset the sums that will be removed in the form of
energy taxes.

T'he hearing on Monday, June 27, will center on the administrative feasibility
of the proposals advanced at the first day of hearings. The June 27 witnesses will
also try to determine which mechanisms may be most desirable,

“They will also be asked to discuss the issue of ‘leakage,’—how much of the
revenues passing through the sticky fingers of Uncle Sam will of necessity, fail
to be channeled back Into the economy,” sanid Haskell. “An additional facet to
be considered will be whether a program of energy taxes introduces further un-
warranted complexity into our tax system,”

The following witnesses have been scheduled to testify on Monday, June 6:

Dr. John Palmer, The Brookings Institution;

Professor Wallace Oates and Willlam Baumol, Princeton University :

Professor Lawrence R, Klein and Messrs, R. M. Young and George Schink,
-Wharton Econometric Forecasting Associates:

Professor Robert Hall, Massachusetts Institute of Technology :

Dr. Rudolph Penner, American Enterprise Institute: and

Dr. Alvin A, Cook, Jr. and Miss Virginia Rogers, Data Resources, Ine.

Witnesses for the June 27 hearing will be announced in the next few weeks.

Legislative Renrganization Act.—The Legislative Reorganization Act of 19486,
as amended, requires all witnesses appearing before the Committees of Congress
“to file in advance written statements of their proposed testimony, and to limit
their aral presentations to brief summaries of their argument.”

Witnesses scheduled to testify must comply with the following rules:

(1) A copy of the statement must be filed by the close of business two days
before the witness 1s scheduled to testify.

(2) All witnesses must include with their written statement a summary of the
prineipal points included in their statement.

(3) The written statements must be typed on letter size paper (not legal size)
and at least 75 copies must be submitted by the close of business the day bhefore
{he witness is scheduled to testify.
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(4) The witnesses will be allowed 15 minutes for their orui presentation.

Written testimony.—Other persons interested in presenting thelr views to the
Subcommittee are urged to prepare a written statement for submission and in-
clugion In the printed record of the hearings. These written statements should
be submitted to Michael Stern, Staff Director, Committee on Finance, room
2227, Dirksen Senate Office Building on or before July 30, 1977,

ADMINISTRATIVE P’'ROBLEMS INVOLVED IN RECYCLING ENERGY T'AX REVENUES

OUTLINE OF S8UBJECT FOR HEARINGS BEFORE SUBCOMMITTEE ON ADMINISTRATION OF
THE INTERNAL REVENUE COLE, PREPARED BY THE S8TAFF OF THE BENATE FINANCE

COMMITTEE

This outline summarizes the subject of hearings to be held in June before the
Subcommittee on Administration of the Internal Revenue Code,.

1. Need for national energy program
_Economists now generally accept the proposition that there really is a national
energy problem which requires some solution if the continued economic success
of the United States Is to be assured for the future. The fundamental goal of an
- energy program for the United States would be to curtail dependence on foreign
energy sources and to simultaneously minimize domestic economice and soclal

disruptions.

11, Energy conservation

For the short term it is generally agreed that energy conservation is the most
promising area for curtailing U.S. dependence on foreign oil. Economists, by and
large, seem to believe that the most promising path toward greater conservation
is Ly, in one way or another, allowing the price of energy to rise. In this way
demand can be dampened, a true economice incentive for greater efficiency in the
use of energy will be put in place, and an economic stimulus for the production of
additional supplies will similarly be permitted to come into being, This is a brief
summary of the traditional economic view.

II1. The role of Government in adjusting the impact of higher energy prices

To the extent the full impact of higher energy costs is not politically accept-
able in terms of higher living costs for individuals and increased revenues for
energy suppliers, it 18 incumbent on government to take a role in adjusting such
phenomena. The administration has proposed a series of excise taxes to redirect
the bulk of higher energy costs to government coffers so that these revenues may
be redistributed by the government back into the economy for the purpose of
offsetting what the Administration has determined to be unduly burdensome
price increases on individuals and businesses throughout the economy.

IV, Issucs which must be addressed by the Congress in evaluating the merits of
the administration’s energy proyram

1. Is the administration's prograimn too complex?

(a) For example, does the establishment of six separately-priced classes of
oil create a situation which i3 excessively difficult to monitor and excessively -
difficult to comply with?

(b) Does a system of individual tax cuts and tax credits provide a simple and
eficient mechanism for the redistribution of energy tax revenues?

-2, Wil the proposed energy program actually result in a shift away from the
use of petroleum and natural gas and an increase in the use of coal, geothermal,
solar, hydroelectric. and nuclear energy sources?

3. Can these desired shifts be attained on the supply side with coal production
reaching needed levels and sufficient nuclear plants being completed within

reasonable time frames?
4. Can regulatory procedures be sufficiently improved to make the attainment

of these goals possible ?

o. Is a gas guzzlers tax on large automobiles necessary ? Will such a tax reduce
the relative cost of smaller cars and stimulate increased automobile sales?

6. What will the impact of these mandated energy price changes be on the
construction industry? How will such changes affect interest rates which have
such a significant impact on the construction industry?

7. Are there any major reasons which make a gnsoline tax more attractive
than merely allowing the price of that commodity to move toward its true eco-

nomic cost?
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8. What would be the consequences to our economy if our government fails to

take any action on the energy question?
9. Assuming that government action should be prompt and should provide

both consumers and producers with a clear signal of the direction in which this
nation ought to be moving, can this be done in & manner that is not excessively
disruptive to our economy? Can this be done in a simple fashion with a single
across-the-board BTU-type tax and a simple refundable tax credit to be dls-

tributed to all individuals? ,

Senator Haskerr. To fully understand the problems involved and
put the issues in perspective, we have a group of distinguished econ-
omists to present us with their views regarding the energy crisis and
the ways in which theg suggest that we moderate the inevitable eco-
nomic disruption which may occur with the short-term and long-term
solutions, both as proposed by the President and otherwise, to solve
the problem.

I think that it is terribly important that we examine this issue of
taking money ifito the Federal Treasury and then disgorging it, both
looking at the economic impacts that might result an what might be
the increase in administrative costs.

Senator Dole, do you have a statement

Senator Dore. Thank you, Mr. Chairman.

As I understand it, the %‘oal of the Carter administration’s ener
§roposals is to cope with the very serious energy shortage which the

ation faces today. This is a commendable goal. I concur with it and
Iapplaud it.

ut as I examine the program, I see virtually no correlation between
the goal and the means proposed to achieve it.

One of the overriding concerns of the administration appears to be
that the producers of oil and gas will realize a financial return on their
investment. Preventing that from happening seems to me to be the
central purpose of the tax scheme which we will congider today.

The tax scheme attempts to inflict the discipline of the free market
system on U.S. energy consumption, while denying the benefits of the
free market system to the U.S. consumer. These benefits would be de-
nied by depriving oil and gas producers of any economic incentive to
find and develop new supplies, thus reducing the shortage, increasing
the supply, and eventually reducing or at least stabilizing prices.

On that question, T want to raise just two points. First, the adminis-
tration’s position is based on the a priori assumption that there is no
need for any incentive to find and develop new sources of oil and gas,
because there are no significant amounts of oil and gas left to be found.
That is not a view uniquely held by the Carter administration. One
of the cliches of the energy situation is the phrase: “IVe are running
out of gas and oil.” That 1s a relative truth. Oil and gas are not self-
renewing, and since we are using those resources it is possible to say we
are running out of them. The real Twstion is not whether, but when.

It is far more accurate to say that we are running out of proven
deposits of oil and gas. We are not moving aggressively to find new
deposits. And the reason is not simply because there is no financial
incentive for producers to go after more oil and gas but, more directly,
because there is no financial justification to put money into the effort.
Assembling capital for exploration is becoming increasingly difficult
because investors can find safer places for their money than an indus-
try whose prices are regulated at the same time its costs are soaring.



5

It does seem to me that question of whether America still has sig-

nificant untapped sources of oil and gas is at the very heart of the

uestion of the validity of controlled oil prices, regulated gas prices,
the equalization tax, and the consumption tax.

The oil and gas industry—whose business it is to know—tell us there
are very substantial amounts of petroleum left to be found, and the
President’s energy proposals are predicated on his apparent belief
that there are not. I don’t know how we find out who is right, but I do
know the proposals before us today constitute a self-fulfilling proph-
ecy. This program is designed—unintentionally, but no less effec-
tively—to 1nsure that we will exhaust our proven sources of oil and
gas, and by failing to explore for more we will, in effect, run out.

The second point I want to raise goes to this issue of economic
incentive—the profit motive.

One very popular view today is that the energy companies refuse
to look for oil and gas because price controls prevent them from
making a big fat profit,

The fact 1s that, as I mentioned above, oil and gas producers cannot
afford to look for more deposits because they cannot afford to make
the big fat investments that exploration and development require.
Profit isn’t just what goes into a shareholder’s pocket. Part of it is
reinvested. Profits are also an index by which capital markets assess
the value of investment. So we aren’t talking—as some believe—about
an industry that doesn’t make enough money to satisfy its alleged
greed. We're talking about an industry which is prohibited from
making enough money to continue doing business.

This is a fundamental issue in the hearings we begin today.

Senator HaskerL. Prof. Robert Hall, of the Massachusetts Institute

of Technology.

STATEMENT OF ROBERT E. HALL, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. Harn. Thank you, Mr. Chairman, I will summarize the state-
ment that I prepared and distributed.

My statement concerns the proposed wellhead tax on crude oil which
I feel is by far the most important and best conceived part of the
administration’s energy program.

Even if every other part of the program succumbs to criticism from
economists or to adverse political pressure, the Nation will have made
a large step toward the solution of the energy problem if the crude oil
tax is enacted and the existing system of price controls, allocation, and
entitlements is scrapped. .

I emphasize the second part of that, as much as the first. The major
step forward here is to get rid of a very unfortunate set of programs
that were enacted in haste in 1974. It is an opportunity to get rid of
some very unfortunate provisions.

Let me summarize the numerical estimates, first of all. I find the
proposed tax of crude oil would raise nearly $20 billion in revenue in
1980. That number is subject to great uncertainty. My figure exceeds
what I believe the administration’s estimate of 1t is. I am unable to

track that down in full. .
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Senator ITaskern, What is that ?

Mr. Harn. The exact number is $19.6 billion in revenue in 1980. Let
me go over it when we get to the details of the calculation.

The effect of the tax would be to raise the price of crude oil to
refiners to the world level. In 1980, I compute it would be $2.80 above
what it would be if we continued with the system we have today.

The resulting increase in the price of oil products will be about 4
cents per gallon. Qverall, the Nation’s energy bill will rise by about
$16 bihion in 1980 as a result of the tax. Further, there will be small
increases of 0.2 to 0.3 percentage points in the rate of inflation.in
1978, 1979, and 1980. Finally, the preferred method for returning the
revenue to the economy is in the form of a flat energy credit of about
$120 per person against personal income taxes,

I think everyone here probably understands the way that this tax
will be administered, so I will skip over the details on page 2 of my
statement.

The proposed system recognizes that neither the world oil price nor
the overall price level can be predicted acceurately., so it links the tax
rates {o these crucial variables. In other words, from the point of view
of the analyst, une has to guess what this program really is beeause i
does not put in numbers in the legiclation. It merely refers to numbers
that will become known some time in the future.

My analysis of the program rests on a prediction that the general
rate of inflation in the United States hetween 1977 and 1980 will be 6
})oroont per vear and the rate of increase of the world oil price will

be 8 percent per yvear, Opinions differ on that subject. I think those are
representative, expert estimates.

There is a table on page 3 that shows how T see the system operating
in 1980, after all aspects of the wellhead tax have been phased in.

The purpose of the tax is to keep the tier 1 price very low. That is
the windfalll tax part of this proposal. The tax brings the price to re-
finers of oil up from $6.60. where it seems to be headed under this leg-
islation before 1980. The tax is $11.40, which T =ee the world price of
oil in 1980, at $18 a barrel.

In the other tiers, the taxes are lower to provide production
incentive,

There is some question about tier 3. The legislation as T see it. does
not really specify exactly how price controls are to be imposed on the
new oil in tier 3, Tt does not seem to say that $1 a barre] tax is going
to be imposed, but the price is to be held to 6 percent per year inerease,
There will be a £1 gap. so I put in a $1 tax. That is one of the reasons
that my revenue estimate is higher than other people's,

In order to get the revenue. one must guess what production will be
in the three tiers in billions of barrels per year and then multiply hy
the price to get revenue.

Let me mention that the split between tier 1 and tier 2 depends
sensitively on how the program is administered. A lot of exceptions
were granted in the past, For example. a definition of stripper oil
makes a big difference in tier 1 versus tier 2, so we are very uncertain
about that. Tt makes a big difference on the revenue side.

Tf T am wrong. if more of this is going to be in tier 2 than tier 1,
the revenue would he less. and, of course. the revenue ficures are
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extremely sensitive, proportionate to the price of oil. more than pro-
portional, because it depends upon the gap between the control price
and the world oil price. .

1f I am wrong, if the world price of oil is $17 a barrel in 1980, rev-
enue would be about $3 hillion less, $16.3 billion.

Now, let me discuss the impact of this as seen by the consunier, The
most important thing to say is that one cannot simply divide some
measure of the crude oil price by 42 gallons per barrel to get the im-
pact on petroleum price, ’i‘horo is 1 controversy going on today among
economists about exactly how large that figure is.

One respected body of opinion says removing the controls on the
price of crude oil would have no effect at all on the price of products.
In other words, there simply is no distributional issue at all. I do not
subscribe fully to that view, but I do subscribe to the view that one
must write down——

Senator HasxerL, Could you go over that again? Some people say
that increasing the price of oil by taxation wou%d have no eEect what-
soever on the product 4

Mur. ITars. That is exactly right.

Senator ITaskern. Including utility rates or the price of producing
various commodities ? -

Mr. Harr. T am speaking of various petroleum products such as
gasoline or heating oil. I am not sure of the effect on the residual oil
that utilities buy.

I do want to call the subcommittee’s attention to this very impor-
tant point, and that is, you caunot divide the crude oil price, whatever
it is, my figure is $2.80, by 42 gallons a barrel to get the price effect.
There is a market for products, You have to analyze the market.

The people who have analyzed it reached the conclusion that not all
of the cost increases will be passed on. .\nother way to put it, the entitle-
ment system today is generating extra profits in the refining sector in
the cconomy.,

One of the interesting and favorable effects of the proposed wellhead
tax is that, to a certain extent it is not a tax on refined products. It
operates that way, not so much dirvectly, but by putting in the wellhead
tax that would eliminate the entitlement system.

The entitlement system severely distorts the petroleum sector of the
economy in the way that it generates profits. We do not know how
large the figure is. One estimate is $8 billion, a very substantial frac-
tion of the total amount of money we are discussing here.

I think that is an extreme. I think it would probably be lower.

In my analysi=, $2.80 is the 1980 effect on the world price of erude
oil. Tf you divided that by 42 gallons a barrel you get 6.7 cents effect
on the price of gasoline, T think the effect would be 4 cents. Part of
that will he absorbed in the form of decreased profits among refiners.

Another way to put it, we would open up the T1.S. economy to com-
petition from foreign refined products by getting rid of the entitlement
svstem. Tho entitlement system effectively puts a pretty heavy tax on
the importation of refined petroleum products. If we can get rid of the
entitlement system. which T think is something that should be done
immediatelv, and which T support in this legisiation. largelv because
it would phase the system out in 1980, then we would get rid of that

severe distortion.
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Because of that, I do not see a large impact of the prices of refined
petroleum products attributable to this legislation.

Now, let me refer you to page 5 where there are two forecasts of the
retail price of gasoline, with and without this proposed wellhead tax.
Let me start out by saying there is a typographical error. In the top
of the page, in line 1978, the retail price of gasoline in 1978 is G8 cents.
. Those numbers should be 63, 68,73, 80.

The effect of the program, depends on what you think would happen
if the program were not enacted. What I think would happen is that
we would continue the current unfortunate entitlement system. I have
projected the retail price of gasoline in 1980 on the basis of that. That
appears on the bottom of the page. I compare the proposed program to
eliminate entitlements, replacing them with the wellhead tax, and you
see the effect of a penny a gallon in 1978, 2 cents a gallon in 1979, 4
cents & gallon in 1980 and beyond.

I did not attempt to analyze beyond 1980. It is about 4 cents a gal-
lon. There is a good deal of uncertainty about that.

As I say, there is an influential, respected body of opinion that savs
that number should be zero. The price of gasoline in 1980 would be
left literally unaffected by this legislation. I do not believe that. I cer-
tainly also do not believe that that would be the full 6.7 cents. I do
want to direct the subcommittee’s attention to this issue, which I think
has not been aired publicly at all,

Tt means that there is even less to fear by way of inflationary impact
of this program than you get if you just assume that the price of prod-
ucts was determined entirely by the price of crude oil.

Now, page 6 addresses another question, a difficult question to
answer: If we raise the price of petroleum products, what does it do to
other energy prices? .

Energy prices move in tandem. We know that. The international
price of oil went up in 1973 and 1974, The coal price went up along
with it. That will happen again.

To the hasic $12 billion that you get by taking petroleum at 4 cents
a gallon, T add $4 billion for this indirect effect for the price of other
energy for the total impact on the economy of $126 billion. I would
point out that $16 billion is less than $19 billion.

The effect of this on the Nation’s energy bill could easily be less than
the proceeds of the tax. That is because we have such a perverse system
today where we are generating all sorts of extra profit, apparently, in
the domestic refining industry by essentially prohibiting imports.
There is a dramatic difference, for example, in operating rates between
U.S. refiners who are refining flat out at high costs and refining in the
Caribbean and elsewhere.

What we ought to do is reduce operating rates domestically and
increase them in the Caribbean. That. incidentally, has a big advan-
tage in decreasing pollution. It is hard to overstate the perversity of
the current system.

If you take that $16 billion figure. that includes a little bit of the
offect of coal and natural gas too, and plug it in to pretty well-estab-
lished formulas for the effect of one price on the overall price level,
vou get prettv small effects.

The overall effect on the price level in 1980 is about .6 of a percent-
age point. When that is phased in, it is.2 and .8 of a percentage point.
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Now, let me turn to the central issue, how to get this revenue back
into the economy.

Thero are many ways of doing that. Wo have seen a large number—
T have made a list here—of proposals for doing that. I am in favor,
very strongly, of the simplest, direct approach to this problem, inci-
dentally, the one proposed b{‘ the President, namely, an equal per
capita energy credit against Federal income taxes.

I calculate if the basis of that credit is every American 16 or over,
an arbitrary age choice, that is $120 per person. That would simply

“appear as a reduction to the very end of the income tax form where
tho current income credit appearstoday.

Of course, there is a proL em which this subcommittee will struggle
with in trying to evaluate the President’s proposal—what do you do
about people who do not file personal income tax and cannot be in-
cluded in somebody else’s income tax?

The administration has proposed a rather complicated system, I am
not sure T understand why it 1s so complicated, in which there would
be several layers, and States would be responsible for tracking down
the individuals who somehow escaped personal income tax, or redis-
tributional programs, like AFDC. This is administratively com-
plicated because people move from one State to another. What do you
do about somebody who, in the middle of the year, moves from one
State to another?

It makes sense, if you are going to have a national policy, to admin-
ister it at tho national level, to get around problems like that. I am
not at all an expert in administering income tax. I see no reason why
wo cannot go ahead and let everybody file.

That, of course, would generate several million additional tax re-
turns, but we could take advantage of the administrative machinery
we have today. It is a problem handled already in the Internal Reve-
nuo Code, making sure that everybody files exactly once.

It scems that we have the administrative machinery to do that, and
if we do that, it would be very simple. Just pay this out as a credit
against incomo tax, just as we do with the earned income credit today,
we would give money to people who did not have to pay income tax,
to make it a genuine credit.

From the distributional point of view, one of the questions that
everybody worries about in these programs for decreasing prices, what
does it do to the poor? That is a very difficult question to answer.

My rough approximation is that the poorest 20 percent of the popu-
lation buys 7 percent of energy, therefore, it would be paying about 7
percent of this increase; 7 percent of the $16 billion increased energy
bill is $1.1 billion.

The poor would pay for only 7 percent of the energy but receive
20 percent of the credits. 20 percent of the total revenue would be $3.9
billion, more than three times higher.

Senator HaskeLr. Would you mind going over that arithmetic?

Mr. Harr. Let me start with a number which is unfortunately not
very well pinned down. Roughly 7 percent of total energy is consumed
by the lowest 20 percent of families in the Nation. Now, 27 percent of
the $16 billion increase in the energy bill would be $1.1 billion. That is
the cost to the poor of the proposed wellhead tax.

Senator HaskeLr. They consume 7 percent.
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Mr. Havr. Now we the poor receive 20 percent of the tofal credit,
The revenue in my projection is $19.6 billion; 20 percent of that is
$3.9 billion. One concludes that the poor come out ahead. I think this
conclusion just could not be overturned by any of the estimates that I
have used, even though some of those estimates are a little uncertain.
It issuch a large margin.

Senator HaskrLr. s an observation, one of your colleagues, Lester
Thurow, he was testifying before the Joint KEconomic Committee. His
estimate was that the program would cut the standard of living of the
poorest 10 percent by 8.1 percent, the richest only by 0.8 percent. I
realize T may be talking about apples and oranges.

Compared to the way you approached it, when you put it in your
perspective, the poor come out ahead. When Mr. Thurow puts it in
his perspective, they come out way behind.

T call that to yvour attention.

Mr. Harr. Yes. I prepared a critique, if you will, of Professor
Thurow’s work.

Senator Haskers, Everybody at MIT does not always agree.

Mr. Harr. That is one thing about a university. Universities do not
have?positions. I would be happy to go over that now. Is this a good
time

Senator Haskrrr, Maybe you want to finish, and perhaps Senator
Dole has some questions.

Mr. Harr. T definitely want to come back to that. T think this dis-
agreement can be resolved,

Finally. in conclusion, I think that the proposed tax on crude oil is
an economically sound program. T feel particularly strongly that it is
an opportunity to get rid of a very bad entitlement system.

Whatever becomes of the gasoline tax, the gas guzzler tax, the tax
on industrial uses of energy. mandatory conversion of coal, or the
other dubious parts of the administration’s energy program. the tax
on crude oil should be adopted to replace the existing control and
entitlement svstem, The revenue generated by the tax is moderate and
the problem of returning it to the economy is easily manageable. The
Nation’s poor will benefit, not suffer, from the tax and credit. The tax
will raise energy prices, but only by about 4 cents per gallon of oil
products. The impact on the overall rate of inflation will be negligible.

Senator Haskrrn. Senator Dole, do you have some questions ¢

Senator Dorr. I have no questions. I think it would be helpful if
vou would explain the question you raised, the difference in reference
to the impact on the poor.

Senator Haskern. I really think that would be quite important. As
vou know. Mr. Thurow set up several suggestions on the alleviation
of the problem. I think your explanation 18 there is no problem. Let
us hear that first.

Mr. Harr. T have studied Professor Thurow’s remarks. Unfortu-
nately. T have not had a chance to discuss it with him, so my discussion
is, perhaps, a little tentative,

Professor Thurow finds, first of all, that the real income of the
bottom 10 percent of the distribution would decline 18 percent, The
real income of the top 10 would decline 3 percent. Both those, even
the 3 pereent figure at the top is well above mine,
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Let us understand, he was addressing the whole administration
proposal, Tle used Data Resources assumptions that did not involve
the complete adoption of all of the gasoline provisions, but did include
all the nulustrias user taxes and attcmf)ted to say something about
increases in the price of natural gas as well as the wellhead tax,

The first vhing to understand is that the wellhead tax is less than
half of the com )ﬁ'te progran proposed by the President. :

The second thing to understand about Professor Thurow’s remarks
is that he was discussing, not the cffect on the price of energy costs,
of the program, but the increase in the dollar price of energy from
all sources, whether general inflation, increase in the price of oil, or
the President’s prograni.

It turns ont that his numbers are dominated by just plain ordinary
inflation. It is a fact of life that prices are going to rise at 6 percent
a year through 1980, very unlikely that we will be able to do very
much about that, so a very important fraction of what he is discussing
is ordinary inflation.

One important thirg about ordinary inflation, is that the poor get
increases In income just as large in percentage terms as anybody else.
There is no tendeney for inflation to make the distribution of income
in this country worse. In fact, one could make the case today that
inflation probably leaves the poor slightly better off because many re-
distributional programs are indexed to the price.level. We need not
fear the general process of inflation with respect to the poor.,

So Professor Thurow’s analysis is based on the assumption that the
incomes of the poor will not catch up with the regular inflationary
process over this 3-year period, in spite of the fact that the poor have
held up just as well as anybody else in the general process of infla-
tion, which has been very severe over the past few years.

'The major thing is that the question answered by his analysis is a
very strange one: dividing current income by an increase by prices
that will take place over a period while incomes will increase, no credit
whatsoever to an increase in that income,

There is a serious overstatement to his work in the distributional

effects,
Senator Hasgrrr. What do you base your assumption on, that in-

come increases?

Mr. Harvn. In the most adverse circumstances, over the past few
vears from inflation, the poor have not suffered distributionally or
suffered from similar forms of inflation. After the world oil price in-
crease, everybody has come out proportionately. It has not seriously
affected the distribution of income.

Because of the attempt here to say something about the dis-
tribution of income, I rely on the fact that the distribution of income
in this country has been extremely stable with respect to many kinds of
changes, Eat’tlcularly with respect to the plain, ordinary inflation, and
T am confident—I know, for example, that since we have linked food
stamps and social security—the poor come out slightly ahead with
inflation today.

Senator Haskern. How about the person with the income of $8.000
4 vears ago. Is that person going to come out roughly the same as the
person with $100,0007 C
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Mr. Havv. Yes; in percentage terms.

Let me point out. The recipient of social security comes out slightly
ahead as a result of the inflationary process.

It is important to keep in mind the realities of the ways peoples’
incomes are determined, which today help a large fraction of the
population, especially the low end of the distribution, where we have
been extremely successful in helping people out with Federal programs.

Those Federal programs are indexed.

We have linked benefits to the rate of inflation.

Getting back to where this came up, we need not fear the general
process of inflation over the next 3 years because we have been so
successful in “designing programs that are robust with respect to
inflation to make sure that the poor are helped to preserve the real
incomes in the face of inflation.

As I say, the realities of the economy and our success in dealing with
the problem of poverty, which I think has been very substantial, needs
to be kept in mind in evaluating the effect of the general process of
inflation,

Nonetheless, of course, there is something left over. The price of
energy is going to rise more than the overall rate of inflation. Thero
is something left over.

T have not attempted to break this all down, but my impression is
that we can *get a very small figure, just for the wellhead tax, if you ac-
cepted Professor Thurow’s data on the distribution of income and
simply, instead of putting in the data resources forecast for the overall
change in the price of energy, replace that by my kind of estimate of
just the effect of the program, then it turns out that the distributional
effect, in that sense, would turn out to be very small. :

Now, let me mention another problem. Suppose you did a compa-
rabloe analysis of other forms of consumption. He has a figure which
says that the poor spend about 30 percent of their income on energy.
You can make that number larger by adding some indirect effect of
energy.

Slﬁ)ypose you did a similar analysis. Suppose we are talking about
a program that you raise the price of food. You would find the poor
spend 40 to 45 percent of their income on food. Suppose we did it on
housing, 50 to 60 percent on housing. Add those numbers together. The
poor spend about twice their income on everything.

. Whag is going on in the economy if the poor can spend double their
income

This is a question that has been analyzed by economists for a long
time, Tt turns out if you classify families in the way that Professor
Thurow does, you have a very persistent hias that makes it look as
though the distribution of income is less equitable than it really is.

The difficulty is, if you look at the detailed data on those families
that have extremely low income, many of those people in peculiar cir-
cumstances, many businessmen, for tax reasons or other reasons has a
lower income in a particular year.

For example, if the businessman, for tax reasons, takes a large loss,
he would have a negative income, but not be poor, They are just there
for a couple of 1years.

It is the well-known property of the data of the distribution of in-
come that the data of the kind Professor Thurow uses makes you think
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that a larger fraction of the people in the economy are poor than really
are. A lot of those people are at a level of consumption double their
income, because they are not going to be poor next year or the year
after, only poor that particular year.

Another way of looking at it is that I believe the bottom decile in-
come cut-off is something like $2,000. That is far, far less than an
family in this economy is entitled to under AFDC or general relief;
$2,000 is far below the floor of income that we have established with
grogra?ms. How can a large number of people have incomes below

2,000

It is very simple. A lot of those people are not eligible for redistri-
butional programs because they are not actually poor.

Senator Hasgerr. I think it 18 quite clear that your views and Profes-
sor Thurow’s views are quite opposite, and I think probably we should
have Professor Thurow here. I respect your views very much indeed,
but I have a different question.

[ would really like to understand this. In your view, the $16 hillion
taken up in the form of excise taxes on the wellhead price, and your
view is lmsicn]ly that this, as T understand it, will not be $16 billion
more to the ultimate purchaser of the product beeanse ef the entitle-
ment program.

Can you explain that to me ¢ )
Mr. Hanrn, Let me begin by the numbers. My estimate of the revenue

from the program was $19.6 billion. My estimate of the impact on the
energy bill on final consumers of energy was $16 billion.

It secms quite surprising that the tax can generate more revenue than
it costs the American Feople.

Let me say, first of all, the difference between them has to do with
profits in the oil industry. To the extent that we take account of those
profits, we have to add them in. T do not include it with $16 billion, the
reduced profics in the oil industry, which, of course, would malke up the
difference.

The point about entitlements is that entitlements are available only
for imported crude oil with few exceptions having to do with a residual
oil. People who import heating oil, for example we, in New England,
are particularly sensitive to this. We have to pay more for heating oil
because heating oil comes in as a refined product. f)ut receives no entitle-
ments, The result is that that is essentially like a tariff on refined
products. -

Also, there is a discriminatory tariff with respect to refined products.

Under the present system, it is profitable for importers to import oil
in the form 0% crude o1l and for as much as possible of the U.S. demand
of products to be satisfied with domestic refining. You can see this very
strongly in the operating rates of domestic as opposed to foreign
refiners.

The result is that there are bargains available in refined products
elsewhere in the world, especially in the Caribbean, that are shut
off to the American economy, shut off because we have financial
discrimination.

Senator IaskeLn. How much, in dollar amounts ¢

My ITarn, The estimates of that vary. I think the casiest way to sum-
marize it is what would happen today if we simply eliminated the en-
titlement and control systems.

93-1053—77~—2
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.. Theestimates vary. It takes one forty-seccnd of a barrel of crude oil
to make a gallon of gasoline, and decontrol today would raise the U.S.
price of crude oil by $2.50. Divide that by 42 and you get 6 cents.

- One estimate of the etfect of decontrol today wonld be that gas would
cost 6 cents more. But that overlooks the fact that there is gasoline
available in the world today that noboedy is importing. The United
States as a first approximation does not import gasoline.

Senator HLaskerr, How much could we save if we could import that

gazoline?
Mr, T1ann, Estimates vary. Some would say 6 cents, I would say 2

cents.

Senator Taskknn., Tf you multiply that by the number of units,
what would that come out to¢ T am trying to offset that against the
$16 billion. ) -

My, Iawnn, Lot me see, It st be about $6 billion.

Senator IHaskenr, Thank you.

Senator Dole. do you have any questions?

Senator Dork. No.

Senator Haskerr, [ gather, then, Professor IHall, that youﬂprobably
would not agree with Arthur Okun, who testified on the inflationary
impact, His proposal was to have the Federal Government transfer
funds to State and local governments if they, in turn, would reduce

= sales taxes, I gather that you do not consider that necessary since you
do not helicve that this program would be inflationary. Would that be
correct ?

Mr. Harr. I do not want to say it is niot inflationary at all. One-sixth
of 1 percentage point is not zero,

Senator HasgerL, Let me ask you the question in another way.
Would you agree with his suggestion to have the I'ederal Government
transfer funds to State and local governments if they, in turn, would
lower sales taxes to offset the inflationary impact ? Do you think that
is a good idea or a bad one?

Mr, Hawr, I prepared a list of five alternatives. Would yvou be inter-
ested in my discussing them?

Senat?m' HasgeLn. You have five alternatives to Mr. Oaken's sug-

estion
. Mr. ITann. As I see it, the five major alternatives are: the flat credit
proposed by the administration; the vanishing credit proposed by
Professor Thurow; the extension of food stamps and the life line sys-
tem; finally, Arthur Okun’s proposal to reduce the State sales taxes.

Senator Haskess=Would you endorse any of those ?

Mr, Hare I would endorse any of them as an alternative to doing
nothing. I would not be in a position of saying that we should not
worry at all of returning funds to the economy. If we have $20 billion
in taxes, then we have a $20 billion program for reducing other taxes.
I certainly agree with the prevailing view. We do not want to put $20
billion in the Federal budget. If we have it, we want to have some other
tax reductions.

Senator IHaskerr., All right, sir.

Senator Dole?

Senator Dore. You addressed how to redistribute the income. You
have not addressed how we should solve the energy problem. For some
of us, we should not use the energy program to revise the welfare
system,
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My, Hare, I certainly agree with that. We want the simplest, most
direct, equitable way to retwrn the money to the economy, giving
everybody—every adult in the United States—$120 a year is the most
equitable way. That happens to be what the administration has

proposed.
Senator Iaskerr. Thank vou. sir, very much indeed. T appreciate

your appearance.
['The prepared statement of Mr. ITall follows:]

STATEMENT OF ROBERT IS, HaLL, PROFESBOR OF EcONOMICB, MASSACHUSETTS
INSTITUTE OF TECHNOLOGY

Of the many components of the Administration’s proposed energy program,
the tax on crude oil is by far the most important and best conceived. Even if
every other part of the program succumbs to criticism from economists or to
adverse political pressure, the nation will have made a large step toward the
solution of the energy problem Iif the crude oll tax is enacted and the existing
system of price controls, allocation, and entitlements i8 scrapped. In this state-
ment, I will present an economic analysis of the effects of the proposed tax, in-
cluding an estimate of the revenue it will generate and its effect on the price of
petroleum products and on the general price level. I will also discuss methods
for returning the revenue to the people of tiie United States in an equitable and
efficient way. Brlefly, I find that the proposed tax on crude oil will raise nearly
$20 billion in revenue in 1980. It will lift the price of crude oil to refiners to the
world level, about $2.80 above where it would be if the current system were
continued. The resulting increase in the price of oil products will be about 4
cents per gallon. Overall, the nation’s energy bill will rise by about $16 billion
in 1980 as a result of the tax. Further, there will be small increases of 0.2 to
0.3 percentage points in the rate of inflation in 1978, 1979, and 1980. Finally,
the preferred method for returning the revenue to the economy is in the form
of a flat energy credit of about $120 per person against personal income taxes.

THE PROPOSED TAX ON CRUDE OIL

When it goes into full effect in 1980, the proposed tax will bring the cost of
crude oil to refiners in the United States up to the world level, This is an essen-
tial step in providing energy users with the appropriate economic incentive to
limit energy consumption. It will be achieved by dividing U.8. crude oil produc-
tion into three categories or tiers: tier 1 will consist of “old™ oil produced at
pre-1975 levels, tier 2 of “new" oil produced from existing flelds beyond the tier 1
level, and tier 3 of “new new” oil that is discovered in 1977 or later. Tier 1 will
he taxed heavily to limit windfall profits, while tier 3 will face little or no tax
{n order to provide a strong incentive for new discoveries. Tier 2 will be taxed
moderately to provide a reasonable incentive for increased output in existing
fields.

The proposed system recognizes that nelther the world oil price nor the overall
price level can be predicted accurately, 8o it links the tax rates to these crucial
variables. The prices received by U.S. crude oil producers are to grow at the
general rate of inflation while the price of crude to U.S. refiners is to equal the
world oll price, and the tax rates are to make up the difference. My analysis of
the program rests on a prediction thut the general rate of inflation in the United
States between 1977 and 1980 will be 6 percent per year and the rate of increase
of the world oil price will he 8 percent per year. Then in 1980 the following

conditions will prevail:

[Cost per barrel]
Price received Price paid by
by crude producers Tax U.S, refiners
6. 60 11.40 18
fa.so $ 410 ‘Is
12.00 1.00 18
18.00 0 18
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The revenue generated by these taxes depends on the levels of production in the
three tiers and is especially sensitive to tier 1 where the tax is high. A reasonable
forecast is that total US crude production in 1980 will be slightly above current

levels and will be distributed as follows among the tiers: "
sarrers
per year
O e e e e e e e e e e e e 1.1
Tier 2 cmccccacan ————————— o ——— e e e e mmmm————ama 1.5
THO B e o e e et et e e e e e e e 0.7

Then the revenue of the tax system will be $19.06 billion in 1980. This estimate
is sensitive to the world price of oil—each dollar per barrel change in the world
price changes the revenue by $3.3 billion. At a world oil price of $17 per barrel,

revenue would be only $16.8 billion.
EFFECTS ON THE PRICES OF PETROLEUM PRODUCTS

The existing controls and entitlement system for equalizing the cost of refiners
of erude oil from all sources has the effect of making crude oil cheaper in the US
than in world markets. The proposed tax will raise the US price of erude to world
levels; if this occurred today, the price of crude to refiners would rise by about
$2.50 per barrel. The prices charged by US refiners for products will rise on
account of this cost increase. However, that rise would be limited by another,
little-noticed feature of the Administration’s proposal : Under the current system,
entitlements are received only for imported crude oil, and not generally for im-
ported products. The result has been to insulate US markets from the competitive
pressure of low prices currently prevailing in world markets for refined products.
To put it another way, immediate decontrol of the US crude price would cause it
to rise by $2.50 per barrel, but the prices of products would rise by less per barrel.
To some extent, the US would switch from importing crude oil to importing
refined products and thereby take advantage of the slack conditions in world
product markets, The profits of U.S, refiners would fall, of course.

The proposed system does not go into full effect until 1980, so the henefits of the
elimination of the distortion caused by entitlements will not be achieved fully
until that year. The likely evolution of the cost of crude oil to refiners and the

US price of the major petroleum product, gasoline, is;

: Retail price

Crude cost of gasoline

(per barrel) (per gallon)

1977 ceecvacovacennconnan . $11.70 $0.63
1978...c e craccamcnnncsnnenn e conn 13.50 .68
1979 wone .- 15.00 .73
1980, cncenaraccacasaecrancesecnannenanassnsasansannbvennnnassnncnennan 18.00 .80

An important part of the 17-cent-per-gallon projected increase in the price
of gasoline is due to the general process of inflation and not to the proposed tax
program. In order to separate the effect of the tax, it i8 necessary to guess
what will happen if the Administration’s tax propcsal is rejected. The most
likely alternative is the continuation of controls and entitlements indefinitely.
It is also likely that the definitions of the tiers and the selling prices of crude
oll would be the same as those proposed by the Administration. Then the alter-

native projections are:

. Retail price

Crude cost of gasoline

(per barrel) (per gallon)

17 7 TR $11.70 $0.63
|3 2 2 12.70 .67
1979 . eciceeencnnememaenavanann 13.70 J
1980..ccvcenrcencncancncacnnancennacnnnanancasen 15,20 .76

The effect of“the program, in the sense of the increase in the retail price
of gasoline relative to the continuation of entitlements, is 1 cent per gallon
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in 1978, 2 cents in 1979, and 4 cents in 1980. The effects on other refined prod-
ucts would be similar, The proposed tax on crude oil will not have a large im-
pact on retail produet prices. Even if the price of gasoline rose by the full
amount of the increase in the cost of crude oil brought about by the tax, $2.80
per barrel in 1880, the increase in the gasoline price would be less than 7 cents
per gallon. Most of the large projected increase in the price of gasoline will

occur no matter what policy is adopted.
IMPLICATIONS FOR TOTAL ENERGY EXPENDITURES AND FOR THE GENEBAL PRICE LEVEL

Were it not for regulation, the prices of other forms of energy would re-
spond quite strongly to changes in the prices of oil products. The projected in-
crease of 4 cents per gallon is about 30 cents per million Btus, and should
have a comparable effect on the price of Btus obtained from other sources.
But regulation of the price and availability of natural gas and on the right to
burn coal weakens this linkage. The direct effect of the increase of 4 cents per
gallon on total U.8. expenditure for petroleum products will be about $12 bil-
lion in 7980 and the induced effect on expenditures for other sources of energy
will be nround $4 billion. The total is $16 billion, which is less than the likely

proceeds of the tax.
The projected effect on the overall price level from the increased price of

energy is quite small:

Effect on the rate
Effect on the price of inflation
level (percent) (percentage points)

0.19 0.19
.35 .16
.63 .28

Though inflation is sure to be a major concern throughout this period, the Ad-
winistration’s proposed tax on crude oil will not be an important factor in that

inflation.
RETURNING THE REVENUE TO TIIE ECONOMY

The expected revenue from the tax on crude oil—just under $20 billion—is a
s«mall fraction of total anticipated federal revenue of about $550 billion in 1980.
Though it is tempting to suggest a set of national problems that could be solved
with this extra revenue in the guise of proposing a method for “recycling” the
revenue, I think that would be a mistake. The revenue ought to be returned to
the economy in a simple, equitable way that involves no new programs and
makes no claims to solve unrelated problems in the economy. By far the simplest
mechanism is the one proposed by the Administration : an equal per capita energy
credit against federal income taxes, If the 1980 revenue were divided among all
Americans aged 16 and over, it would come to about $120 per person, The great
majority of Americans would receive the credit as a reduction in income taxes
or as an increase in the earned income credit. The only problem is in paying the
credit to individuals who have no earned income but are not clalmed as de-
pendents by other taxpayers, [The Administration has proposed a rather com-
plicated system in which the states would have ultimate responsibility for
making the payments. A much simpler alternative is to permit those individuals
to file for a refund of the energy credit, just as those with low earned incomes
are permitted already to receive a refund of the earned income credit.

Poor families would come out far ahead under this system. The poorest 20
percent of the nation would pay about 7 percent of the increase in energy prices,
or $1.1 billion per year. Their credits would be about $3.9 billion, over three
times higher. The combined effect of the increase in energy prices and the en-
ergy credit is highly favorable for equalizing incomes.

- CONCLUSIONS

The proposed tax on crude ofl is an economically sound program. Whatever
becomes of the gasoline tax, the “gas guzzler” tax, the tax on industrial use of
energy, mandatory conversion to coal. and the other dublous or unpopular parts
of the Administration’s energy program. the tax on crude oil should be adopted
to replace the existing control nnd entitlement system. The revenue generated
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by the tax is moderate and the problem of returning it to the economy is easily
manageable, The nation’s poor will benefit, not suffer, from the tax and credit.
The tax will ralge energy prices, but only by about 4 cents per gallon of oil
products, The impact on the overall rate of infintion will be negligthle.

Senator Iasiern. Next, we have Profs, Wallace Oates and William
Baumol of Princeton University.

STATEMENT OF WALLACE OATES, PRINCETON UNIVERSITY

Mr. Oares. Mr. Baumol is not here, but I am submitting his state-
ment and I am speaking for the two of us. Like Professor Hall, T will
summarize the written document which T can make available,

What I would like to do is to summarize the four points that we feel
most strongly about: unlike Professor Hall, T am not going to point
to specific magnitudes. Our considerations revolve more aronnd the
general strategy involved in a program of energy conservation.

The four points are essentially these, that first, we think it ix essen-
tial that the system of price incentives be mobilized on hehalf of en-
ergy conservation; whether this involves taxes or not is a separate
issue, but over the longer run, we really sec no viable alternative, no
alternative mechanism really that wonld prove to be an effective and
efficient means to restrain energy consumption,

Point No. 2. we were asked to address the issue of whether or not an
energy conservation program is likely to damage the economy in some
sense. The answer to that has to be yes.

Any program which is going to rednee the supply of energy avail-
able to the economy is bound. to some extent, to be a drag on the proc-
ess of economic growth. However, we feel very strongly that, through
the use of some kind of price and tax incentives that the adverse effect
on the economy can be minimized. This is the essential point.

Given a program of energy conservation, what general strategy
promises to minimize the adverse effect on the economy ?

Point No. 3, and this is an issne on which there will be some di-
versions of opinion among economists, given an acceptance of a pric-
ing incentive strategy, does one not want to go the route of simply
allowing the free market price to rise until it clears the market. or
alternatively. does one want to go the tax route as is being proposed
by the administration?

Tn general. T think economists wonld be inelined towawds the free
price solution. I think in this case, however, there are some very
strong, mitigating cireumstances simply coming from the fact that
we are dealing with an exhaustible resource. There may be something
to be said for using taxes in order to conserve onr own energy re-
sources for a time in the future, or they may even be in more scarce
supply than they are at present.

Finally, point No. 4, having to do with the recveling of our revenues,
T would like to strongly endorse the position taken by Professor Hall,
It seems to me that the overriding concern here has to be one of equity,
one of in some sense, returning these revenues in a way that it does
not. place undue burden on lower income groups, and it seems to me at
least quite clear that Professor Hall is quite right on this. that the ad-
ministration’s proposal for a simple per capita rebate has the virtue
not only of simplicity but is for the poor. N
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Senator Dorg, Ts it not inequity to return more than we pay?

Mr. OaTes. The equity issue, as I view it in this context, 1s in terms
of vertical distribution of income; what we want the program to do is
essentially provide an incentive to conserve on energy. That is going
to generate tax revenues under the administration’s proposal. It is
really o separate issue as to how these revenues are then funneled
back into the economy.

My contention, like that of Professor Iall, is essentially that the
issue is one of equity and one should not try to sidetrack this program
by trying to accomplish other objectives with the rebate.

Senator Dore. How do you have an incentive to conserve if there
is all this talk about sacrifices and suddenly, they become subsidies:
you are not going to be hurt, you are going to gain in the energy
program. Where are the sacrifices? Where is the conservation if you
do not have to pay anything? You do not have to own a car to collect
a rebate. ‘,voryboc’l_y just lines up for the rebate,

Where is the savings?

Mr. Oares, I think this is an extremely important point and comes
really to the heart of the matter, and the issue is that the tax resulting
in the increased price of energy provides a direct incentive to cut back
on energy consumption so that part of it is the incentive, a person does
not get o nickel more back-—in other words, a person always gets more
back by cutting back on the energy consumption because the rebate
will be a per capita rebate. This is the important thing.

The rebate will have no bearing, as far as the individual was con-
cerned, on his energy consumption. As Professor Hall’s estimate sug-

ests, each individual in the United States would receive back $120.
To gets that $120 regardless of how much energy he consumes and by
reducing his energy consumption he gets even more back.
. The point is, on the one hand, the incentive to reduce energy con-
sumption’ is built in in terms of the tax. The rebate is completely
neutral. So in some sense, it does not offset the incentive that is
inherent in the tax itself.

I think it is crucial that that point be understood.

Those are really essentially the four points. Let me elaborate briefly
on them.

Our statement is not a long, detailed one, but I think going back to
point one, this emphasis on price incentives, it is important to ask our-
selves what alternatives we have available to us for a program of
cnergy conservation. As we see it, there are really essentinl‘y only two.,
One is to go the route of some sort of explicit rationing program as
wo have done in wartime conditions, in which perhaps coupons would
be allotted to individuals and businesses.

On the surface, this has a certain appeal and an appearance of
fairness, but it does generate sevious prob{ems.

While it may work for a short period of time, particularly when
one has the patriotic fervor associated with war to \mck it up, it may
be reasonably satisfactory, but we are talking about a longer period
of time. moreover, a period of peacetime and the rationing system, I
think, is likely to be highly unsatisfactory over such a period. Black
markets are inevitable. Snbstantial damage to the economy, T think,

is a consequence.,
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It is very difficult, over a time, to match allotments of coupons to the
needs of a dynamic, changing economy. Such allotments are practically
guaranteed to get badly out of balance over a longer period of time.

Increases of prices and taxes are, in many ways, an unsavory and
admittedly unpopular avenue of approach, but I think they are clearly

referable to rationing and really the only viable alternative as I see
1t that we have,

Senator Dore. Neither witness has talked about new sources of
energy. That seems to be the other half of the equation, rather than all
the emphasis on how we redistribute the $20 billion or $50 billion—or
whatever the amount is—I have four figures in four statements.

Do you address that at all

Mr. Oartes. We address that in one brief paragraph. Of course, it is
absolutely critical-—indeed, over the longer run the solution to the
energy problem must be in terms of new sources of energy. This means
an integral part of an energy program must place a very heavy em-
phasis on research and development of new sources of energy. That is
clearly true.

In my statement here, what we are really addressing is a middle run
period over the next few decades. I think it is difficult to envision break-
throughs that will become operational to an extent sufficient to alleviate
our energy shortage problems, But you are certainly right; that has to
be the longer run solution. This implies a very heavy commitment to
energy research. -

Senator DoLE. It seems to me, if we are going to pass anything in the
Congress there has to be a balance, otherwise, it is going to fall. If you
are going to attract votes in producing areas there has to be some
incentive for new sources, new production alternative sources, Other-
wise, it isnot going to get through the Congress.

We have to have a balanced program.gl‘hat is one of the hangups
that we have. )

Mr. Oares. I absolutely agree. A longrun program of energy research
must be an integral part of any program. In addressing the adminis-
tration’s program here, I am really addressing it in terms of an inter-
mediate run,

Senator Dore. The hearing is geared to how we recycle the revenue,
but I just suggest—I know you ﬁave it in mind and so does Dr. Hall,
but it seems to me there are at least two prongs to the problem.

Mr. OaTes. That deserves a very strong emphasis.

I think in some ways, as I sav, relying on some kind of price or tax
program does strike us as really the only viable approach over this
interim period. It is likely to be a long interim period and T think in
some ways what bothers us the most about this is that there is a kind
of third alternative, which is to do nothing, and we have seen that this
is really a very irresponsible course. We saw it earlier in this decade
when the oil embargo hit.

What is most worrisome, I think that the administration would lean
toward being too timid and hoping that the problem would go away.
Tt obviously will not. It is one we have to face. The alternative does
reqnire some hard choices and damage to the economy. We simply have
to face up to that.

Tet me comment briefly now on this issue of prices versus taxes,
which is a difficult issue. A number of economists will object to the
administration’s proposal in that it relies on taxes instead of simply
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lettilx{lg the free market price drift up to a level at which it clears the
market.

The case, of course, against that, the increasing prices will rep-
resent increasing profits, windfall gains in certain instances for pro-
ducers where, on the other hand, if one goes the tax route, these in-
creased revenues go into the public treasury rather than to the profits
of oil producers.-

So one can make a case on a fairness or equity criterion for the ad-
ministration’s approach for the reliance on taxes rather than a market
clearing approach.

There is another side to the story, and that is, it is the higher prices
and higher profits that provide an additional incentive for exploration
and domestic production of oil. If the price to producers does not go
up, we will unavoidably get less domestic oil production.

In general, this can be a very persuasive argument. I think to some
extent, as I indicated earlier, the force of this argument is blunted
by the fact that we are dealing with an exhaustible resource and one
can make something of a case that increased domestic production
comes at the expense of future consumption,

One may make, I think, something of a case for not encouraging
domestic production at this point in the light of encrgy resources
could even be more scarce at a later date.
hFailure to stimulate domestic production now may not be a bad
thing.

Fi%mlly, on the issue of the recycling of tax receipts, I think I
have been through this. I simply want to support Professor Hall’s
position.

It seems to me that we should be careful not to pervert the proposal
by trying to do too many things with the tax rebate revenues. Ono
should not try to use this as a mechanism to fight inflation, but would
unavoidably lead to pressures to raise this tax when price levels are
increasing rapidly and lower it when unemployment goes down.

Programs, in my experience, that try to accomplish too many

thilngs end up typically not accomplishing very many of them very
well.
I think, on this issue, that the case for a simple per capita rebate
proposed by the administration is a very compelling one, largely for
the reasons that Professor Hall has suggested. As he indicated, the
poor consume a smaller fraction of the energy consumed by the econ-
omy than higher income groups do, since they will be getting a rebate
equal to the average, they should, on net, be gainers from this.

Senator HaskerL. Thank you very much, Professor Oates. That is
a very interesting presentation.

Senator Dole ?

Senator Dork. T have no questions. Thank you very much.

Senator Haskerr. Thank you very much indeed.

[The prepared statement of Messrs. Baumol and Oates follows:]

STATEMENT OF WILLIAM J, BAUMOL AND WALLACE B, OATES
1. SUMMARY OF CONCLUSIONS

The primary purpose of this testimony is to endorse the general approach pro-
posed hy the Administration for the conservation of energy resources with its
basie reliance on the price mechanism_for the reduction of energy consumption.
We will make four hasic points, First, the use of prices or taxes to discourange
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cousumption of energy s the only approach that promises to be effective for more
than a very brief period of tiime, Second, all other things being equal, the pro-
gram will indeed tend to inhibit the growth of the economy, but that ix only
heciuse xuch a stowdown is the inevitable concomitant of any reduction In the
supply of energy. \ program based on the price mechanism can be expected to
restrain growth less than any other measure that yielded a comparable decrease
in energy consumption, ‘Third, we will argue that the legitimate purpose of the
recyeling of energy tax revenues (tax rebates) is to prevent inequities and un-
due hurdens upon lower-incoine groups, not to stimulate the economy, Finally, we
will maintain that the failure of the program to offer strong incentives tor the
expansion of petroleum production from domestic sources may, In fact, constitute
a strength rather than a weakness of the proposal, since it will preserve the na-
tion's oil reserves for the future when we are likely to need them even more

critically than we do today.

<. THE PRICE SYSTEM AS THE ONLY KFFECTIVE MECHANISM FOR REDUCING ENERGY
CONSUMPTION OVER LONG PERIODS OF TIME

In the very long run, the solution to our nation’s energy problem is, of course,
to he found in the development of new energy sources or, ruther, new techuniques
for the extraction of energy from sources thatare now virtually unused. If in the
next quarter century we fail to perfect the techniques of nuclear fission, utiliza-
tion of solar energy, or of some substitute for them, this will constitute a major
tragedy for the United States and for the rest of the world- Investment in re-
search on these matters must, therefore, be a crucial component of any effective
elilergy progranm,

But it will almost certainly be several decades defore any of these sources can
fill a significant portion of our energy requirements, In the meantime, we have
have little cholce: we must not only eliminate wasteful uses of energy, but we
will have to go beyond that and cut back even its useful employments, We will
have to eut back until it hurts, This means that we must reduce the demand for
energy, and that in turn implies that we must employ one of two instruments for
the purpose @ we will either have to ration the use of energy, or weawlll bave to
let prices or taxes serve as financial disincentives tor its utilization. There is no
third choice other than chaos, for no one has as yet invented any other effective
means for the containment of demand,

One approach is to restrict demand by means that have been known to work in
warthime, the establishment of allocation boards with the issue of ration coupons
hased on some criteria judged to be equitable nnd economically feasible. The al-
ternative is to make energy waste and energy use sufficiently more expensive in
comparison with other goads and services that both individual and industrial
consumers will find it desirable to restrict their nse of energy to whatever extent
is considered appropriate by publie policy makers,

Now there is a great deal to he said for the rationing approach. It is likely
to be the less unpopular measure among many sectors of the electorate because,
on the surface, it seems to have attributes of fairness. Above all, it avoids the
irritation which is an inevitable consequence of a rise in some price or tax rate,
But experience confirms that rationing inevitably brings with it extremely serious
problems. Black markets siphon off increasing portions of the available supplies
of the rationed commodities. Allocations unavoldahly match relative needs of
the different sectors of the economy only imperfectly, and these allocations in-
evitably lag behind the changlug patterns of needs which characterize any
drnamie economy. Even during wartime when patriotic fervor supports a ration-.
ing program, we know that it runs inte problems, These problems will neces-
sarily be multiplied when there 1s no visible enemy. and when the rationing
program will have to remain in effect for a matter of decades. It I8 no exagger-
ation to say that, for so long a period and under such eircumstances. the ration-
ing approach must be rejected as unworkable, indeed, as unthinkable,

This leave us with the only other available option : the pricing approach. Taxes
or prices will have to he raised tp dizcourage consumption, no_matter how dis-
tasteful this prospect may be. Failure to follow this avenue must he considered
the ultimate in irresponsibility, for it will meuan tacit acceptance of continued
growth in energy use, an unabated rise in dependence on foreign sources of
supply, and an increased magnitnde of the impending crises which such im-

providence must ultimately engender.
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8. INHIBITION OF GROWTI BY AN ENERGY PROGRAM

None of our analysls IS meaut to Imply that the task will be easy or pleasant.
We must not succumb to the illusion that there is o much waste in curreut energys
usage as to make possible a painless conservation program. Reduction in waste
is exsential, but by itself it will almost certainly be insuflicient to meet reasonable
goals for energy consumption.

I'hat being so, it means that some of the reduction in energy consumption must
be obtained from uses which cannot be considered purely wasteful. Both con-
sumers and Industry will have to be induced to give up, or at least to decrease,
uses which we have grown to consider part of our normal way of life, Once we
tace up to this reality, it follows as a corollary that any such energy program
will tend to inhibit economic growth. If we feed less energy into our economic
mechanism, some losxs in output must necessarily result.

The pertinent question iIs not whether a successful energy program will impede
growth to some degree; rather, the relevant issue is which approach to energy
conservation can be expected to minimize any such adverse effect upon the
econoy. Here aguin the tax-price mechanism is clearly superior to the available
alternatives,

Tuo substantiate this conclusion, we need only review those alternatives briefly.
We have already discussed one possibility : a program of rationing. But we must
recognize that there is a second choice which, unfortunately, is all too real a
possibility. This second rhoice i8 the failure to adopt any program for the alloca-
tion of our {ucreasingly scarce energy resources. This will occur if the adjust-
ment. of prices by the forces of supply and demand is prevented, if no taxes are
used to fill in the gap, or no other allocation measures are undertaken.

The oll embargo of 1974 showed the consequences of such a policy. In a word,
it can lead only to chaos. Queues at gas stations, production stoppages, favoritism,
and influence peddling in supply allocation are the normal accompaniments of
such a regime; its devastating effects upon the process of production and con-
sumption are all too clear. It would seem pointless to offer so obvious an observa-
tion if it were not a very real possibility. Controls that prevent supply and
demand from determining prices are popular politically, while new taxes or new
programs of rationing are surely not. In these circumstances, an easy course for
n timid and irresponsible government is to avoid these ditlicult cholces and to let
matters take their course in the hope that the spectre that remains to haunt the
future will go away of itg own accord. The fact is that there is no perfect pro-
gram for restriction of demand and certainly none that can avoid unpopular
sacrifices. But none of the available approaches will ultimately subject the
economy to a blow as severe as that which will follow from inability to agree
upon an effective program.

As an alternative, a programn of rutioning need not be nearly <o devastating in
it effects upon the economy. But it too will constitute an unnecessary handicap
to growth. No central planner can know at all times what sector of the economy
is most {n need of energy today. and what sector will have the most pressing fuel
requirements tomorrow as a result of the economy’s growth patterns. As we
have already noted, experience indieates that the longer the duration of a ration-
ing program, the more imperfect is likely to be the correspondence between its
allocations and the pattern of needs of the economy’s industries.

Only when alloeation is earried out by the price mechanism, through a rise in
energy prices or taxes, can one be sure that supplies will flow to that sector of
industry where they are needed most, The firm or industry which can make the
most effective economice use of fuel will be in a position to bid for it accordingly.
This ix one of the baseg of the noteworthy efficieney of the free-enterprise system,
of {ts abllity to outproduce any other form of economy known in human history.
When resources are scarce, the price mechanism sends them where they are the
}nnst praductive. No other allocation mechanism has been able to replicate this

ent.

In sum. even with the best of programs, restrictions on the use of energy must,
indeed, inhibit the growth of the economy, Rut only the tax-price approach can
minimize the effect upon the prosperity of the nation. Any other measure, and
certainly the failure to ndopt any effective meancure, must canse more serfous

damage to the economy,
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4. ON THE DEBIRABILITY OF INCENTIVES FOR DOMESTIC EXPLORATION AND EXTRACTION

In discussing the use of the price mechanism to encourage conservation, we
have so far fajled to distinguish clearly between two very different programs
that employ this avenue, The one program frees prices to seek their own level,
a level which can be expected to be rather high when the resource in question
is scarce. The second of the price-mechanism approaches uses taxes rather than
free-market prices to make fuels more expensive In order to discourage thelr use.
The basic difference between the two approaches is that under the former much
of the gaing accrue to the fuel supplier, while under the latter, the financial gains
go to the government treasury, at least in the first instance,

There are two rather natural views about this choice, which take diametrically
opposite positions, The one view rejects the freeing of prices because the financial
gains to suppliers under unrestricted pricing are viewed as an unjustifiable wind-
fall to the large firms that supply fuels. On the other hand, the opposing group
argues that such an increase in the profits of suppliers is an incentive necessary
to induce them to increase their outputs, This view, indeed, has widely been
offered as a criticism of the Administration's energy program. It is argued that,
because the program does little to increase the prices received by producers, it
offers little incentive for exploration for new sources of oil and natural gas.

There is surely some substance to such a position. Certainly it is desirable to
offer incentives to Industry to seek alternative sources of energy, and to invest
in the research necessary to make them viable economically. If industry is not
permitted to retain any profits which such innovations would otherwise offer,
the nation will surely be the loser.

But it is not equally clear that increased exploration and, particularly, extrac-
tion of domestic supplies of conventional mineral sources of fuel is in the national
interest. It would, of course, be desirable to obtain more domestic oil today as
well as more domestic oil tomorrow. But if an increased supply of domestic
petroleum products now must come at the expense of the supplies avallable in
the future (as it almost surely must), then the balance is no longer so clear. We
are now highly dependent on fuel from the Middle East. All the available evidence
indicates that our dependence upon that source will be even greater a decade
hence. Is there not much to be said for a program which does not stimulate an
immediate increase in the use of our domestic reserves, but instead conserves
more for the future?

There have even been proposals for the United States to increase its imports
of petroleum from abrcad and to build up a stockpile for the future. We are in
no position to evaluate the desirability of such a course of action. But if it
makes any sense, it i3 surely more sensible and more economical to preserve those
inventories which we already have by letting them remain in the most convenient
of storage places—their natural repositories. In sum, to whatever extent the
Administration’s energy program fails to offer incentives for petroleum explora-
tion and extraction within the United States, one might consider this feature to
be a virtue rather than a shortcoming of the program. This i3 one case in which
unwillingness to provide a windfall to industry may also he consistent with the
provision of the right financial incentives from the viewpoint of the nation's long-

run interests.
5. RETURN OF THE TAX RECEIPTS THROUGH A SYSTEM OF REBATES

The one criticism of the price-tax approach to energy conservation that is prob-
ably felt most deeply is the view that it is likely to be inequitable, that its burden
ig likely to fall most héavily upon the poor. The factual evidence on this matter is
far from clear, but it does provide some reason to believe that such fears are not
groundless. Certainly, in its direct effects upon middle and upper-income groups,
a tax upon gasoline Is likely to he regressive, since the very rich spend a smaller
proportion of their incomes directly on gasoline than do members of the middle-
income groups. One must sympathize with the reservations of those people who
recognize the urgency of energy conservation. but who do not want it to be at
the expense of those who can least afford it.

To overcome this problem a two-pronged program has been proposed. The first
part provides the incentives necessary for the conservation of energy by taxes
on energy use. Under its provisions, the more energy that is used by an individ-
ual or a firm, the more taxes it will have to pay. Only by reducing consumption
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can this tax be avoided. The second prong of the program is intended to assure
equity, not to offer conservation incentives. Under this part of the program,
Americans will receive an annual rebate of some or all of the taxes that had been
collected under the first part of the program. I'he rebate received by any one
individual will, under this arrangement, be totally unaffected by the amount of
energy he happens to have used. In other words, the rebate is intended to be
neutral in terms of its direct influence on energy consumption. It offers neither
an incentive for conservation nor an incentive for waste, The rebate will not (and
must not) in any way offset the conservation incentives provided by the tax
program. The baslc incentive must remain that a reduction in fuel usage by any
one individual will cut his tax payments without affecting the amocunt of his
rebate check.

There is every reason to feel that such a combination of taxes and rebates can
be an effective inducement for conservation and, at the same time, not place
a disproportionate burden upon the poor. Indeed, there is good reason to believe
that the very poor will come out somewhat ahead financially, since their average
consumption of energy, direct and indirect, is almost certainly well below the
national average. Since they will therefore pay less than an average tax bill, but
thfy will receive the average rebate payment, one would expect them to be net
gainers.

It is important to emphasize that the primary purpose of such a rebate pro-
gram I8 distributive equity, not the stimulation of the economy, It is true that a
set of taxes upon energy use, taken by themselves, are likely to reduce the gov-
ernment's deficit and, thereby, to act as a force for economic contraction and
deflation, while the rebate can be expected to offset this effect. But we believe it
would be a mistake to transform the energy tax and rebate into instruments for
the control of inflation. Such a decision can easily pervert the energy-conserva-
tion program by subjecting it to the fortuitous fiscal requirements of economic
stability. In a period when inflation threatened, the result would be pressures to
raise energy taxes to levels that were inappropriately high, and to hold back on
rebates, no matter what the resulting inequities, The reverse would be likely in a
period of growing unemployment. But the government has other instruments
more appropriate for problems of unemployment or inflation. There i8 no good
reason to risk emasculation of an energy-conservation program or to subject it to
the risk of unjustifiable inequities by using the program’s taxes and rebates as
an (Inappropriate) instrument of stabilization policy, Experience suggests that
a single program which attempts to achieve many objectives is likely to attain

none of them.
5. FINAL COMMENT

It has been sald aptly that the search for the ideal solution can be the main
impediment to the adoption of a good one. No one has yet nroposed an energy
program which can claim perfection. No doubt each of us, if assigned the task
of designing an energy program, would have produced a proposal somewhat dif-
ferent from that of anyone else. It is essential to recognize that any such pro-
posal 18 likely to fall short of an (unattainable) ideal. The real danger to the
welfare of the United States is that a misguided search for perfection will lead
everyone to battle for some special provisions, and that the net result will be
the worst and most irresponsible of all possibilities, the failure to put any ade-
quate measure into effect,

Policy makers in our country now have before them a proposal which cannot
claim to be ideal. But it does employ as its basic instrument a set of taxes which
we have shown to be the only means that can be expected to work over extended
periods, which will cause minimal damage to economic growth, and which
provide the means to counter any significant threat of inequity. It seems to us, in
these circumstances, that the public interest requires us to unite and offer our
support of the program that is now before us.

. Senator Haskerr. Next, fr9m the Wharton Econometric Forecast-
ing Associates, Professor Klein and Messrs. Young and Schink.

I seo that they are not here.
Then we will go to Dr. Rudolph Penner of the American Enterprise

Institute.
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STATEMENT OF DR. RUDOLPH PENNER, AMERICAN ENTERPRISE
INSTITUTE FOR PUBLIC POLICY RESEARCH

Mr. Pexxer. Thank you very much. T, too, will read only parts of
my testimony and. with your permission, submit the rest of the record.

The administration’s program is very diflicult to analyze. Tt is hor-
vibly complex. Tt is horribly complex because they have not tried to
have a comprehensive energy program in the sense that they were will-
ing to let af] prices of energy rise equally. Instead. they have devised a
program that raises the price of energy in some uses but not in others,
and also they proposed a program which, as the previous two witnesses
said. contains n rather considerable distribution of income toward the

oor.
I do not think there is any doubt about this. T must confess I have
not seen Professor Thurow’s testimony. T really do not understand
how he could reach any other conclusion.

s Professor Iall says, certainly the very best part of the program
is the effort to raise the price of crude oil up to the world searcity
price. That may be painful but is something that we have to do. The
program does this by imposing wellhead taxes on top of the currently
controlled crude oil prices.

Having enunciated a perfectly good principle, the program quickly
backs away from it, Natural gas prices are still to be controlled at a
price below the scarcity value and one thing that worries me in the
program, which has not gotten much notice so far, is statements that
perhaps eventually the price of domestic oil will not be allowed to go
to tho world price but rather its increase might be restrained to the
domestic rate of inflation. That is a major uncertainty in the program,
and in addition, you have all sorts of other important exceptions.

For example. heating oil, gets a rebate of the wellhead tax. Un-
fortunately, as a result of various exceptions, you have very different
&mces faced by the consumer for energy used in different ways, and

think that this can cause many inefficiencies,

Now let me talk about the domestic oil that has its price raised
close to the world price by the wellhead tax. Were it not for a system
of price controls, this s)rice increase would have occurred long ago.
The oil companies would have enjoyed a major profit gain and con-
sumers would have paid higher prices.

The situation would have been analogous to, but much more extreme
than the situation that faced us a year or two ago when world food
prices went up. In that case, ordinary farmers and agricultural corpo-
rations enjoyed a fairly large windfall gain and the consumer faced
higher food prices.

Our ordinary tax system tries to dampen the transfers of income
that occur in such cases. The corporate tax, progressive income taxes
on dividends, and ordinary income and capital gains taxes, all drain
off some of the gain. In other words, even if we applied the free market
solution to the oil-gas situation, the ordinary tax system would absorb
some of the gain,

Therefore, tax revenues would go up, and then we would have some
extra receipts that should be rebate

As Professor Hall pointed out, there is a line of argument that
prices wonld not go up at all, and therefore, tax receipts would not go



27

up at all, but like him, I reject this argument. I think it is only realis-
tic to think that prices would go up. There would be major increases
in profits in the oil industry, and therefore the ordinary tax system
would drain some of that off. But our society does not think that that
would be an equitable solution and indeed, even in the food situation
we did not like the free market solution very much. There, we inter-
vened and restricted exports.

So there seems to be a general agreement about the fact that we do
need some sort of complicated apparatus to prevent this free market
gain to the oil companies and somehow return the windfall to the
consumer.

I think, before looking at the administration’s complicated appa-
ratus that reduces windfalls, it is important to make two points, First,
while we might think it inequitable to allow oil companies to get these
windfall gains, there is clearly no system known to man that can neu-
tralize all of the income transfers that can result whenever some par-
ticular price gosup in the economy.

There are as many different situations regarding energy use as there
are familine,

Therefore, any system that prevents this one perceived inequity of
the oil company’s gain is sure to generate other perceived, perhaps
much smaller inequities. as it transfers income around the economy.
simply becanuse there are so many different families in very different
circumstances in termsof their energy bill,

The second thing that T think is very important for everybody to
understand in tryving to prevent this inequity, we are imposing major
costs on the sceiety. Tt is the effort to prevent this inequity that re-
quires the Administration's plan to have the we]lheag tax to con-
stantly differentinte these various kinds of oil, old oil, new oil, et cetera.
.A]\.nd tllmt system will cost hundreds of millions of dollars to administer
directly,

T am thinking now of the FEA cost, IRS cost. Most important and
something we should never forget is the compliance cost in the private
sector, Those will just be enormous and I think more than these direct
costs, we have to realize that there is a lot of waste in the use of re-
sonrees that the system generates,

We may think casually that holding the price of old oil down does
not do any harm. Tt does, because if the owner of old reserves thought
he had some chance of a price increase he might conserve that oil if
he thought the price was going to go up. then the rate of inflation plus
the real intervest rate. But if he hasno {:ope of such a price increase, he
is going to get the oil out of the ground as fast as possible and that may
conflict with our conservation goals,

But really more important than that, you must have an enormous
distortion of production from all of these more or less arbitrary rules
that differentiate the different kinds of oil; for example, the new oil
has to be from a well 214 miles from old oil, or from a well 1,000 feet
deeper than an old well, and so on.

All of these regulations must result in distortions and I do not think
that we have a very good idea of how important those distortions are.
Clearly all of this 1s caused solely by a desire to prevent windfall gains
to oil companies. Although our society may be willing to pay these
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costs temporarily, the thing that disturbs me most about the adminis-
tration’s program is that there is no end in sight to the massive regula-
tory apparatus that prevents this windfall. o

ou could reduce the windfall gains to oil companies, simply b
delaying them. I wish the administration had built in a sort of a self-
destruct mechanism for all of these controls, or at least phased them

out over some definite time period.

Senator DoLe. What do you mean by delaﬁ:g them?

Mr, Penner. All I am saying is that, ins of letting the corpora-
tions’ profits go up all at once, we could phase out controls over time
and allow a gradual increase in profits.

I did not mean holding profits back and then giving them to oil
companies at some later date. Rather, I just meant a gradual rise to
what might be called a free market profit level.

Let me talk about the administration’s proposed rebate in particular.
Now, the numbers I am going to give you are quite different from
Professor Hall’s for a number of reasons, First of all, they refer to a
different year. He was talking about 1980; I am talking about 1985.

In 1985, according to Secretary Blumenthal, the wellhead tax will
raise $12 billion, This is lower than Professor Hall’s $19 billion for
1980, partly because as time goes on, the revenues decline because the
highly taxed old, old oil declines in relative importance.

In addition, the receipts do depend considerably on what you as-
sume about the average rise in price level. As Professor Hall says, the
cstimates vary greatly on that, everywhere from zero to considerable
amounts, The $12 billion estimate may be on the low side.

In any case, Secretary Blumenthal estimated $12 billion in crude
oil tax receipts by 1985. Of this amount, users of home heating oil will
receive about $800 million in rebates, refiners will pay $2 biﬁion less
in income taxes because they pay higher crude oil prices. That is what
all the argument is about—how much higher will prices be§ Blumen-
thal’s estimate leaves about $9.4 billion for rebates, roughly $40 per
person. That number is lower than Professor Hall’s, not only because
my receipts figure is lower, but because he is giving his rebate to peo-
ple only above 16. I am giving it to everybody.

In addition, of course, neither of us talk about the gasoline tax,
which is a very uncertain business, Theoretically, if it applies in 1985,
it could more than triple this rebate,

The poor gain relatively from the tax plus rebate, because they get
the same per capita rebate even though they typically consume less
energy than the middle class or rich. For example, the little table on
the top of page 7 gives you the general pattern of direct energy con-
sumption. Of course, ideally, we should also consider indirect energy
consumption througix the purchase of goods and services which re-
quire energy in their production.

The only thing that I want to illustrate with the table is that energy
expenditures as a proportion of income is fairly high at lower incomes.
The absolute direct and indirect energy expenditure at the lower in-
come level i, however, less than at the higher income levels,

As Professor Hall said, a lot of people at the bottom are down there
temporarily and those numbers can be misleading, but the general pat-
tern, I think, is a correct one.



- .29

So, what I am saying is, if you give everybody an equal per capita
rebate, if you take families of equal size and let us say, hypothetically,
that the $14,000 fami(liy %et.s direct and indirect payment of the crude
oil tax exactly rebated, then the bottom family is sure to gain.

The program even goes further than that in redistributing income
to the lower income groups. This is why I certainly cannot understand
Professor Thoreau. As Professor Hall indicated, many of the people
down there, who are not down there temporarily, are on some sort of
indexed social program—social security, supplemental security, in-
come food stamps, AFDC which is indexed in an indirect, implicit
manner, so that the very poor, who are in these programs will get com-
pensated twice. :

The general price level goes up because energy prices go up. Their
social security and so on will go up by about 2n equal amount. On
top of that, they get the per capita rebate which, as has been noted,
overcompensates them by itself for that increase in energy costs. So
I see a rather significant redistribution to the poor in the President’s
program and, in fact, here is where I disagree with Professors Hall
and Oates. I think that the redistribution is so large that I do not like
the per capita rebate. I do not think it is wise to engage in what is a
major income redistribution toward the poor in the guise of an energy
program.

I think it is much better to debate questions of overall income dis-
tribution in the context of overall welfare and tax reform. I therefore
believe that any system of rebates should make a more careful attemfl)t
to compensate various income groups for the average burden that the
energy program imposes. . .

This implies a system of tax reductions and payments that is pro-

ressive in the sense that it %ives a higher proportional tax cut at the
ﬁ)w income levels, but gives higher absolute tax cuts as you go up the
income scale, because as you go up, the higher income people do spend
higher absolute amounts on energy.

ow should this goal be accomplished? I have already made the
point that there is no absolutely fair method of rebating these reve-
nues. You just cannot absolutely hold harmless every family for their
energy expenditures. So anyone advocating a specific kind of rebate
does have to build in their own value judgments their own notions of

what would be an equitable tax reform.
My own design would have the following features. I would assume

that the indexed benefits of social security, et cetera, would take care
of those people on those programs. I would not pay them twice, as
President Carter does. . . .

I would make explicit provision for per capita rebates in the AFDC
program, which is not explicitly indexed, to reflect some estimate of

the energy component of the tygicul welfare budget.
I wouﬂ also make the earned income credit more generous for the

working poor. . Lo

When we get to the positive tax system, which is what affects most
of the people, I would like to use the energy program as an oppor-
tunity to make u¥ for the fact that we have not indexed the positive
system very well for inflation in the past. We have kept the tax burden
relatively constant but we have given much higher cuts in the recent

08-105—77—38
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pg(s)t to the low income groups than we have to the middle class and
above.

What I would like to see is some sort of proportional increase in all
elements of the tax structure—basic exemptions, the per exemption
credits, the standard deduction—and I would like to use this oppor-
tunity to widen the individual tax bracket.

Here I am making a value judgment, but I think it is important to
realize that we have not changed the width of the tax bracket or the
marginal rate structure for married couples since 1965. So you have a
situation in which each of the bottom brackets is still $1,000, when
the real value of $1,000 is about half of what it was when we last
changed that structure.

So I would like to use this opﬁortunity to widen those brackets a bit.
Unfortunately, I did not have the research resources to make estimates
of revenue losses or the exact widening you would need to compensate
for energy cost increases for different income groups.

Senator HaskeLL. Qut of curiosity, how much widening would you
have to doto make up for inflation since 1965 ¢

Mr. PenNNER. I have to be a bit careful in answering that, because we
have since 1965 increased the basic exemptions, we have invented a new
per exemption credit, and we have increased standard deductions much
faster than the rate of inflation.

But if we abstract from all of that, the size of the tax bracket would
have to be about doubled, because the price level has about doubled.

Senator Hasgerr, Thank you.

Mr. PenNer. You may not want to widen brackets at the very top
because you may feel that the very rich would be overcompensated for
their increase in the energy bill, but again let me emphasize I really do
not think that you should use this program to put another burden on
the middle class and to provide another transfer to the poor without
having looked at income distribution very carefully in the whole
context of welfare reform.,

The last part of my testimony deals with the industrial gas and oil
user tax. I think that that is a horribly designed tax, the very worst tax
in the President’s proposal. In particular, the way it is rebated for
investors in coal using equipment, it can amount to a subsidy of 70 to 75
percent of the cost of carital.

I would urge the subcommittee to look very carefully at that par-
ticular proposal.

Senator Haskerr, What is that?

Mr. PEnNER. The part of the President’s program that really dis-
turbs me most is the proposed progressive tax on industrial users of
natural gas and oil. T just think that it is very poorly designed.

Senator HaskeLL. et me ask you about that, because there is a bill
in the Subcommittee on Energy that I am Chair. It occurs to me that
the bill T had hearings on merely gave authority to direct a company to
convert—or a better term is replace. The administration would. in
effect, leverage replacement by taxation. We have a national pol-
icy that says get off oil nad gas and get on oil. and it would tax
you because yon happen to have a gas furnace facilitv but not tax me
because I am lucky enough to have a coal-burning facility. Tt means that
a national policy is going to be implemented at the expense of people
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who are unfortunate enough to have certain types of facilities or live
in certain types of places with gas burning utility.

My thought was, if we are going to make people do an early replace-
ment in order to implement a national policy, we should design some
kind of Federal aid system that would compensate them for the cost
of early replacement. I do not mean the full capital cost, but perhaps
the discounted value of the investment or sometﬁing along those lines,
Does this make any sense to you {

My, PENNER. I think that it makes a lot more sense than the rather
extreme measures that the administration has taken.

I think, in particular, as you say, different people are in different
positions——

Senator HaskgeLr, By ha})penstance.

Mr, PenNEeR. That is rvight.
To tell you the truth, I would be quite satisfied if we just let the price

of oil and natural gas go up to its scarcity level. If we are not satisfied
with that and we think the kind of conservation and production incen-
tives that would occur at that level are not enough for national security
reasons, that is to say, still leave us too vulnerable to international o1l
supply disruptions, I think that economists would be more likely to
say, let us put a tariff on oil imports and impose a matching domestic
excise tax; that is, raise the oil price still further, giving people the
positive incentive to convert to other sources of energy.

I know that would not be very popular because it would be very

ainful. It would be more inflationary than other kinds of apgroaches.

ut when you let the price of oil go up to the world price and you say
that is not enough, let us have some other subsidy to coal conversion,
you are saying the world price is not provoking enough conservation.
Let us subsidize conversion to go a little further in saving oil.

The main thing I dislike about the President’s program—it sounds
like I would prefer yours without knowing all of the details—is the
sheer amount of the subsidy, There is an enormous conversion subsidy
in the President’s program, once you propose to rebate the use tax on
oil and to those who invest in coaf)buming equipment. Moreover,
the tax 1s progressive, so the guy with five identical plants pays more
than the guy with four. That makes no sense to me whatsoever.

Senator HaskeLr, Thank you very much, Dr. Penner. I think that
I have asked all of the questions that I have.

I appreciate your testimony. It is interesting that you and Professors
Hall and Oates are not too far apart.

Thank you very much.
[The prepared statement of Mr. Penner follows:]

STATEMENT or Ruporr (. PENNER

First, I would like to thank the subcommittee for inviting me to testify. I
plan to concentrate my testimony on the problem of rebating the taxes collected
by any future energy program, but one cannot discuss any one aspect of an
energy program without an overall analytic framework. I have to admit that I
failed in my search for a logical analytic framework that could easily result
in the administration's energy proposals. I began with the proposition that while
the energy problem may be painful to solve, it is conceptuallly easy to under-
stand. A large number of forecasts tell us that oil and natural gas is going to
become scarcer in the future, and without some major technological change this
implies that the relative cost of all energy will rise. Instead of letting domestic
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energy costs rise to world prices in the recent past, we.-have used domestic price
controls to keep them artificlally low, and this implies that the future adjust-
ment to higher energy costs will be larger and more painful than it would be
otherwise. One must ask why this simple fact of life requires the Administra-
tion's extraordinarily complicated response. I think that the answer is that the
Administration chose not to present us with a comprehensive euergy prograwm.
A comprehensive program would let the cost of energy rise regardless of how it
{s used and then, attempt to mitigate the harmful impacts of this change in
prices. Instead, the administration chose to raise some sorts of energy costs, but
not others, or in other words, chose to conserve energy in some forms but to
continue to waste it in others. The program gains still more complexity from
the fact that it i8 not only redistribution of income by significantly increasing
the purchasing power of the poor. In summary, it is the moral equivalent of a
very limited war which primarily recruits the middle class and the rich to do
the fighting.

I shall try to fllustrate these points by focusing the analysis on only one com-
ponent of the program-—-the wellhead crude ofl tax and its various rebates—
and I shall more briefly note the relationship between this and other components
of the program.

The program starts in a promising manner by stating as a principle that the
price of oil to the user should reflect its true scarcity value. This might be defined
as the world price plus some “national security premium” to reflect the fact the
conservation brought about by the world price may still leave us too dependent
on foreign sources of energy. The Carter program raises the price of crude oil
by imposing wellhead taxes on top of the currently controlled prices of “old-old”
oil and what will become “new-0ld” oil. But having enunciated a perfectly good
principle, the program quickly backs away from it. Natural gas prices are to be
controlled at a price below their scarcity value for a wide variety of uses. The
domestic crude ofl price may be stopped short of the world price, if world prices
rise faster than the rate of inflation—something that is sure to happen if oll does
indeed become relatively scarcer. And in one of the most extreme departures
from the principle, oil used for home heating will enjoy rebates of the wellhead
tax. On the other side, oil and gas will be subjected to a penalty tax when used
by some firms but not by others, and there is a threat of a future gasoline tax.

The implications of all of these different prices and taxes applied to exactly
the same commodity in different uses are quite staggering. The artificially low
price for home heating oil will encourage a waste of energy in this use. This may
be offset to some extent by the tax subsidy to insulation, but that subsidy does
little good to those who earlier declded that insulation was a good idea.

On the other hand, oil used to manufacture many industrial products will pay
both the wellhead tax and a use tax. Production will only continue if the bulk
of these taxes can be passed on to the consumer in the form of higher prices.
Thus, consumers end up paying very much more for barrels of oll that are em-
bodied in industrial products than they pay for oil that i3 used for home heating.
This can only occur if the oil embodied in the industrial product provides more
congumer satisfaction per barrel than the oil used for heating, or in other words,
the program ends up in a situation where consumer satisfaction could be in-
creased significantly by transferring barrels of oil from home heating to indus-
trial production. However, the program prohibits such transfers from occurring
and thus diminishes consumer well-being significantly below the level that could
be achieved if a given oil supply was used more efficiently than it will be under
the Administration's program. -

Let us now focus on the domestic oll that has its price raised close to the world
price by the wellhead tax. Were it not for our system of price controls, this price
increase would have occurred long ago. Oll companies would have enjoyed a major
profit gain and consumers would, of course, have paid higher energy prices. The
situation would have been analogous to, although more extreme than, that oc-
curring with food several years ago when world scarcity drove up the price sub-
stantially; ordinary farmers and agricultural corporations enjoyed windfall
gains; and the consumer paid the bill, Our ordinary tax system is designed in
part to dampen the transfers of income that occur in such cases. The corporate
tax, progressive income taxes on dividends and ordinary income, and capital
gains taxes all drain off some of the gain. In other words, even if we applied
the free market solution to the oil and gas situation, the ordinary tax system
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would absorb some of the gain to oil and gas producers and there would be con-
slderable extra tax revenues that could be rebated.! However, it is clear that our
society does not regard shareholders in oil corporations as being as meritorious
as ordinary farmers or shareholders in agricultural corporations, and therefore,
there is a general feeling that the ordinary tax system does not do a sufficiently
good jobh at dampening the implied ‘ree market windfall gain in the oil and gas
sector, This view may be difficult to accommodate in our mixed free enterprise
economy, but it would be foolish to deny that it is held very strongly.! Hence, we
seem to require a complicated apparatus to ensure that the windfall transfers are
lowered far below the level that would result from a free market rise in the
price of oil combined with the ordinary operation of our tax system.

Before looking at the Administration’s cowmplicated apparatus that reduces
windfallg, I do believe it important to make two points, First, while it may be
considered inequitable to allow windfall gains to oll companies, there is no system
that can neutralize all of the income transfers resulting from a change in relative
energy prices, There are as many different sitnations regarding energy use as
there are families, Therefore, any system that prevents the one perceived inequity
of transfers to oil companies is sure to generate many other perceived, although
perhaps smaller inequities, as it transfers income somewhat arbitrarily omong
families in different circumstances,

Second, the effort to replace one major perceived inequity with a large number
ol smaller inequities will impose mujor costs on society. The Administration’s
specific plan requires a major control and regulatory apparatus which will di-
rectly cost hundreds of millions of dollars to administer as it works to constantly
differentiate old-old oil, new-olid oil, new-new oil, ete, Morenver, these direct ad-
ministrative costs may he minor compured to the waste in the use of resources
that the systemn generates, Just citing one example, an owner of old oil reserves
might conserve them if he thought prices were going to rise in the future more
than the inflation rate plus the real interest rate. If the owner has no hope of
such a price rise, the ol will he exhausted ns quickly as possible thus leading to a
result contrary to the conservation goals of the program. Perhaps more important,
you have a major distortion to production incentives resulting from arbitrary
definitions of old-old based on arbitrary rules which depend on the depth of a
well and its distance from other ot wells,

Although cociety may he willing to pay these costs temporarily in order to avoid
windfall gnins to oil and gas companies, I am disturbed that there i8 no end in
sight to the huge regulatory costs of the Administration’s program. The value of
windfall gain to oil companies-can he reduced considerably by delaying them. I do
not see why the program does not contain a self-destruct mechanism that at least
gradually phases out the complex control apparatus over some defined time period,

Turning to the rebate part of the program, the Administration has chosen to
make equal per capita rebates both to taxpayers and non-taxpayers. It is this part
of the programn that results in a windfall gain to the poor and a loss to the middle
class and the rich.

In diseussing this part of the program, it is necessary to note that the pro-
gram’s overall complexity makes it extraordinarily difficult to estimate its quan-
titative impact on budget revenues, on particular income groups, and on energy
prices. I shall be forced to use uncertain numerical examples in the discussion,
and although the examples have some grounding in reality, they should not be re-
garded as precise forecasts of the program’s impact.

By 19085, it is expected that the wellhead tax will ralse $12 billion. Users of
home heating oil will receive over $800 million in rebates; refiners will pay $2
hillion less in income taxes bhecause they face higher crude ofl prices; leaving
about $9.4 billion for rebates or roughly $40 per person, In addition, the gasoline
excise tax will be returned to the consumer and this could more than triple the
r;alhate, but because it is so uncertain, I shall focus only on the rebate of the crude
oil tax.

The poor gain relatively from the tax plus rebate because they get the sanme per
capita rebate even though they typieally consume much less energy ihan the
middle class or the rich. For example, in the period 1972-1973, direct expenditures

on energy broke down as follows:

1 There are assumptions that can be made which lead to situations in which rapld price
fnereases on one product are offset by slower price Increases on others in which case there
may be no extra taxes to rebate, but I do not regard this as a likely outcome,

21t should be noted that even in the case of food, the Government was not entirely satls-
fled with the working of the free market as modified by the tax system. Heuce, food exports

were restrictd,
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Energy
expenditure
Energy as percent

expenditure of income
Average income:
380 15.2
o0 s576 1.2
826 5.9
1,005 4.1

In addition, consunters use energy indirectly to the extent that it is used to
produce the goods and services that consumers buy, but the pattern of indirect
energy consumption probably does not differ too radiecally from that of direct
energy consumption,

The table shows that the $14,000 income class directly spent more than twice
as much on energy than the $2,600 income class. But if the families are of equal
size they get exactly the same rebate. If the $14,000 fumily happens to be exactly
compensated-for increased energy costs, the $2,500 family is sure to gain unless it
is very unusual, The situation i{s mitigated if the $2,500 family is smaller, which
is likely, but this factor will he far more than offset by another feature of the
program, If the low iucome family iIs on social securlty or is in the supplemental
security income program, its benefits are indexed to protect against price in-
creases. Benefits will therefore rise automatically when energy prices rise, It will
then be compensated twice—once through an increase in benefits and once
through the per capita rebate. For this reason, low income groups will, on average,
benefit significantly from the whole program.

Even if the middle class gets its indirect payment of the wellhead tax rebated,
it will be possible to find some poor families that suffer a significant loss just as it
will also rise as a result of the net £40 billion tax increase on industrial users of
oll and gas that the Administration plans to colleet over the period 1978-1985.
There is no plan to rebate this tax to consumers on a per capita basis, It {s used
to finance the increase in indexed henefits which compensate much of the poor
population (and also some rich social security beneficiaries) for the price in-
creases caused by this and other tax increases and to finance the ofl storage
program, insulation tax credits and other revenue reducing or outlay fncreaging
parts of the overall program.

Desplte the strong bias toward the poor in the Administration program, it
should again bhe emphasized that there is cnough varlation in particular family
circumstances that although the poor as a group are far more than compensated,
it will be possible to find some pocr families that suffer a significant loss just as it
is possible to identify some middle class and rich families who will gain.

Nevertheless, I do not think it wise to engage in what is, on average, a major re-
distribution of income under the guise of an energy program. Questions of over-
all income distribution should instead be debated in the context of overall wel-
fare and tax reform. I, therefore, believe that any system of rebates shonld make
a more careful attempt to compensate various income groups for the average
burden that the energy program imposes, This implies a system of tax reductions
and payments that Is progressive in the sense that the highest proportional tax
cuts ghould go to low {ncome groups hecause they end to spend a higher propor.
tion of their income on energy but higher ahsolute tax cuts should go to the
middle class and rich because they spend absolutely more on energy. How should
this gonl be accomplished ?

Because there is no ahsolutely fair system of rehates, the design of tax cuts
must to some degree reflect the designers’ notion of an equitable tax reform,
My own deslgn would have the following features:

1. Indexed benefits would be assumed to take care of those on Indexed
programs.

2. In addition, additional AFDC per capita payments wonld he made to
reflect the increased cost of the energy component of the typical welfare

budget.
8. The earned income credit would be made more generous for the working

poor.
4. The positive tax svstem would be adjusted roughly to conform with
the sort of adjustment that would he made to keep it from heing affected
by a general rise in prices. That i to say, basie exemptions, per exemption
tax credits, standard deductions and the size of individual tax brackets
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would all be increased by approximately the same proportion. This would
have the effect-of giving the highest proportioual tax reductions to lower
income groups while the absolute cut would rise as you move up the income
scale, It would also lower almost everybody’s marginal tax rates!

Again, it should be emphasized that this is not a completely equitable plan.
There is no such thing, I do, however, think it important not to saddle the
middle class with another large tax burden hidden by a complex energy pro-
gram. Since 1967, the average income and employee payroll tax has raised the
average tax rate on a typical median family of four from 12.4 to 169 percent
while lower income groups have received considerable tax relief.

In this testimony I have ignored many important components of the Adminis-
tration's energy program. Before concluding, however, I would urge the com-
mittee to look critically at the proposed oil and natural gas user tax on indus.
tries and on its proposed rebate to investors in coal using equipment. Qur sys-
tem contning many strange tax provisions, but I can think of none this strange
that would impose a $40 billion burden over eight years. There would be little
need for such user taxes if we were willing to go to the world price equivalents
for oil and natural gas. If it is believed that there are national security reasons
for provoking more conservation than would be forthcomiung at this price, then
a gensible policy would impose a tariff on imports plus an additional excise tax
on domestic production.

The proposed tax has many dublous features. First of all, it is progressive with
respect to the size of the firm. A corporation owning five identical plants would
pay a higher average energy use tax rate than one with four identical plants.
There is no rationale that I can see for such a tax structure. Egalitarians might
like this approach if it could be shown that the larger corporation is always
owned by richer shareholders or is producing products that are used more by
the rich than the poor, but I know of no data that support this kind of
generalization,

But perhaps the worst feature of the proposal is the rebate for coal using
equipment, It amounts to a subsidy of 70 to 73 percent of the capital cost of such
equipment and will result in tremendous waste of coal. Coal may be plentiful
but it certainly is not that cheap. To me, it is totally inconsistent for the pro-
gram to go to great lengths to avold providing windfalls to stockholders who
happen to own oil companies and then to provide a bonanza to those firms who
are in a position to convert to coal burning equipment,

Senator HasgrLrL. Next, from Data Resources, Inc., Dr. Cook and
Miss Rogers. )

STATEMENT OF DR. ALVIN A. COOK, JR., AND MISS VIRGINIA
ROGERS, DATA RESOURCES, INC.

Mr. Cooxk. I appreciate this opportunity to comment on President
Carter’s energy proposals, specifically in the context of the tax pro-
visions and the rebate provisions.

President Carter has prepared a farreaching, complex energy plan
aimed at slowing down %§ consumption of energy, especially petro-
lenm, and reducing U.S. dependence on imported o1l.

The principal mechanisms proposed are (1) taxes and tax credits
to reduce consumption of petroleum and natural gas and switch the
U.S. consumption of energy primarily to coal, and (2) rebates to
minimize adverse effects on the economy. In our testimony today,
wo will present the results of some of our studies at Data Resources
that seek to measure the energy and economic impacts of the pro-
gram, and provide some recommendations.

As an indication of the severity of the worldwide energy situation,
the administration has advanced the CIA findings on worldwide oil

2 With more precise data, the matching of the tax cuts and increased direct and indirect
energy costs for different Income groups might be done more precisely by widening some
brackets more than others or by lowering certaln margioal rates.
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shortages by the 1980’s because of low rates of discovery and the poten-
tial switch of the Soviet Union from a net exporter to a net importer
of petroleum. A recent wideléy—reported MIT study projects a world-
wide energy shortage by the 1980s.

. The results of these studies are disquieting in that they fail to
adequately incorporate the effects of higher Erices paid to suppliers
and the economic viability of alternatives such as shale oil at increas-
ing higher prices for petroleum. Yet there is a problem as energy
policy presently exists, and in the absence of action, the United States
will import increasingly more oil over the next 15 years.

The chances are that OPEC’s ability to raise prices will continue
to mount. Moreover, the OPEC supplies can be considered insecure.
The industrial world is becoming increasingly dependent on the OPEC
countries, and, if the United States does not adopt stronger energy
policies, our demand in world oil markets could approach the 16 mil-
lion barrels per day level that the President’s plan indicates.

Under these conditions, the potential damage from a future em-
bargo would become immense, much greater than in 1973-74. We have
made major progress in repairing our relations with the oil-s)mducing
countries, and we have reason to be hopeful that there will be prog-
ress toward peace in the Middle East. But we cannot be certain that
such progress will be made, nor can we be sure that the OPEC coun-
tries will retain their current high political stability over periods
as long as 10 or 20 years,

Once the need for a national energy program is postulated, the na-
ture of the program falls into place rather quickly. There is no way
to reduce the volume of U.S. o1l imports without confronting house-
holds, businesses. and governments with substantially higher o1l prices.
Thus, in one way or another, the price of oil has to be allowed to in- _
crease. Were we to rely entirely on the market alone, the incomes of
Thus, in one way or another, the price of oil has to be allowed to in-
crease is politically unacceptable, then the increase in oil prices must
be partly achieved through a system of excise taxes, either levied on
the producers or the consumers, That is the heart of the President’s
program.

The negative economic impact grows mainly out of.the higher
prices, and there cannot be a meaningful energy program which
.does not impose these costs on the economy. The Congress can im-
prove the proposals, but there is no way to significantly reduce the
costs to the economy and still accomplish the energy goals.

I will summarize briefly some of the results that Dr. Eckstein, Vir-
ginia Rogers, and I put together immediately after the President
proposed his program, At that time, we assumed that the Government
would return to the economy the full amount of the purchasing power
that the energy taxes would withdraw. Since the President’s announce-
ment, further details have become available on the fiscal intentions
of the program,

Table 1 shows the revenues to be collected by the program, the tax
expenditures paid out in the form of investment credits. and the
tax rebates designed to restore purchasing power. That information
shows that the fiscal plans are a_good deal more complex than the
initial announcement indicated. The energy revenues will be used to
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finance a wide variety of expenditures that can be considered to be
energy-related but many of which would have to be incurred anyway.

The Federal Government is making handsome provision for an
energy-induced increases in its own costs, including such obscure et-
fects as the extra escalation costs of social security and food stamp
programs, but is showing no comparable concern for State and local
governments or the private sector.

Thus, it is no longer possible to assess the full fiscal impact of the
energy program; one must examine the general fiscal policy of the
Government, a fiscal policy which now pivots on the goal of budget
balance by 1981.

Table 1 also shows that the fiscal magnitudes of the program are
quite large. Even if the gasoline tax is not triggered, the revenues
collected over the 8 years 1978-85 equal $35 billion, or $17 billion per
year. Various energy-related budget expenditures equal $50 billion,
or an average of $6 billion per year. The miscellaneous tax expendi-
tures, the investment tax credits, are $1.5 billion a year. Tax rebates,
which principally wou!d be energy-motivated reductions in personal
income taxes, would equal $9 billion & year. If the gasoline tax were
to be triggered, the magnitudes would become much larger.

The gasoline tax could actually accumulate to approximately $153
billion a year by 1985. These are the figures that were released by
Secretary Blumenthal recently in a press release.

‘What about the economic impacts? The energy program raises three
big questions: First, what would it do to shortrun economic perform-
ance? Second, will it seriously change longrun growth aspects?

Third, will it achieve the energy gonls?

Senator HaskeLL. Before you get into that, let me ask you a ques-
tion. I should have also addressed this to some of the earlier witnesses.

There have been some people who say that you have inflationary
impact when you collect these taxes which have the effect of raising
prices throughout the economy. Then those people say you have a4
second inflationary impact when you give all that money back. There-
fore, the President’s program is extremely inflationary. Would you
comment on that? I am not saying necessarily that these are my views.
I have heard them.

Mr. Cook. In effect, if you increase energy prices you do, in fact,
raise the energy price level. The effect of giving the money back to
consumers raises the level of consumer spendable income. This in-
crease in consumer income increases the purchase of goods and serv-
ices and increases the level of GNP.

In effect, there could be some increase in inflationary pressures
due to giving the money back, but when a proper rebate scheme of
reducing the physical amount of energy purchased, because of higher
per unit costs, and increasing purchases o’ other nonenergy goods
and services is, in the long run, to offset the higher prices with the
maintenance of purchasing power and to maintain consumer welfare.

The administration holds that the effect of its energy program
on the economy would be essentiallv neutralized and in fact would be
mildly stimulative. We do not think so. We think that the rate of
increase in inflation would be greater than the rate of increase to the
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Eéxrchusing power. Thus, in total, consumers and the economy would

slightly worse off.
Senator Hasgerr. Thank you. Go ahead. )
Mr. Coox. In terms of the shortrun impacts—and I think here the
question ’you just asked needs to be looked at in terms of the short
run and long run—there are many institutional factors in the econ-
omy that prevent the complete interaction of the rebates to work
their way through the economy so that the effects would be more ad-
verse than in the longer run, after the economy has had a chance to
absorb the new relative prices to reestablish consumers’ purchasing

power.
There are five principal questions about the short-term eco-

nomic impact.
INFLATION

DRT’s analysis shows that the inflation rate 1976-80, would be raised
by 0.7 percent a year. Table 2 summarizes the inflation impact, begin-
ning with the gasoline deflator and all-fuel wholesale price index. The
administration has gone to great lengths to phase in the program
to avoid inflationary shocks.

The Wholesale Price Index for fuels would he approximately 3.9
percent per year. The Wholesale Price Index in total will be up
approximately 1.1 percent a year, whereas, the Consumer Price Index
would be up only 0.8 percent per year over and above what it would
have been without these higher prices.

BUSINESS FIXED INVESTMENT

The energy program will directly boost business spending for energy
conservation. It will require industrial plants and utilities to convert
from oil and gas to coal both through regulation and the industrial
use taxes, and it will add to construction activity through the incen-
tives and requirements for better insulation and energy conservation,

The program will also boost investment by the automobile industry
in order to accomplish the dramatic change in its product, althoug
the previously established efficiency requirements already would have
accomplished the larger part of this goal. DRT is using an estimate of
$3 billion for those effects by 1980.

To be weighed against these extra outlays are the indirect negative
effects of the program. In the very near term, investment will inevi-
tably be held back until the Congress has enacted a version of the
program; until that moment is reached, energyv-related investments
cannot be planned with any sense of security. The solution assumes
congressional action by summer.

In the longer run, investment will be reduced by higher interest rates,
The Federal Reserve is unlikely to accomodate the extra inflation with
a higher monetary target, and therefore. interest rates will be up
about 40 basic points. Further, the capital outlays for energy con-
version will compete with other investment for company financial re-
sources. crowding out some capacity expansion projects.

DRTI’s preliminary assessment of the net impact on investment is
slightly negative. Construetion activity is eut, but equipment purchases
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are slightly higher. In general, the real GNP will be down approxi-
mately 0.2 of a percentage point per year from 1976 through 1980.
Real consumption will be down approximately the same.

AUTOMOBILE SALES

The impact of the program on automobile sales is negative. First,
highev prices for gasoline raise the operating costs of a car which
somewhat reduces the demand for new automobiles. Further, the
higher gas prices affect the total mileage driven, reducing the wear
and tear on the automobile stock and reducing the replacement
demand.

Tlere, again, there is some dispute among economists on the effect
of the President’s program on automobile sales, some arguing, in fact,
that automohile sales would rise because of the demand for smaller
cars outweighing the effect of the higher gas prices.

Finally and most importantly, the efliciency requirement coupled
with the gas-guzzler.tax will affect antomobile demand in several
ways. Gradually stiffening efliciency requirements may accelerate auto-
mobile demand in the near term if the buying public really has a
strong desire for the larger cars. On the other hand, the rational con-
sumer will be aware of the high and rising gasoline costs, and there-
fore will weigh the benefit of the greater efficiency. The challenge
will be for the automobile companies to turn the mandatory product
changes into a marketing opportunity, thereby increasing sales by
offering a product that is more desirable in dimensions other than size.

Coupling the efliciency standards with the gas-guzzler tax will reduce
the price of small ears. This will add to the total volume of unit car
sales by making the smallest car even cheaper. Further, the program
may strengthen small car sales by domestic manufacturers, slightly
inereasing theiv share of this market, if indeed the tax and rebate funds
are pooled by manufacturers. Unit sales of large cars, as defined by to-
day’s standavds, will inevitably decline. Their share of the total auto-
mobile market would shrink from this year's 30 percent to 19 percent
by 1980,

DRI estimates that the net impact of these considerations is a

reduction in sales of about 300,000 units in 1980. This figure is prin-
cipally based on the effect of the higher gasoline prices on demand,
since the efliciency requirement was already an ingredient of the base
case solution reflecting inherited policies and the gas-guzzler tax actu-
allv may boost unit sales. The dollar volume of the automobile industry
will be off by about 5 percent, mainly because of the changed mix of
cars,
There are a variety of other effects on final demands, of course.
Higher energy prices will affect airlines and hotels, Compared to
the embargo of 1974, the magnitudes are much smaller, of course,
since energy prices are already quite high and there is no disruption
element.

ITousing activity will be shifted in composition. The various incen-
tives to encourage home insulation will lead to a larger volume of
alteration work. On the other hand, stiffer building codes will raise
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construction costs and higher energy prices will raise the cost of house-
hold operation. The increase of interest rates created by the extra
inflation will also chip away at housing starts, bringing the average
reduction to 54,000 units.

The net impact of these estimates is to lower real GNT in 1980 by
0.7 percent, a small figure, and one probably within the margin of
error in the analysis. The administration concluded that there was no
net impact on total real activity. The difference between DRI and the
administration analysis lies principally in our assessment of indirect
negative effects on business fixed investment. Since all of these calcu-
lations are comparisons with a hypothetical baseline, the sign of the
small net effect on veal activity will never be empiricaily observable.
All in ally the inflation impact of the President’s energy program is
two-thirds of a point a year, the impact on real activity is a growth
reduction of a fifth of a percentage point a year.

The economic impact on the economy has to be seen in hoth a long-
and short-term perspective where the short-run costs ineurred in
switching the economy toward a less energy-intensive path are off-
sct. by the long-run benefits of less energy consumption and reduced
dependence on imported oil,

The President’s program is based on the belief that the ccoaomy
was headed for a severe crisis later on, when desperate shortages or
embargoes might. seriously disrupt the economy. Various analyses
have persuaded the Government that the domestic oil and gas markets
wero headed for early trouble, and that even the world oil economy
would have entered a period of imbalance in the 1980’s that would have
greatly strengthened the hand of OPEC.

Thus, whatever caleulations may be performed about the gas pros
and cons of the impact of the program on such traditional macro di-
mensions as GNI growth, unemployment, inflation, profits, or interest
rate, the overriding assumption is that the normal pattern of develop-
ment would have been lost on some future day of reckoning.

The direct impact of lesser energy consumption on the growth of po-
tential GNI” cannot be calculated precisely, but realistic upper limits
can be derived. Since the energy c}mnge is introduced gradually, dis-
ruption effects are small and the economy’s technical coeflicients must
be considered flexible. Capital and labor will be substituted for energy,
slightly reducing the productivity trends of these two factors. Since
energy represents about 5 percent of all inputs in the productive proc-
ess, a 1.5 percent curtailment of its use can directly reduce the poten-
tial trend by little more than 0.1 percent. Indirect effects. such as the
negative impact. of inflation on capital formation, can bring the total
loss of potential growth to 0.1 to 0.3 percent.

The President’s national energy plan will go a long way toward
achieving the energy goals, The annual growth of United States energy
demand will he reduced from 8.5 to 2.7 percent annually from 1978
through 1985, and will be approximately 2 percent thereafter.

Since the recent pronouncement by the administration, that figure
has been revised upward from 2 to 2.3 percent, '

According to stimulations of DRI’s Energy Policy Model, total con-
sumption will be approximately 93 quads—quadrillion Btu’s—in 1985.
See table 5. Consumption of petroleum will be approximately 39
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quads or 19 million barrels per day. With an expected domestic pro-
duction of 11 to 12 million barrels, imports of o1l will be reduced to
7 to 8 nillion barrels per day, near the President’s goals for imports.

The program achieves a substantial shift in encrgy demands. Con-
sumption of coal in 1985 is approximately 24 quads or 1.1 billion tons.
Coal’s share of energy demand increases from 19 percent in 1976 to
26 percent in 1985 while the petroleum and natural gas shares decrease
from 48 percent and 28 percent respectively to 42 and 20 percent re-
spectively. Nuclear power provides 8 percent of the total in 1983, a
sharp rise from its 3 percent share in 1976,

The principal questions on the attainability of these shifts are on the

supply side. Can coal production reach the needed level? Can enough
nuclear plans be completed? Can the slide in domestic oil and gas
production be halted? Higher prices and improved regulatory pro-
cedures are the main policy tools on which hope for better supplies
rest.
Additional nonprice conservation programs proposed by the Presi-
dent should achieve approximately 2.5 quads of savings in 1983, In-
sulating old and-new huildings heated with fuel oil reduces heating oil
demand by approximately 800 trillion Btu’s and insulating natural gas
heated homes reduces heating demand by 300 trillion Dtu’s in 1983,
Efficient clectric appliances reduce residential clectricity demand by
50 trillion Btu’s in 1990.

Cogeneration and other conservation measures will save approxi-
mately 1 quad of heating and 1.4 quads of process energy by 1980.
Solar heating of 5 million homes in 1990 will save approximately 300
trillion Btu’s of electricity.

Most of the savings in energy demand are achieved by higher prices.
Taxes, OPEC, general inflation, Government price policies and strong
demands for the newly favored sources will produce sharply higher
prices, as table 6 shows. The policy measures include wellhead taxes on
crude oil, a gasoline tax, the decontrol of gasoline, permission to let oil
discovered after April 20, 1977, rise to the world price, industrial use
taxes on petroleum and natural gas, and an increase in the interstate
natumlf gas price from $1.42 per thousand cubic feet—mef—to $1.75

er mcf.

P The two previous witnesses indicated the problems with the different
tiers of oil. Six tiers are now proposed rather than the three existing
tiers. It is not clear that the price increase in oil, natnely allowing it
to reach the 1977 world oil price, actually reaches the world oil price
subsequent to 1980 because of the way the particular proposals are
written.

Oil prices decelerate after 1980 as the pressure from world markets
is eased by lesser U.S. demands and the decontrol process has gone
through its major phase.

In conclusion, the gencral design of the President’s program is a
near inevitability once a_decision is made that U.S. dependence on
imports must be limited. Nevertheless, the program can be improved.

We feel that there are ways in which the varions taxes can be
changed. I support some of Dr. Penner’s concerns about the industrial
tax and the fact that it could be better designed. In particular, the pro-
gram is designed on the basis of an unrealistic set of beliefs about the
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capability of Government to manipulate the private sector. The pro-
gmm is too complex and seeks to involve Governnient into the detailed
ecisions of families and businesses in ways that would be ineffective,

undesirable, and expensive.

There are two possible places where the program could be simpli-
ﬁizd. There are many others, but I would like to focus on two possible
places.

One, the tax expenditure subsidies. The program includes different
investment tax credits as summarized in the previous table 1. There
is no way to administer these tax credits effectively.

As you know, the Internal Revenue Service cannot audit such items

as home insulation. On the business side, the tax credits for more
exotic purposes such as geothermal and solar energy are stimulations
for the taxpayers to throw away their money. The Government cannot
make a serious effort to determine that the outlays that business will
claim have any merit. The whole history of the highly specialized tax
incentives is one that has proved to be wasteful. This is seen clearly
in the home purchase tax credit of 1975 that simply proved to be a
windfall to the families who happened to be purchasing a home that
year.
Senator HaskeLr, As an aside on that, after we had passed that tax
credit of $2,000, which I, incidentally, opposed, I got home and found
my daughter and son-in-law absolutely ecstatic, because they had been
planning to buy a house and they bought it at the right time. So I
share your views on that. :

Mr. Cooxk. I was a month too early.

Second, reduce the scope and complexity of price controls and regu-
lations. The President’s program substantially increases the amount
of regulation imposed on the economy. Much of that increase is based
on an illusory view of the ability of Government to actually carry out
such regulations in meaningful form.

Scnator HaskeLr. By regulation, are we talking about these taxes
and credits?

Mr. Cooxk. Particularly, I have an example which has to do with the
classifications of oil drilling.

Senator Haskewrr. The six classifications?

Mr. Cook. Yes. Oil wells drilled two and a half miles away from,
as Dr. Penner alluded to, and 1,000 feet deeper than existing wells
after April 20, 1977 are classified as new new oil. The monitoring of
that becomes a morass of reiulations and a virtual nightmare for
members of the executive branch.  ~

The proposed energy program establishes six classes of oil, each
with its own price control schedule: old old oil, old new oil, stripper
well oil, new new oil or oil discovered after April 20,1977, Alaskan oil,
and foreign oil. At the same time the entitlements program is in ex-
istence, so instead of a two-tier entitlements program, a six-tier en-
titlements program, that eventually will be phased out in 1980, is es-
tablished.

The supposition is that there is a practical means to identify and
classify each barrel of oil, to track it through the productive and dis-
tributive process. .
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In practice, only the crudest approximations can be calculated even
for the most elaborate and reporting requirements placed on business.
Further, any multiple pricing system for commodities produces in-
eflicient resource use.

The necessity for ever more detailed controls to hold the multiple
pricing system together and the increase in compliance costs by the
private sector to meet the shifting regulations will prove burdensome
and inconsistent with the President’s desire to re:iuce regulation.

Therefore, we would urge you to take a thorougn study of the mul-
tig)le pricing system that is being proposed and insist on a simpler
scheme,

This concludes my formal remarks. I would be happy to answer any
questions.

Senator HaskELL. I share your concerns about the multiple pricing
system because of its complexity. Do you have any specific suggestions
on how to get the job done simpler?

Mr. Cook. There have been a number of suggestions alluded to.

Senator HaskerrL. What do you personally feel §

Mr. Cooxk. Personally, there are two issues: one, to reduce ener,
demand and, in reducing energy demand, to use the resources effi-
ciently and at the same time to maintain equity.

One of the potential solutions which was suggested by Dr, Penner
and I will modify it slightly is to actually emlploy a single-tier pricing
of oil and raise all oil to the price of world oil. In terms of the pricin
of oil, only one price exists, and excise taxes can be applied to the o1
produced by individual companies.

The regular tax mechanisms in the economy would collect 50 percent
of the oil price increase. Designing a tax scheme to collect those reve-
nues not A)edicated to additional exploration and development, sub-
sequently rebating them to consumers, would be a much more efficient
mechanism.

Only one tier exists. The administrative costs to FEA ; namely, the
costs of trying to track all the different ({)rices and the compliance costs
that Dr. Penner alluded to are reduced. Dealing with one particular
price of oil allows businessmen and consumers to use simpler planning
mechanisms to deal with the single price.

Senator HaskeLL. Senator Dole?

Senator DoLe. I have no questions. I have two meetings going at
once. I am sorry I missed your statement. I have tried to read it. I am
certa?in it is there, but you mentioned the six tiers. What are the six
tiers

Mr. Coox. The six tiers, Fresently there is a tier just called old oil
which sells for approximately $5.20.

Senator DoLe. Old oil; old new oil and new oil.

Mr. Cook. Yes.

There is old, old oil, under the new system, which is the oil which
is presently selling for $5.20 per barrel. There is the new oil, present
new oil, which would now be classified as old new oil ¢

Senator Dorr. That would be old oil ?

Mr. Coox. We will call it old, new oil. Right now you have a lower
tier and an upper tier. You might call those tiers 1and 2.

Senator Dorr. Then you have a tier 3%
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Mr. Cooxk. Tier 3, which is the tier representing the price of all oil
discovered after April 20, 1977, is a new tier for Alaskan oil—which
may, in effect, come about anyway because the Alaskan oil price has
to be recommended to Congress by the President sometime this year.
We would urge that it not be reclassified as a new tier, but there is
every indication that the clascification would occur anyway under
current prices.

Then stripper oil would be a new tier also. Stripper oil would be
allowed to rise to the price of foreign oil immediately. However, the
price could then only increase at the rate of domestic inflation. Thus
stripper oil is in a whole different pricing structure than other oil. In
a sense, it is the fifth tier.

Then imported oil constitutes the sixth tier, which increases the rate
of world inflation.

Senator Dorr. Tt all gets complicated very quickly.

Mr. Coox. It gets complicated and gets very hard to try to adminis-
ter in terms of the information coming back from the field. FEA has
to first of all get the information and then ascertain if the information
is correct.

Once it is correct, it has to determine, in the context of the entitle-
ments program. what the price should be. Then the money collected
from people who possess old oil which is lower in price than the im-
ported oil is distributed on an equitable basis among refiners inversely
proportioned to their purchase of imported oil and upper tier oil,

Senator Dorr. On the stripper well, is there a wellhead tax on the
stripper well, or are they permitted to make a windfall profit there?

Mr. Coox. Yes. the Iatter.

Senator Dove. On the basis that it does not produce a great deal?

Mr. Cooxk. Stripper wells are wells producing less than 10 barrels
per day.

: Actually, if you were trying to impose a tax on stripper wells, it
would probably triple the administrative headaches just because of the
number of wells in existence and the fact that the people who own
stripper wells are small from a business point of view and do not have
the established bookkeeping procedures that the larger companies have.

Senator DoLe. Some firms own hundreds of stripper wells and the
total output is substantial. We have a lot of stripper production in
Kansas and some in Colorado. We are talking about equity and in-
equity and sacrifice. I have not been able to determine where one starts
and the other ends, Earticularly if we want to do equity and the
so-called poor get back double, I do not quite see the equity.

I think Professor Hall’s testimony where what would be returned
to the poor would be twice of what they may pay—in some cases they
do not pay anything—I do not understand the e%uity, unless we are
talking about welfare reform. If we are talking about an energy pro-
gram, I do not understand the goal of the administration,

Mr. Cook. I support Dr. Penner’s views in this case. If we are talk-
ing about welfare reform, we should talk about welfare reform, If we
are talking about energy policy, we should tend to neutralize the
effects of energy policy on the consumer by giving back to the con-
sumer an amount that would keep his income constant,
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If the administration and Congress wishes to subsidize the poor
then we can initiate legislation to do that. By trying to link up welfare
reform with energy policy. I think that it tends to muddy the water
and make it much more complex.

Energy policy in addressing the energy problem is complex in itself.
Trying to superimpose on energy policy some form of welfare reform
makes 1t even more complex.

Senator Dore. Thank you.

Senator HaskerL. Pursuing Senator Dole’s comment, Which side
of this argument. of MIT do you come down on? Professor Thurow
whom I quoted, he says, he really says that the poor will not benefit.
Professor Hall points out what was said by Senator Dole.

Do you have an opinion on this problem? Who bears the burden of
this part of the proposal?

Mr. Coox. I do not think that there is a specific agreement among
economists on this, but if I can reconstruct what Professor Thurow
was addressing, perhaps a satisfactory answer can be reached. Ile was
talking about the effect of energy taxes on the consumer in relation
to the rebate, I presume. In that case, if one looks at the fixed expendi-
tures of lower income groups versus the fixed expenditures of higher
income groups, published studies show, in general, that the percentage
of the fixed expenditures spent on energy %y the lower income groups
is higher than that spent by the upper incomne groups.

If that is true, the impact of any price change, or the impact of
any increased price on those fixed items that the consumer pur-
chases, would fall proportionately more heavily on the lower income
groups than it would on the higher income groups, which would
tend to support Professor Thurow’s view.

Senator HasreLL, Let us take the next step.

Professor Hall said—and he can correct me—that the adminis-
tration’s proposal of giving a rebate back would more than com-
pensate the poor. Am I correct?

Mr. Cook. For the wellhead tax.

Senator HaskrLr. If I am roughly correct, do you agree with
Professor Hallf

Mr, Coox. If, in fact, you rebated a fixed number of dollars per
person to the poor and to everybody, then because the poor spend
considerably less in absolute dollars on energy than the rich, they
ara compensated proportionately more than the rich. But if you
congider just the incidence of the tax, from the point of view of the
higher prices, the impact of the tax falls proportionately greater on
tho poor than on the rich in that it affects the poor’s gudget by a
greater percentage.

If, on the other hand, a fixed amount is given back to the poor,
the poor are compensated more because their total budget is less,

Senator Haskern. All right. I see.

If T understand you correctly, after you have gone around the
complete circle, gou basically would agree with Professor Hall$

Mr. Cook. I basically think that Professor Hall and Professor
Thurow do not differ.

Senator Haskerr. That is a new point of view.

~——

93-105—77———4

4



46

Mr. Coog. I think Professor Thurow has just focused on the inci-
dence of the tax on a percentage basis where Professor Hall has
looked at the net effect in absolute welfare terms. )

Senator Haskerr, Thank you very much., I appreciate your

appearance very much.
The prepared statement of Miss Rogers and Mr. Cook follows:]

STATEMENT OF ALVIN Co0K AND VIRGINIA RoGERS, DATA RESOURCES, INC.

President Carter has prepared a far-reaching, complex energy plan aimed
at slowing down United States consumption of energy, especially petroleum,
and reducing U.S. dependence on imported ofl. The principal mechanisms pro-
posed are taxes and tax credits to reduce consumption of petroleum and
natural gas and switch the U.S. consumption of energy primarily to coal, and
rebates to minimnize adverse effects on the economy. In our testimony today,
we will present the results of some of our studies at Data Resources that
seek to measure the energy and economic impacts of the program, and provide

some recommendations.
THE ENERGY PROBLEM

As sn indication of the severity of the worldwide energy situation, the
Administration has advanced the CIA findings of “vorldwide oil shortages by
the 1080s because of low rates of discovery and the potential switch of the
Soviet Union from a net exporter to a net importer of petroleum. A recent,
widely-reported MIT study * projects a worldwide energy shortage by the 1980's.

The results of these studies are disquieting in that they fall to adequately
lucorporate the effects of higher prices paid to suppliers and the economic
viability of alternatives such as shale ofl at increasing higher prices for
petroleum. Yet there is a problem as energy policy presently exists, and in
the alisence of action, the United States will import increasingly more oil over
the next 15 years.

The chances are that OPEC’s abllity to raise prices will continue to mount.
Moreover, the OPEC supplies can be considered insecure. The industrial world
is becoming increasingly dependent on the OPEC countries, and if the United
States does not adopt stronger energy policies, our demand in world ofl markets
will approach the 16 million barrels-per-day level that the President's plan indi-
cates. Under these conditions, the potential damage from a future embargo
would become immense, much greater than in 1978-74, We have made major
progress in repairing our relations with the ofl-producing countries, and we
have reason to be hopeful that there will be progress toward peace in the
Middle East. But we cannot be certain that such progress will be made, nor
can we be sure that the OPEC countries will retain their current high political
stability over periods as long as 10 or 20 years.

Once the need for a national energy program is postulated, the nature of the
program falls into place rather quickly. There i8 no way to reduce the volume
of U.8. oil imports without confronting households, businesses and governments
with substantially higher oll prices. Thus, in one way or another, the price of
oil has to be allowed to fncrease. Were we to rely entirely on the market alone,
the incomes of the oll producers would rise very sharply. If such an earnings
increase is politically unacceptable, then the increase in ofl prices must be
partly achieved through a system of excise taxes, either levied on the producers
or the consumers. That is the heart of the President’s program.,

The negative economic impact grows mainly out of the higher prices, and there
cannot be a meaningful energy program which does not impose these costs on the
economy. The Congress can improve the proposals, but there is no way to sig-
nificantly reduce the costs to the economy and still accomplish the energy goals,

IMPACTS OF THE PRESIDENT'S ENEROY PROGRAM

The following analyses were prepared by Dr. Otto Feksteln, president of Data
Resources, Inc., and us, using various econometric models, These analyses were
prepared shortly after the President’s program was announced. At that time,
we assumed that the Government would return to the economy the full amount

! Workshop on Alternative Energy Strategles, Energy: Glodal Prospects, 1985-2000.
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of the purchasing power that the energy taxes would withdraw. Since the Presi-
dent's announcewment, further details have become available on the fiscal inten-
tions of the program. Table 1 shows the revenues to be collected by the program,
the direct expenditures of the program, the tax expenditures paid out in the
form of investment credits, and the tax rebates designed to restore purc ~3ing
power. That information shows that the fiscal plans are a good deal more com-
plex than the initial announcement indicated. The energy revenues will be used to
finance a wide variety of expenditures that can be conslidered to be energy-related
but many of which would have to be incurred anyway. The Federal Government
is making handsome provision for any energy-induced increases in its own costs,
including such obscure effects as the extra escalation costs of social security and
food stamp programs, but is showing no comparable tenderness of concern for
State and local governments or the private sectior. Thus, it 18 no longer possible.
to assess the full fiscal impact of the energy program; one must examine the
general fiscal policy of the Government, a fiscal policy which now pivots on the
goal of budget balance by 1981.

Table 1 also shows that the fiscal magnitudes of the program are quite large.
Bven if the gasoline tax i8 not triggered, the revenues collected over the 8 years,
1978-85, equal $135 billion, or $17 billion per year. Various energy-related budget
expenditures equal $50 billion, or an average of $6 billion & year. The miscellan-
eous tax expenditures, the investment tax credits, are $114 billfon a year. Tax
rebates, which principally would be energy-motivated reductions in personal in-
come taxes, would equal $9 billlon a year, If the gasoline tax were to be trig-
gered, the magnitudes would become much larger,

TABLE 1.~FISCAL IMPACT OF ENERGY PLAN, 1975-85

Amount
ROVONUOS.ceunenreneennee Gag gUz2ler tax. covenecenreianneennnns P
Wellhead lax.....cconneeeevereccncnaee
Gasoling tax up t0..ouveeunennannncacan
Industrial and utility use taxes. .....ococnannnnn..
Subtotal . cueeeicmeiniineneanns sveessecsrtrsetoacesacaressrarrenatosrecesanrens .
- ]
Expenditures......cceen.. 0ld buildings.....o.oovveen. .. eese 2.2
Crude oif direct payments. . . .- 13.4
Small car bonuses..... 1.7
Federal bulidings........ 28
0il and gas price controls. .4
Federal fuel bills 2.9
Petroleum reserve..... 1.0
Assistance to poor. 4
Federal benefit pro 11,2
Other. . 4
LO3S 1O303MEN..cceuverecerunncccncucnncnccnnmsrocncarncnnaene .- -2.0
Subtotalee.eneenerancans . 50.4
R o=
Tax expenditures. ........ 0ld bulldings........ 3.9
N Home Insulation...o.....cocveconsnccncancnns 2.g
Cglmmorcinl industry efficlenty...cceceeeeannncacceaanee 2 :
ar...... e .
Geothermal........ .2
Cogeneration ceteecnsmancrenctaccasssran R
Subtotaleaecucenioioiniiiiaienninrinnianencencnne ceeeceterusasnatinuen 10.5
Tax robates..ceeeeecnaen. Crude ol tax......coveeeeeneccsenneancranncecncsmonnnnecenses 13.2
Gasoline tax up to...... caee 182.8
k[ T, 226.0
N SRS
Noteffoct On DUQOL. ... ocnnnanecnnnncicceracsinnmcecenccncsncsnccncarestocnsasnaruscascnnann +.9

Eoonomio impacts
The energy program raises three big questions:
(1) What would it do to short-run economic performance?
(2) Will it seriously change long-run growth prospects?
(8) Will it achieve the energy goals?

Short-run impact

There are § principal questions about the short-run economic impaect.
Inflation: DRI's analysis shows that the inflation rate, 1976-80, would be
raised by 0.7 percent a year. Table 2 summarizes the inflation impact, beginning
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or and all-fuel wholesale price index. The Administration

with the gasoline deflat
hs to phase in the program to avold inflationary shocks.

has gone to great lengt
TABLE 2.—IMPACT ON PRICES AND WAGES WITH (ENERGY0426) AND WITHOUT (NOENERGY0426) THE CARTER
PROGRAM (4-YR AVERAGE RATE, 1976-80)

- Without
Carter  With Carter

program program Difference
Wholesale price Index, fUelS.. ..o v.cevemmaemaararcecncvarcnnnnsonen 9.7 13.6 3.9
Gasoline depﬂalor ............ 1.0 12.0 5.0
Wholesale price index. . 6.0 2.1 11
GNP dcﬂatorl.. e gg gg . g
Consumer price index. . &2 2 -8

Aversge hourly earnings. .

Business fixed investment: The energy program will directly boost business
spending for energy conservation. It will require industrial plants and utilities to
convert from oil and gas to coal both through regulation and the industrial use
taxes, and it will add to construction activity through the incentives and require
ments for better insulation and energy conservation. The program will also boost
investment by the automoblle industry in order to accomplish the dramatic change
in its product, although the previously established efficiency requirements already
would have accomplished the larger part of this goal. DRI is using an estimate of
$3 billion for these effects by 1980.

To be weighed against these extra outlays are the indirect negative effects of
the program. In the very near-term, investment will inevitably be held back until
the Congress has enacted a version of the program ; until that moment is reached,
energy-related investments cannot be planned with any sense of security. The
golution assumes Congressional action by summer.

In the longer run, investment will be reduced by higher interest rates. The
Federal Reserve is unlikely to accommodate the extra inflation with a higher
monetary target, and therefore interest rates will be up about 40 basis points.
Further, the capital outlays for energy conversion will compete with other invest-
mer;t for company financial resources, crowding out some capacity expansion
projects.

DRI's preliminary assessment of the net impact on investment is slightly
negative. Construction activity is cut, but equipment purchases are slightly

higher.

TABLE 3.—IMPACT OF THE CARTER ENERGY PROPOSALS, ECONOMY UNDER CARTER PROPOSALS (ENERGY(0426)
CHANGE FROM BASE CASE (NOENERGY0426)

1978 1979 1980 Average
Percent difference in level: =
Real GNP ..o eiiieiiiaeceaceanaens -0.1 -0.4 -0.7 -0.2
Real consumption. .......cvvuemeaecmaacccoanaes -0.2 -0.4 -0.7 -0.2
Real business fixed investment. ...coveeecenenen . -0.1 -0.7 -0.8 -0.3
Difference in lavel:’ | 100 200
Automobile sales (th 08)- e e e e ceeaeeecaan - - -300 -
_ Housing starts (thousands). ........cccmeeemeneaes ~14 ~58 ~90 —2g2
Difference in rates:
Unemployment rate 0.0 0.1 0.2 +0,1
0.13 0.36 0.40 0.30

Federal funds rate

Automobile sales: The impact of the program on automobile sales i8 negative,
First, higher prices for gasoline raise the operating costs of a car which somewhat
reduces the demand for new automobiles. Further, the higher gas prices affect the
total mileage driven, reducing the wear and-tear on the automobile stock and
reducing the replacement demand. -

Finally, and most importantly, the efficlency requirement, coupled with the
gas-guzzler tax, will affect automobile demand in several ways. Gradually stiffen-
ing eficiency requirements may accelerate automobile demand in the near-term
it the buying public really has a strong desire for the larger cars. On the other
hand, the rational consumer will be aware of the high and rising gasoline costs,
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and therefore will weigh the benefit of the greater efficiency. The challenge will be
for the automobile compunies to turn the mandatory product changes into a
marketing opportunity, thereby increasing sales by offering a product that is
more desirable in dimensfons other than size.

Coupling the efficiency standards with the gas-guzzler tax will reduce the price
of small cars, This will add to the total volume of unit car sales by making the
smallest car even cheaper. Further, the program may strengthen small car sales
by domestic manufacturers, slightly increasing their share of this market, if
indeed the tax and rebate funds are pooled by manufacturers. Unit sales of large
carg, as defined by today’s standards, will inevitably decline. Their share of the
igtstbl automobile market would shrink from this year’s 30 percent to 19 percent by
DRI estimates that the net impact of these considerations is a reduction in sales
of about 300,000 units in 1980. This figure is principally based on the effect of the
higher gasoline prices on demand, since the efficiency requirement was already an
ingredient of the base case solution reflecting inherited policies, and the gas
guzzler tax actually may boost unit sales. The dollar volume of the automobile
fndustry will be off by about 5 percent, mainly because of the changed mix of cars.

Other demands : There are a variety of other effects on final demands, of course,
Higher energy prices will affect airlines and hotels. Compared to the embargo of
1974, the magnitudes are much smaller, of course, since energy prices are already
quite high and there i8 no disruption element.

Housing activity will be shifted in composition. The various incentives to en-
courage home insulation will lead to a large volume of alteration work, On the
other hand, stiffer building codes will raise construction costs and higher energy
prices will raise the cost of household operation. The increase of interest rates
created by the extra inflation will also chip away at housing starts, bringing the

average reduction to 54,000 units.

Total short-run effects
The net impact of these estimates is to lower real GNP in 1980 by 0.7 percent, a

small flgure, and one probably within the margin of error in the analysis. The
Administration concluded that there was no net impact on total real activity. The
difference between DRI and the Administration analysis lies principally in our
assessment of the indirect negative effects on business fixed investment., Since all
of these calculations are comparisons with a hypothetical baseline, the sign of the
small net effect on real activity will never be empirically observable. All in all, the
inflation impact of the President's energy program is two-thirds of a point a year,
the impact on real activity is & growth reduction of a fifth of a percentage point a

year.
Long-run {mplications for economic growth

The economic impact on the economy has to be seen both in a long- and short-run
perspective where the short-run costs incurred in switching the economy toward a
less energy-intensive path are offset by the long-run benefits of less energy con-
sumption and reduced dependence on imported ofl.

The President’s program is based on the belief that the economy wus headed
for a severe crisis later on, when desperate energy shortages or embargoes might
seriously disrupt the economy. Varlous analyses have persuaded the government
that the domestic oll and gas markets were headed for early trouble, and that even
the world oll economy would have entered a perlod of imbalance in the 1980’s that
would have greatly strengthened the hand of OPEC. Thus, whatever calculations
may be performed about the pros and cons of the impact of the program on such
traditional macro dimensions as GNP growth, unemployment, inflation, profits or
interest rates, the overrfding assumption is that the normal pattern of develop-
ment would have heen lost on some future day of reckoning,

The direct impact of lesser energy consumption on the growth of potentinl GNP
cannot be caleulated precisely, but realistic upper 1imits can be derived. Since the
energy change is introduced gradually, disruption effects are small and the
economy's technical coefficients must be considered flexible. Capital and labor will
be substituted for energy, slighly reducing the productivity trends of these two
factors, Since energy represents about 5 percent of all inputs in the productive
process, a 1.5 percent curtailment of its use ean directly reduce the potential trend
by little more than 0.1 percent. Indirect effects. such as the negative ifmpact of
inflation on capital formation. can bring the total loss of potential growth to 0.1 to

0.3 pereent.
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Energy effects of the Carter program -—--
The President's national energy plan will go a long way toward achieving the

energy goals. The annual growth of United States energy demand will be reduced

from 3.5 to 2.7 percent annually from 1976 through 1985, and will be approximately

2 percent thereafter.
TABLE 4.—PERCENT CHANGES IN DEMAND, CARTER PROGRAM

1976-80 1980-85 1985-90

Coa 9.0 4.6 3.8

Natural gas. -3.9 1.7 -6

Petroleum_ . 3.3 -8 2

Nuclear.... 126 I{g li(‘)
[V . .

3.6 2.1 2.2

6.2 5.5 4.9

According to simulations of DRI's Energy Policy Model, total consumption
will be approximately 93 quads (quadrillion BTU's) in 1985 {(see table 5).
Consumption of petroleum will be approximately 39 quads or 19 million barrels
per day. With an expected domestic production of 11 to 12 million barrels, im-
ports of ofl will be reduced to 7 to 8 million barrels per day, near the President’s

goals for imports.

TABLE 5—~ENERGY DEMAND, CARTER PROGRAM
[Quadriltion BTU’s]

1976 1980 1985 1930
13.61 19.23 0. 14 29.05
19.63 .21 19.76 18.25
371 40.45 38.84
2.03 3.38 1.41 13.29
3.03 n 4.00 4.2
73.02 84.05 93.15 104. 14

6.29 8.01 10.46 n.27

The program achieves a substantial shift in energy demand. Consumption of
coal in 1985 is approximately 24 quads or 1.1 billion tons, Coal’s share of energy
demand increases from 19 percent in 1976 to 206 percent in 1985 while the petro-
leum and natural gas shares decrease from 48 percent and 28 percent respectively
to 42 percent and 20 percent respectively. Nuclear power provides 8 percent of
the total in 1985, a sharp rise from its 3 percent in 1976.

The principal questions on the attainability of these shifts are on the supply
side. Can coal production reach the needed level ? Can enough nuclear plants be
completed? Can the slide in domestic oil and gas production be halted? Higher
prices and improved regulatory procedures are the main policy tools on which
hope for better supplies rest.

Conservation: Additional nonprice conservation programs proposed by the
President should achieve approximately 2.5 quads of savings in 19S85. Insulating
old and new buildings heated with fuel ofl reduces heating oil demand by ap-
proximately 800 trillion BTU's and insulating natural gas heated homes reduces
heating demand by 800 trillion BTU’s in 1985, Efficient electric appliances reduce
residential electricity demand by 50 trillion BTU's in 1990, Cogeneration and
other conservation measures will save approximately 1 quad of heating and 1.4
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CHaRrT 1.—Changing Composition of Energy Usage (Quadrillion BTU’s).

quads of process energy by 1990. Solar heating of 5 million homes in 1990 will
save approximately 800 trillion BTU’s of electricity.

Higher Prices: Most of the savings in energy demand are achieved by higher
prices. Taxes, OPEC, general inflation, government price policies and strong de-
mands for the newly-favored sources will produce sharply higher prices, as table
6 shows. The policy measures include wellhead taxes on crude ofl, a gasoline
tax, the decontrol of gasoline, permission to let oil discovered after April 20, 1977
rise to the world price, industrial use taxes on petroleum and natural gas, and
an increase in the interstate natural gas price from $1.42 per thousand cubie
feet (mef) to $1.75 per mef, Oil prices decelerate after 1980 as the pressure from
world markets is eased by lesser U.S. demands and the decontrol process has
gone through itst major phase, Electricity prices are aided by the switch to coal.

TABLE 6,—ANNUAL PERCENT CHANGES IN ENERGY PRICES

1976-80 1980-85 1985-90
0il:

Average domestic Crude........coveueneaeamnmeeceareaeranreaenn 12.9 6.9 7.1
Residual fuel. ... . 16.1 1.9 6.4
Distiflate fuel. 10.5 6.2 6.5
Gasoline. ... 12.0 9.1 5.7

Naturaf gas:
Interstate contract . oo no e 13.2 13.4 8.4
Average residential . ceeietcccnnancnan 8.4 10.1 7.0
Average industrial “ 4.4 10.8 8.1
Contract coal price. ... .. 7.1 5.8 4.9
6.9 4.4 41

Average residential electr,

Senator ILaskeLr. Now I believe the people from the Wharton Econ-
ometric Forecasting Associates are here, Professor Klein and Messrs.

Young and Schink,
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STATEMENT OF LAWRENCE R. KLEIN, WHARTON ECONOMETRIC
FORECASTINY ASSOCIATES, ACCOMPANIED BY R. M. YOUNG AND

GEORGE SCHINK

Mr. Krein, I want to apologize for the delay.

We are going to make a presentation on the same issues that you have
been discussing from three points of view. I am going to give the gen-
eral background; Dr. Young will comment on the short-term impacts
throagh the end of the decnge; and Dr. Schink on the longer run im-
pacts, say, through 1985 or so.

In many respects, the energy program is an economic program, pos-
sibly the most significant in economic content of the programs that
have been put forward thus far by the present administration.

Among the many economic implications of the energy program are
the impacts on _prices, rverall economic activity, and public finances.
The Wharton Econometric Forecasting Associates have displayed a
great deal of energy content in our models of the economy as a whole,
giving us a framework for looking at the energy content of economic
policies and the economic content of energy policies. In today’s presen-
tation, I and my associates will try to put all these aspects together in
order to assess the economic implications of alternative ways of financ-
ing a national energy program. I shall proceed by describing to you the
models, the policies, and the estimated impacts.

First, let me describe a general Wharton EFA position on economics
of energy. Since 1971, we have been concerned about the problems
posed by increasing oil imports—by the rate of increase and the in-
crease in share of total energy requirements covered by oil imports.
We first treated this as a physical problem, with grossly inadequate
allowances for price increases. but still came up with serious deficit
estimates for international trade and payments. These were long-run
estimates, but we became deeply involved with short-run energy-
related forecasts as a result of the 1973-74 embargo, followed by
enormous price increases. These latter events led us to predict bot
national and world recession in November 1973. At that time, and in
the ensuing months, we crystallized the following view :

While our long-term model based forecasts for the 1.S. economy
generally depicted a 4-percent economy—4-percent real growth, 4-per-
cent unemployment—full employment : 4-percent inflation and 4-per-
cent real interest rate—8-percent nominal less 4-percent inflation, we
found that post-1973 long-term projections could not be put in the
usual 4-percent track. Qur models indicated that if we set policies at
levels that tried to reach the old targets, under the new conditions, we
tended to gencrate large undesirable inflation rates and trade deficits.

The best that we could achieve in our model projections were real
growth rates at about 8 to 8.5 percent, inflation rates at about 5 percent,
and unemployment rates of about 5 percent. These were associated
with eventual trade balances. There was, therefore, slippage in our
target for inflation, growth, and unemployment. While these may not
seem to be large amounts in terms of differential percentage rates,
they are applied to a large base and cumulate to very significant eco-
nomic losses under the influences of the rules of compound interest

figured over decades.
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Given the magnitude of the recession, short-run recovery rates
reatly in excess of 4 percent would be attained and could be filtered
Into long-run energy policies that would contribute to cyclical recover
before 1980 and allow the economy to move toward its pre-1973 pat
in the 1980’s. The resources made available in a short-term environ-
ment. of economic slack could be put to use in a productive way to try
to resolve simultaneously our cyclical and secular preblems if energy
policy were properly dovetailed with overall economic policy.

The primary analytical tool for Wharton EFA’s attack on the
energy problem is the Wharton annual and industry model, consistin%
of a large input-output sector together with a detailed system of fina
demand, value-added factor income payments, price, wage, and interest

.rate determination.
This system is dynamic, nonlinear, and numbers about 1,000

equations.

The input-output module consists of 63 separate sectors and has a
fair amount of energy detail. It gives separate treatment to oil, natural .
gas, coal, electric utilities, and gas utilitics, It also identifies large
energy-intensive sectors such as electric power, cement, aluminnm,
ferrous metals, and transportation.

Final demand is disaggregated so as to estimate such end-use items
as gasoline and oil consumption, expenditures for household operation
services, expenditures for household heating fuels, imports of crude

etroleum, and other fuels, Final expenditures for capital formation
in several energy sectors are also treated in disaggregated form. There
are, in all, 67 end-use categories.

There are several features of this system that qualify it for dealing
with the problems that we are considering today. Apart from having
much energy detail and apart from relating physical aspects of the
enefxi]gy situation to functioning of the macroeconomy, this model treats
coefticients in the input-output module (the table of bilateral flows be-
tween 63 sectors of the economy) as variable and not as rigidly fixed.

The input-output coeficients in this system vary as a result of
changes in relative prices. This is particularly important in the present
context because since 1973, relative prices in the energy and other sec-
tors have varied enormously, causing shifts in economic behavior. The
Wharton model estimates these shifts as an adaptive time process. This
plays an important role in combining technology and economics to
obtain the final result of the energy situation in an economic environ-
ment and the economic impact of various alternative energy policies,

Wharton EFA maintains another model, known as the Wharton

uarterly model. It is primarily concerned with interpreting the
short-run business cycle situation but has a limited amount.of sector
detail by industry. The main effects of energy limitations on the sup-
ply of goods is first worked out in the large Wharton annual model
and then translated into results for the short-run model.

On the final demand side, the Wharton quarterly model has full
enough detail to display most of the same energy items in consumer
spending and foreign trade—that are developed in the large scale
annual model. The quarterly model has fewer investment categories. -
however. The quarterly model is used tou estimate the quarter-by-quar-
ter developments for the next 2 or 3 years,



54

It has been stretched for the present investigation to the end of the
decade. Tt is to be used to show more closely the working of the admin-
istration’s energy program from an assumed starting date. followed
through short-run quarterly movements to get the cyclical impact in
the very near term. ) . .

The quarterly model pays more attention to inventory adjustments,
money market conditions, and cost-price fluctuations. The annual
model is more concerned with details of technology. growth processes,
somo steady state properties of the economy and the sector composi-
tion of supply. They each shed light on different aspects of energy eco-
nomies and complement one another.

Five different simulations constitute the basis of Wharton EFA’s
assessment of energy and the economy. They are basically designed to
throw light on alternative ways of financing energy programs. The
titles of the policies are:

One, slow deregulation, baseline case.

Trwo, fast deregulation, a free market by 1980.

Three, Btu tax, rebated through offsetting reductions in personal
and corporate income taxes.

Four, Btu tax, rebated through offsetting reductions in residential
property taxes, indirect taxes.

Five, Carter program with rebates to business as investment tax
credits to households as investment tax credit, and to households for
personal inceme tax relief.

Slow deregulation implies that it will take more than 10 years to
bring U.S. prices all the way up to equivalence with world market

rices. This plan of action is assumed to be the policy of the former
ord administration and relies on existing legislation in place to guide
the cconomy in the energy field for the next several years.

This simulation, being essentially a status quo situation, will serve
ag the baseline case. That does not mean that it is WEFA’s forecast in
the strict sense; it is only a reference point. Since it is a status quo
simulation, it seems to be well suited to the role of a baseline case.

If oil and natural gas prices are completely deregulated on a
steady path, by 1980 we have a case of a “free market” in energy fuels
to contrast with the baseline case. The word “free market” is intended
to describe only U.S. domestic fuel pricing, for this cartelized world
setting is anything but a “free market.”

U.S. prices would drift upward to OPEC prices by 1980, under
the conditions of this case. Since a number of long-term contracts are
presently in force, for natural gas and other fuels, it is assumed that
all outstanding contracts will be honored. It is also assumed that the
higher energy prices accruing as profits to the private sector will stim-
ulate additional exploration, lea(ﬁn;z eventually to increased domestic
production of oil and natural gas. This increase in domestic supplies
allows us to cut back imports correspondingly.

A tax on Btu’s associated with primary fuels that amounts to $63
billion now and reaches $81 billion by 1985 would be imposed. Of this
amount, 30 percent would be returned to corporations. Personal taxes
would be reduced by 50 percent, while 10 percent would be retained by
the Federal Government and 10 percent would be transferred to State
and local governments to offset their higher energy costs.
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The same kind of Btu tax introduced into simulation 3 is intro-
duced again but the offset in this case is to be mainly indirect rather
than direct taxes. 'The indirect tax selected is the residential property
tax collected by State and local governments. A transfer must be intro-
duced, grants-in-aid, from the Federal to the State and local sectors
to enable the latter to meet their current obligations.

It scems more logical to rebate an additional indirect tax through
another indirect tax. This was, in fact, the approach taken by 1972,
when there was extensive discussion of the introduction of VAT offset
by corresponding declines in residential property tax. The general
sales tax could also be used as the rebating medium, but the idea of
substituting more house for less energy scems to be particularly at-
tractive, asan offset structure.

The only difference between this simulation and case 3 is that the
50. percent rebated to the personal sector is in the form of reduced
property taxes instead of reduced income taxes. o

Since tho energy program, through the Btu tax or other similar
tax—as we shall see with the Carter energy proposals—tends to be
inflationary, our proposal to rebate property taxes tends to be anti-
inflationary. Indirect taxes imposed raise prices, and those cutback
should hold prices down. This kind of rebate is thus serving one of our
macroecononiic targets.

I would mention, in connection with your question to the previous
witness about inflationary impacts of rebating personal taxes, that
rebating through property taxes is an attempt to deal with this prob-
lem, Rebating through the property tax is less inflationary because
the final prices, figured in indirect taxes, are rebated in indirect taxes,

The ﬁfrt)h proposal, the Carter energy program has many facets. It
calls for energy conservation, higher. indirect taxes—wellhead equali-
zation, gasoline taxes, gas guzzler tax. investment in insulation, invest-
ment in solar energy, mandatory use of coal, and other items. '

It is not specific on the amount to be rebated. We have made the fol-
lowing assumptions for the fifth simulation: investment tax credits
would be provided to the business sector for carrying out mandated
energy investment; investment tax credits would be provided to the
hounsehold sector for expenditures on insulation and on installation of
solar heating systems, Finally, we have assnmed that the gasoline
excise tax wonld be rebated through personal income taxes—a dirert
tax, and transfers,

The baseline simulation has some evelically high growth rates in
1976, 1977, and 1978 but it dvops to a 4-percent average for the whole
decade to 1986. This aspeet of the 4-percent economy remains, hut the
other 4-percent targets are not being met: namely, unemployment
rate, inflation rate, real interest rate, and trade balance. After 1086,
however, the real growh rate in an extended baseline case falls to inuch
lower levels, in the neighborhood of 8 percent, but sometimes lower.
This is the slow economy that we have consistently found since 1973,

We have not introduced specific employment policies into the base-
line case, keeping only policy programs that presently exist and trend-
ing public sector fiscal/monetary policies along established historical
paths. Consequently, we have fairly high rates of unemployment for
the next several yvears.
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The good fortune of a demographic slowdown, particularly in a
labor force growth enables the simulated economy to reach unemploy-
ment rates of 4 to 4.5 percent after 1985. '

In the results reported here, we are more interested in difterential
amounts, associated with policy alternatives to the baseline case. .\c-
cordingly, we did not. scek a simulation path that came closer to an-
nounced economic goals of the administration.

A feature of the Wharton simulations, generally, and this is espe-

cially true of long-run simulations to the year 2000 is that the relation
between total energy consumption and real GNP is decidedly curvi-
linear. This shows a falling ratio of energy, measured in quads—quad-
rillion Btu’s, to real GNP even though 1t has been steady up to the
1970%.
7" The teason why this calenlated rvelationship between energy input
and real outpnt tends to show a falling rafio in the future is that rela-
tive price changes induce shifts in demand. Relative prices play their
time-honored economic role. In contrast to some engineering estimates,
made on a purely volumetric basis. our estimates and those of other
cconomic models indicate that consumers and industrial users of en-
ergy are going to cutback significantly in the face of rising relative
prices.

This should help the President attain some of his energy goals.

Now, T would like to shift the discussion to Dr. Young who will take
up the short-term aspeets of the program.

Senator ITaskerL. I wonder, Dr. Young, if it would be possible for
you to summarize and highlight vonr paper? The full paper will be
part of the hearing record. Would you be able to do that?

Mr. Youxa. Certainly.

Basically T think that we have attempted to highlight the impacts
of the President’s program contrasted to the energy conservation act
before us now. We reached conclusions similar to other people who
have analyzed this poliey. We expeet to have higher inflation, lower
real growth, less real output and less employment under the Presi-
dent’s policy.

I think what we would like to point out is that these estimates are
uncertain in many cases. The estimates of price impaet are more cer-
tain than what happens to real ontput and unemployment, essentially
becanse some of the investment stimulus policies ave without historical
precedent, The effect on homeowners in terms of insulation, solar
heating, and the stimulus to alter energy investment and the subsidies
for cogeneration and in the form of alternate energy uses are among
the most uncertain.

There are problems of supply. for example, in terms of the prodne-
tive capacity for coal burning industrial boilers. But in general, al-
thongh on the uncertain side, the conelusions ave similar.

The other point T would like to make is to amplify a hit on Pro-
fessor Klein’s comment about rebating through indirect taxes.

The negative impacts of the economy under the administration’s pro-
. gram stemn from the failure tg maintain real disposable income in the

ace of higher energy prices. It is possible to consider alternative

methods of dealing with refunds and rebates and various taxes which
would vitiate this problem.

v
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To illustrate this possibility, we have analyzed one option, There are
two problems with which one must deal. The first is to refund tax col-
lections to maintain nominal levels of disposable income and the sec-
ond is to offset the price increase in fuels related products by a price
reduction in other areas so that the real purchasing power of income is
maintained. o .

"T'o explore this avenue we have looked at the possibility of ofisetting
tax collections under the well-head equalization tax and standby gas-
olino tax by reducing property taxes. We recognize the administrative
and legal difficulties attached to such a step but from an economic
point of view it is attractive for several reasons, o

First, property taxes, like the proposed energy taxes, are an indirect
tax and are part of the consumer’s cost of living. Second, one expects
that those who have little option to bearing the increased costs of gaso-
line, for example, those who rely on automobiles for transportation to
and from work, are likely to be among those who benefit most from
property tax reductions. Finally, a reduction in property taxes by
lowering the cost of maintaining a household, stimulates investment
in residential structures adding strangth to the housing sector.

If property taxes are lowered to offset energy tax collections con-
temporaneously, it is possible to offset much of the expected decline
in GNP under the administration’s program; to eliminate much of
the increase in price indices and deflators; nearly to maintain real dis-
posable income; and finally because the relative price of energy is
higher, to reduce consumer expenditures on fuel-related products by
as much as the administration’s program.

Senator HaskerLr, Thank you, Dr. Young, very much indeed.

Dr. Schink, if you could also summarize your statement %

Mr. Scuink. I am going to concentrate on the tables at the very end
of the paper on pages 6 and 7 which summarize the results under
the various approaches., The baseline srojection is one which has
higher growth than would be considered the standard case by many.
This was an intentional construction on our part to simulate a satura-
tion of growth rates consistent with historical experience and to trace
the impacts of introducing various energy programs.

Even under the baseline, we are assuming that the ECPA’s—Energy
Conservation and Production Act’s—influence on energy prices, and
these prices are rising more rapidly than the overall economy prices.
Therefore, you are observing energy consumption growth below his-
torical standards.

We have considered what is called the rapid decontrol alternative,
pushing prices, the price of oil and natural gas, up to world levels
by 1980. In the case of natural gas, we assume that this price rises to
parity on a Btu content basis with oil in 1980, which calls for a tripling
of prices; in the case of oil, it would be a doubling of prices above the
1976 level.

Senator Haskerr. Doubling of prices of oilf But to what price? We
have several prices.

M. Scuink. The world price.

Senator Hasxern. The world price$ Doubling the world price?

Mr. ScaiNg. Doubling the domestic price from current levels. The
domestic price in 1976 was $8.30. It would be $17.70 or something like

that.

-
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Senator HaskeLr, That is a relatively modest increase in the world
price.

Mr. ScHiNE, Yes, sir; 7 percent a year.

I have concentrated the table on the results.over the period from
1979 to 1985. The growth rate that you observe in terms of real GNP is
comparable to the baseline while the inflation rate is a quarter per-
cent higher per year, .

Energy consumption is reduced fairly substantially by 1985, a 4.7
percent reduction in energy consumption vis-a-vis what you accom-
plished under the baseline.

The Btu tax alternatives consider the iniposition of a dollar per
million Btu tax on all primary energy sources. This includes nuclear.
I have not gotten into that in the paper. It is a huge number in the
case of nuclear.

Basically this involves price increases ranging from 40 percent for
oil and up to 100 percent for coal which is hit hardest by this tax.

The reason this was considered is that it is a fairly straightforward
tax. It consider; only one thing: raise the price of energy to dis-
courage its use,

Now, in this context, we considered two ways of rebating it. In
both cases, we gave back the rebates'on a contemporaneous basis rather
than on a delayed basis. In the first case, we give it back in the form of
a personal income tax rebate; in the second case, through a property
tax rebate.

If you give it back in terms of the personal income tax rebate, the
growth rate over the period 1979 to 1985 is roughly comparable to the
one obtained in the baseline decontrol case; reducing property taxes
leads to a somewhat lower growth.

As I indicate in the paper, there is a shift in the composition of
output that can be traced through the system. There is a shift away
from demand for manufactured goods generated by this and a re-
duction in investment and a series of events that lead to the point
where, in the terms of the GNP deflator, returning the tax in terms of
a property tax rebate does, in fact, offset the inflationary impact on
the rate of growth of the GNP deflator while the income tax rebate
causes a substantial increase, about .6 percent a year on an average.
In terms of energy use, both of these induce a substantial drop in en-
ergy consumption.

As I indicate in the paper, I am talking strictly about fossil fuel
energy and excluding nuclear energ{.

By 1985 enerFy consumption falls by 5.7 percent with the property
tax refund, while with personal tax refund, a 6.7 percent drop occurs.

In the final cases, considering the administration’s program, basi-
cally the major change which occurs beyond the horizons considered in
1t51§%short term is the fuel tax on utilities which is due to come in

The outlook here is for slower growth in the 1980’s, 3.6 percent ver-
sus 3.8 under the baseline. The situation in 1985 is somewhat worse
than that because you have had 3 years of taxes and fairly steady
price increases and GNP is the lowest in all of the case considered.

In terms of inflation, over this period the administration program
has the highest inflationary rate of all of the programs considered.
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This is, in part, because some of the taxes are postponed to the 1950’s
so you see a more rapid increase. The other programs consider ac-
complishing most of the inflation by 1980 or before, but the price im-
pacts are more severe. Also, we have assumed the necessity to keep
the gasoline consumption in line, to impose the gasoline tax through-
out.
Through 1985, the growth rate inflation is 1.5 percent higher than in
the baseline, but the growth of energy consumption is reduced dra-
matically. You achieve a 9.9-percent reduction in fossil fuel energy
consumption in this particular case. )

There is a more pronounced shift towards nuclear, That explains
part of this drop, it is not all conservation. And there is another facet
here. The Btu tax in particular put a big penalty on electricity con-
sumption, which the Carter administration program does not.

The Carter program is the most successful of all of the programs
in terms of achievement of energy targets. It is also, in some sense,
the stiffest in terms of its penalty, in terms of higher inflation and
lower growth.

Senator HaskerL. This is the Carter program ¢

Mr. ScHINE. Yes.

Senator HaskeLL. Vis-n-vis one of these other programs?

Mr. Scuink. One of these other programs that have been talked
about in various places, yes.

Senator Hasxerr, You say it is the most efficient in inducing con-
servation but the most expensive in terms of inflation and reducing
GNP? _ -

Mr, Scrunk. Yes.

Se?nator HaskeLL. Is that the conclusion of all three of you gentle-
men

Mr. Youna. Yes.

Mr. KueixN. Yes.

Senator HaskeLr. Thank you very much. Your paper needs con-
siderable study. You have brought up some new ideas.

Basically your thought is, if you rebate these amounts by reducing
some direct expenses of the taxpayers, such as real estate taxes, it
would be less inflationary than giving the money back in the form
of a credit against income tax ¢

Mr. Kuein. That is right. That is the way that we compute our
price indexes in this country. We include the indirect taxes as a part.

Senator HaskerL. I do not understand the theory, but then, I am
not an economist. Maybe I need a few years of education before I
thoroughly understand it.

Could you briefly tell me, Professor Klein—it is hard for a layman
to see that if we offset $200 in real estate taxes that the result is any
dl'fgﬁrent than giving taxpayers $200 to pay those real estate taxes
with.

Mr. Kuein. The Consumer Price Index includes such taxes, If they
are lowered, then the index would be lower.

The other point is that it is more or less a straight offset. The energy
program puts some added costs on fuel or energy ; the excise tax reduc-
tion takes them off, and it is a pretty clear trade.

. In the case of having an offset through the personal income tax, it
is hard to see where it 18 going to go on inflation other than to see tiiat
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it is going to stimulate consumer real income and purchasing power

that may give rise to some inflationary pressure. )
It is much cleaner to say you offset the excise tax by another excise

tax. As I stated in the paper, we have that precedent going back to
discussions of the value of added taxes in 1972 where the primary con-
sideration was to rebate that on residential property taxes.

Senator Haskerr, Thank you gentlemen very much indeed.

Mr. Kuein, May I ask you‘gfr. Chairman, to keep the record open

for approximatély 2 weeks? We wanted to give a fuller statement.
Senator HaskerLr, By all means. The hearing record will stay open

for additional submissions by you or any others that wish to do so.

Thank you very much,
[The prepared statement of Messrs. Klein, Young, and Schink,

follows. Oral testimony continues on p. 84.]

WiARTON KCONOMETRIC FORECASTING ASROCIATES, INC. STATEMENT OF
LAwReENCE R. KueiN, Ricuarp M. YouNGg, AND GRORGE R, SCHINK

FINANCING THE ENERGY PROGRAM
(Lawrence R. Klein)

In many respects the energy program is an economic program, possibly the
most significant in economic content of the programs that have been put forward
thus far by the present Administration, Among the many economic implications
of the energy program are the impacts on prices, overall economic activity,
and public finances, The Wharton Bconometiric Forecasting Associates have dis-
played a great deal of energy content in our models of the economy as a whole,
giving us a framework for lovking ut the energy content of economic policies
and the economic content of energy policies. In today’s presentation, I and my
axsociates will try to put all these aspects together in order to assess the
economic implications of alternative ways of financing a national energy pro-
gram, I shall proceed by describing to you the models, the policies, and the
estimated impacts.

First let me describe a general Wharton EBFA position on economics of energy.
Since 1971 we have been concerned about the problems posed by increasing ofl
imports—by the rate of increase and the increase in share of total energy re-
quirements covered by ofl imports. We first treated this as a physical problem,
with grossly inadequate allowances for price increases, but still came up with
serious deficit estimates for international trade and payments., These were
long-run estimates, but we became deeply involved with short-run energy-related
forecases as a result of the 1978-74 embargo, followed by enormous price in-
creases. These latter events led us to predict both national and world recession
in November, 1073, At that time, and in the ensuing months, we crystallized the
following view:

While our long-term model based forecasts for the U.S. economy generally
depicted a 4 percent economy (4 percent real growth, 4 percent unemployment—
full employment ; 4 percent inflation, and 4 percent real interest rate-—8 percent
nominnl less 4 percent inflation). we found that post-1978 long-term projections
could not be put in the usual 4 percent track. Our models indicated that if we set
policies at levels that tried to reach the old targets, under the new conditions,
we tended to generate large undesirable inflation rates and trade deficits. The
best that we could achleve in our model projections were real growth rates at
ahout 3.0-8.6%, inflation rates at about 5.0%, and unemployment rates of about
5$%. These were assoclated with eventual trade balances. There was, therefore,
slippage in our target for inflation, growth and unemployment. While these may
not seem to be large amounts in terms of differential percentage rates, they are
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applied to a large buse and cumulate to very significant economic losses under
the influences of the rules of compound interest tigured over decades.

Given the magnitude of the recession, short-run recovery rates greatly in excess
of 4 percent would be attained and could be factored into long-run energy policies
that would contribute to cyclical recovery before 1080 and allow the economy to
move towards its pre-1973 path in the 1980s. The resources made available in
short-term environment of economic slack could be put to use in a productive
way to try to resolve sinniltaneously our cyclical and secular problems if energy
policy were properly dovetailed with overull economic policy,

The models

The primary analytical tool for Wharton EFA's attack on the energy problem
is our Annual and Industry Model, consisting of a large input-output sector
together with a detailed system of finnl demand, value-added (factor income
payments), price, wage, und interest rate determination. This system Is dynamie,
non-linear, and numbers about 1,000 equations. The input-output module consists
of 63 separate sectors and has a fair amount of energy detail. It gives separate
treatment to oil, natural gas, coul, electric utilities and gas utilities. It also
identifies large energy inteusive sectors such as electric power, cement, aluminum,
ferrous metals, and transportation. Final demand is disaggregated so as to
estimate such end use items as gasoline and oil consumption, expenditures for
household operatiun services, expenditures for household heating fuels, imports
of crude petroleum and other fuels, Final expenditures for capital formation in
several energy sectors are also treated In disaggregated form. There are, in all,
67 end use categories.

There are several features of this system that qualify it for dealing with the
problems that we are considering today, Apart from having much cnergy detail
and apart from relating physical aspects of the energy situation to functioning
of the macro cconomy, this model treats coetlicients in the input-output module
(the table of bilateral flows between 03 sectors of the economy) as variable and
not as rigidly fixed. The Input-output. coeflicients in this system vary as a result
of changes in relative prices, This is particularly fmportant in the present context
because since 1073, relative prices In the energy and other sectors have varied
enormously, causing shifts in economie behavior, The Wharton Model estimates
these shifts as an adaptive time process. This plays an fmportant role in com-
bining technology and economics to obtain the final result of the energy situation
in an economic environment aud the economic impact of various alternative
energy policles.

Wharton EFA maintains another model, known as the Wharton Quarterly
Model. It is primarily concerned with interpreting the short-run business cycle
situation but has a limited amount of sector detnil by industry. The main effects
of energy limitations on the supply of goods is first worked out In the large
Wharton Aunual Model and then translated into results for the short-run model.
On the final demand side, the Wharton Quarterly Model has full enough detall
to display most of the same energy items in consumer spending and foreign
trade—that are developed in the large scale Annual Model. The Quarterly Model
has fewer investment categories, however. The Quarterly Model is used to esti-
mate the quarter-by-quarter developments for the next two or three years. It has
been stretched for the present investigation to the end of the decade. It is to be
used to show more closely the working of the Administration’s energy program
from an assumed starting date, followed through short-run quarterly movements
to get the cyclical tmpact in the very near term.

The Quarterly Model pays more attention to inventory ndjustments, money
market conditions, and cost-price fluctuations, The Annual Model is more con-
cerned with details of technology, growth processes, some steady state properties
of the economy, and the sector composition of supply. They each shed light on
different aspects of energy cconomie and complement one another.

T'he policies

Five different simulations constitute the basis of Wharton EFA’s assessment
of energy and the economy. They are basically designed to throw light on alterna-
tive ways of financing energy programs. The titlex of the policies are:

1. Slow de-regulation, baseline case.

2, Fast deregulation—n free market by 1980.

3. BTU tax, rebated through offsetting reductions in personal and corporate

income taxes.
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4. BTU tax, rebated through offsetting reductions in residential property taxes,
indirect taxes.

5. The Carter Program with rebates to business as investment tax credits, to
holl;scraholds a8 Investment tax credit, and to households for personal income tax
relief.

1. Slow de-regulation implies that it will take more than 10 years to bring US
prices all the way up to equivalence with world market prices. This plan of action
is assumed to be the policy of the former Ford Administration and relies on
existing legislation in place to guide the economy in the energy field for the next
several-years. This simulation, being essentially a status quo situation, will serve
as the baseline case. That does not mean that it is WEFA's forecast in the strict
sense; it is only a reference polnt. Since it i3 a status quo simulation, it seems to
be well suited to the role of a baseline case.

2. If oil and natural gas prices are completely de-regulated, on a steady path,
by 1980 we have a case of a free market in energy fuels to contrast with the
baseline case. The word ‘“free market” is intended to describe only US domestic
fuel pricing, for this cartelized world setting is anything but a “free market.”
US prices would drift upwards to OPEC prices by 1980, under the conditions of
this case, since a number of long-term contracts are presently in force—for nat-
ural gas and other fuels. It is assumed that all outstanding contracts will be
honored. It is also assumed that the higher energy prices accruing as profits to
the private sector will stimulate additional exploration, leading eventually to
increased domestic production of oil and natural gas. This increase in domestic
supplies allows us to cut back imports correspondingly.

3. A tax on BTU'’s associated with primary fuels, that amounts to $63 hillion
now and reaches $81 billion by 1985 would be imposed. Of this amount, 30 percent
would be returned to corporations. Personal taxes would be reduced by 50 percent,
while 10 percent would be retained by the Federal government and 10 percent
would be transferred to state and local governments to offset their higher energy
costs.

4. The same kind of BTU tax introduced into simulation 38, is introduced again
but the offset jir this case is to be mainly indirect rather than direct taxes. The
indirect tax selected is the residential property tax collected by State and local
governments. A transfer must be introduced (grants-in-aid) from the Federal
to the State and local sectors to enable the latter to meet their current obligations.

It seems more logical to rebate an additional indirect tax through another in-
direct tax. This was, in fact, the approach taken in 1972, when there was exten-
sive discussion of the introduction of VAT offset by corresponding deadlines in
residential property tax. The general sales tax could also be used as the rebating
medium, but the idea of substituting more house for less energy seems to be par-
ticularly attractive, as an offset structure,

The only difference between this simulation and Case 3 is that the 50 percent
rebated to the personal sector is in the form of reduced property taxes instead
of reduced income taxes.

Since the energy program, through a BTU tax or other similar tax (as we shall
see with the Carter energy propostls) tends to be inflationary, our proposal to
rebate property taxes tends to be anti-inflationary. Indirect taxes imposed, raise
prices, and those cutback should hold prices down. This kind of rebate is thus
serving one of our macroeconomic targets, y

5. The Carter energy program has many facets. It calls for energy consérva-
tion, higher indirect taxes (well-head equalization, gasoline taxes, gas guzzler
tax) investment in insulation, investment in solar energy, mandatory use of
conl, and other items. It {s not specific on the amount to be rebated. We have
made the following assumptions for the fifth simulation: investment tax credits
would be provided to the household sector for expenditures in insulation and on
installation of solar heating systems, Finally, we have assumed that the well-
head equalization and gasoline excise tax would be rebated through personal

income taxes——a direct tax and transfers.

The impacts

The baseline simulation has some cyclically high growth rates in 1976, 1977, and
1978 but it drops to a 4 percent average for the whole decade to 1080, This aspect
of the 4 percent-economy remains, but the other 4 percent targets are not being
met, namely unemployment rate, inflatfon rate, real interest rate, and trade
balance. After 1986, however, the real growth rate in an extended baseline case
falls to much lower levels, in the neighborhood of 8 percent, but sometimes lower.
This is the slow economy that we have consistently found since 1973.
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We have not introduced specific employment policies into the baseline case,
keeping only policy programs that presently exist and trending public sector
fiscal/monetary policies along established historical paths. Consequently, we have
fairly high rates of unemployment for the next several years. The good for-
tune of a demographic slowdown, particularly in labor force growth enables the
simulated economy to reach unemployment rates of 4-4.5 percent after 1985. In
the results reported here, we are more interested in differential amounts, as-
sociated with policy alternatives to the baseline case. Accordingly, we did not
seek a simulation path that came closer to announced economic goals of the
Administration.

A feature of the \Wharton simulations, generally, and this is especially true
of long-run simulations to the year 2000, is that the relation between total energy
consumption and real GNP is decidedly curvi-linear. There is a falling ratio of
energy, measured in Quads (quadrillion BTU’s), to real GNP, even though it has
been steady up to the 1970's. The reason why this calculated relationship between
energy input and real output tends to show a falling ratio in the future is that
relative price changes induce shifts in demand. Relative prices play their time-
honored economic role, In contrast to some engineering estimates, made on a
purely volumetric basis, our estimates and those of other economic models in-
dicate that consumers and industrial users of energy are going to cutback sig-
nificantly in the face of rising relative prices. This should help the Preqident at-

tain some of his energy goals.

SHORT-TERM ANALYSIS
(Richard M. Young)

I would ke to discuss briefly the impact of the Administration’s energy pro-
gram over the first two years of its implementation. If one accepts Administra-
tion timing, this would essentially be the period through calendar year 1979,

Our first interest is In evaluating the economic impact of the energy policy
contrasted with the outlook for the economy with no new legislation, i.e., as-
suming that the provisions of the Energy Conservation and Production Act re-
main in force and are extended heyond their current termination date. A logical
breakdown of the impact of the energy proposals separates its effects {nto those
on: (1) prices, (2) final demand and output, and (3) employment and unemploy-
ment, This division not only allows us to isolate economic effects but also orders
the impacts by the degree of certainty with which one can quantify the economic

effects.
1. PRICES

The most certain and most immediate impact of the energy proposals is on
prices. Some of these are easily quantifiable. The initial $3.50 per barrel well-
head equalization tax in 1978; the second increase in this tax in 1979; and the
$.035 per gal. initial increase in the Federal excise gasoline tax in 1979 are the
most important during the initial phases of the program, and their effects are
reasonably straight forward. They uare more certain than other pants of the
program. In addition to these, however, one must consider the impacts of the
industrial users' tax beginning in 1979, the natural gas price changes which would
allow the price of new natural gas to rise beginning in 1978 and the impact on
the average unit price of automobiles of the fuel inefficiency tax and rebate
scheme,

After accounting for these factors, we estimate that from the fourth quarter
of 1977 to the fourth quarter of 1979, the GNP implicit deflator would rise about
1.5 percent more under the proposed legislation. In terms of the annual rate of
increase in this measure of inflation, the energy package is estimated to raise ip-
flation rates by about 0.4 percent in 1978 and 1 percent in 1979. Increases in the
Consumer Price Index and Wholesale Price Index during this period svould be
greater than in the implicit deflator. The CPI should rise some 2.5 percent more
over the entire period with annual rates of increase higher by 0.7 percent in
1978 and 1.4 percent in 1970. The WPI in aggregate increases only about 1.5
percent more but the erude materials component would rise nearly 5 percent more

over this two-year period. -
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At a less aggregative level, the implicit deflator for consumer expenditure on
gasoline and oil is likely to rise 45 percent more over this two-year period with
a 60 percent increase as opposed to an increase of about 20 percent expected
under current legislation. i

In terms of short-run dynamics, we estimate that in the first half of 1978 with
the fmposition of the proposed well-head equalization tax and the increase in
natural gas prices annual rates of increase in these price indices would be ex-
pected to run from 0.75 percent to 2.5 percent faster than otherwise. As indicated
in the accompanying graphs the annual rate of increase in the implicit GNP
deflator is higher in every quarter when the energy proposals are compared to

current legislation,
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Our view is that these short-run impacts on prices are among the most certain
of the effects of the proposed legislation, but we would be remiss if we did not
point out the range and causes of the uncertainty attached to our estimates, The
estimate of the average increase in the well-head price of crude petroleum due to
the equalization tax depends on the estimate of total domestic production and
the proportion of the total classified as lower tier. The impact of the revision
in natural gas prices depends both on the total amount of gas affected, with the
rate of flow of additional gas generated by the higher price being uncertain, In
addition, on turning to consumer prices, one must confront the problem of how
much of the cost increase generated by these proposals and the industrial user
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taxes wiil be passed along to the consumer, We feel that, if anything, we have
perh2ps underestimated the amount of “old oil” and natural gas affected but
have chosen to assume that the increased costs will be completely passed through
to the consumer. Our estimate is that by moving either of these assumptions to
what we would regard as an extreme our results could easily be increased or
decreased by as much as 50 percent. For example, the actual increment in the
2 GNP implicit deflator from 1977.4 to 1979.4 could vary between 0.5 percent

and 2.5 percent. .
2. FINAL DEMAND AND OUTPUT

Two effects must be considered in evaluating the impact of the energy proposal
on the major demand components in the economy.
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1. The impact of the legislation on investment and consumption decisions via

a chance in relative prices and taxes.
2, The impact on investment due to the various subsidy programs proposed

by the Administration,

With the Wharton Econometric Models, once we have specified the assumptions
discussed above concerning the amount of “old oil" and natural gas affected by
the price, the consumption and investment decisions can be predicted by a set
of relationships deseribing firm and household behavior in response to these
phenomena, ‘I'wo points should be made here, In isolation and without the other
components of the program, the well-head equalization tax and rebate program
would both increase inflation and reduce real growth, Not only is the full nominal
value of the taxes not returned but it is returned at a higher price level. Thus, the
real income available to the consumer is always less at any point in time under
the energy program. We estimate that after all of the effects of the energy pro-
posal are taken into account real disposable income will be $5 to $7 billion lower
by the end of 1979 as a result of this policy. This reduces the total level of con-
sumption ; but, in addition, the change in relative prices shifts consumption away
from goods dependent on petrolenm and natural gas. This, of course, is the
purpose of the program.

To make up for this decline in consumption, as. well as to reduce and shift
the composition of energy demand, the Administration has proposed a variety of
investment subsidies. Frankly, evaluation of the impact of these proposals is quite
difficult given their nature and the lack of historical precedent. While all clearly
aim to stimulate investment in the energy area their aggregate impact could be
quite negligible because of substitution of this type of investiment for another type
of expenditure, or because of supply limitations. For example, a consumer might
choose to insulate his home as a result of the tax credit but choose not to purchase
a new car, On the supply side, one worries about a shortage of capacity for the
production of coal-fired boilers for industrial use, The appendix to this section
details the assumptions we have made concerning the impacts of the subsidies on
investment in various categories. In addition to these, however, there is one
other assumption which is crueial to our results coneerning the impact of the
energy policy in its early stages. We have assumed that government purchases
of goods and services remain the same in 1972 dollars whether or not the energy
policy is enacted. While this seems a sensible assumption when evaluating long
run impacts of policy when one wants to assume that real government policies
remain unchanged, it may be very questionable in the short run when budgeting
is done in nominal terms. If we had held current dollar purchases constant the

.;'c(r;;xomy in aggregate would be much more depressed than our calculations
ndicate.

In aggregate, our estimate is that there would be a small but positive effect
on constant dollar GNI* in 1978, less than $1.0 billion and about a $1 billion
reduction in 1979.

As Indicated on the graph, the growth in constant dollar GNP remains above
the Baseline solution throughout 1978 and only falls below that path early in
197%. The economy tends to respond to changes in relative prices, in this case
the relative price of energy, and increases in the aggregate price level with
some delay. This is also true of investment decisions in terms of their response
to tux and subsidy stimulus but with our assumptions the increase in investment
in 1978 more than offsets declines in other areas and not untit 1979 does the
economy go below the Baseline growth path. As explained above this conclusion
is based on the assumption that both Federal and State and local purchases of
goods and services are similar in real terms in both solutions. If, in fact, nominal
expenditures were not increased in 1978 to cover the increased Inflation, constant
dollar GNP would begin to decline almost immediately. ’

By the last quarter of 1979 we estimate constant dollar GNP to be about $2.0
billion lower if the energy proposal is enacted. This is composed of a reduction
in constant dollar consumption and net exports offset by higher levels of invest-
ment in plant and equipment, residential structures and inventories. The most
dramatic fall in consumer expenditures is In gasoline and oil which declines
steadily in reaction to higher prives and should be lower by $1.5 billion in 1972
dollars by the end of 1979. In addition. we expect real declines in expenditures
on other fuel intensiv® areas particularly household operating expenses due
to higher prices. This reduction in fuel consumption in turn allows for a reduction
in fuel imports. However, the net exports position of the U.8. declines in 1978
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despite this reduction in fuel imports. This occurs because the rise in domestic
inflation rates changes the terms of trade against the United States, inducing
greater imports and smaller exports. Net exports are expected to be smaller in
both current and constant dollar terms during 1978 and 1979 if the Administra-
tion's proposal is enacted.

Total non-residential fixed investment, in real terms, would be expected to be
above the Baseline throughout the first 2 years of the proposed policy. Real
investment in residential structures, with the stimulus to energy conserving
atterations and additions, remains above the Baseline until late 1979 when higher
interest rates and lower real disposable income exert enough downward pressure
to offset the stimulus. Non-residential investment remains above the Baseline

throughout the first two years.
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Again as I noted earlier, there is a substantial amount of uncertainty concern-
ing the impact of the stimulus to investment contained in the program. There
is also considerable uncertainty about the impact of the fuel eficiency tax/rebate
scheme on automobile production. (We have estimated an increase in unit sales
of about 100,000 for the year 1978 with little change in units thereafter and some
reduction in unit value). It is possible with a variety of tenable hypotheses about
these effects to conclude, as we have, that in 1978 the program might slightly
increase GNP, as a result of a quicker and larger response of investment to the
subsldy programs than one gets from consumption response to the higher prices.
This could be reversed by declines in real government purchases in which case
we would expect declines in constant dollar output ranging from close to zero

to $2 billion in 1978 and from $1 to $4 billion in 1979,
3. EMPLOYMENT AND UNEMPLOYMENT

The short-term impacts on output that I have discussed are small relative to
an economy running near $1.5 trillion in 1972 dollars. We expect that impacts
on total employment would be barely discernible at the aggregate level during
the first two years of the energy program with the unemployment rate less than
0.1 percent higher and total civilian employment less than 100,000 lower. The
uncertainty here would be similar to that in final demand.

4. ALTERNATIVE REBATING SCHEME

As I stated earlier the negative impacts on the economy under the current
program stem largely from the failure to maintain real disposable income in the
face of higher energy prices. It is possible to consider alternative methods of
dealing with refunds and rebates of the various taxes which would vitiate this
program., To illustrate this possibility we have analyzed one option with the
Wharton Quarterly Model.

The problem with which one must deal is to offset the price increase in fuels
related products by a price reduction in other areas so that the real purchasing
power is maintained.

To explore this avenue we have looked at the possibility of off-setting tax
collections under the well-head equalization tax and standby gasoline tax by
reducing property taxes. We recognize the administrative and legal difficulties
attached to such a step but from an economic point of view it is attractive for
several reasons. First, property taxes, like the proposed energy taxes, are an
indirect tax and are part of the consumer's cost of living. Second, one expects
that those who have little option to bearing the increased costs of gasoline, e.g.
those vho depend on automobiles for transportation to and from work, are
likely to be among those who benefit most from property tax reductions. Finally
a reduction in property taxes by lowering the cost of maintaining a household,
stimulates investment in fesidential structures adding strength to the housing
sector,

If property taxes are lowered only by an amount equal to the amount of taxes
rebated against the well-head equalization tax and the increased gasoline tax
through the income tax, disposable income in current dollars will not be as large
because this also results in a reduction in personal income tax deductions and
Increases collections. To fully offset the energy taxes, property taxes would have
to be reduced by enough more than the energy taxes to keep total collections
through the personal income tax, the property tax and the two relevant energy

taxes equal to the sum of personal income tax and property tax collections in i

the Baseline projection. Our primary purpose, however, is to illustrate the impact"
on prices of this alternative rebating scheme and for the sake of simplicity we
have chosen to evaluate the impact of lower property taxes by the same amount
Federal income taxes are lowered under the Administration's rebate scheme.
To offset the reduction in property taxes an equivalent increase in Federal grants-
In-aid is assumed to occur. As indicated by the graphs for the GNP Implicit
Deflator and the Consumer Price Index this alternative has a substantial impact
on prices compared to the Administration’s rebate scheme. The inflation rates are
0.3 to 0.4 percent lower in 1978 and 0.4 to 0.5 percent lower in 1979 when taxes
are rebated through property taxes. The mechanism here is that just as the
indirect taxes which the Administration proposes to levy on petroleum products
increases prices, the property tax, also an indirect business tax, increases prices
through its impact on the cost of owning a house. The increase in prices caused
by raising one indirect business tax can be offset by lowering another. The property
tax has been chosen for illustrative reasons but similar effects could be achieved

by lowering sales taxes.
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WHARTON MARK 4.5 QUARTERLY MODEL, CARTER ENERGY PACKAGE WITH PROPERTY TAX REBATES, JUNE 15, 1977

[Table 1.00 selected major economic indicators]
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APPENDIX -

ABBUMPTIONS AND ADJUSTMENTS FOR EVALUATING THE ADMINISTRATION'd ENERGY
PoLicy ProrosAL® FOR THE PERIop 1977 THeOUGH 1970

The items below indicate the assumptions we have made concerning the
aspects of the Energy Policy included in our analysis. As indicated in the text
a great deal of uncertainty is attached to the impact of much of the proposed
legislation,

1. FUEL EFFICIENCY INCENTIVE TAX

Wharton EFA has constructed a very detailed structural model of automobile
demand and use. Using this model we have estimated that in response to the
schedule of taxes and rebates proposed by the Administration unit sules of auto-
mobiles would Le increased by approximately 100,000 units in 1978 and would
he essentially unchanged beyond that period. There would however be a reduc-
tion in the average unit price of automobiles based on a mix change toward
smaller automobiles. After allowing for some upgrading of option’s expenditures
on these units we estimate that the average reduction would be $50. We have
assumed that this differential would be maintained in all future periods.

2. RESIDENTIAL ENERGY TAX CREDIT

We have assumed that the tax credit on energy conservation expenditures will
the total impact on prices of the Administration’s policyincrease residential inent
increase residential investment by $250 million in 1972 dollars in calendar year
1978 and $300 million in calendar year 1979. In current dollar terms after allow-
ing for the total impact on prices of the-Administration’s policy these amount
to $433 million and $370 million respectively in these years. Of this total it is as-
sumed $100 million will be credited against taxes in 1970 and $125 million in

1980.
For solar energy investment the additional expenditures in 1972 dollars are

assumed to be $100 million in calendar year 1978 and $200 million in calendar
year 1979. In currenl dollars these amount to $175 milllon and $380 million.
The credit claimed against this investment is assumed to amount to $50 million

in 1979 and $100 million in 1980.
8. BUSINESS ENERGY TAX CREDIT

To allow for the impact of the increase in the investment tax credit on busi-
ness energy property we have increased the effective tax credit rate for all in-
dustries by a fixed proportion. The implicit assumption here is that those indus-
tries with high effective tax credit rates will benetit more than proportionately
from this. We have assumed a 5 percent increase in the effective credit in 1978
and 10 percent in 1978. This means, for example, that if the effective invest-
ment tax credit rate for an industry was 10 percent in 1977, it would rise to
10.5 percent in 1978 and 11 percent in 1979. These are small increases and are
bhased on the premise that the increase in the tax credit will not result in
large investments in business energy property and the fact that this is an aver-
age credit spread across all investment.

In addition to the increase in the tax credit we have made specific assump-
tions concerning investment in_cogeneration equipment and alternative energy
property in the manufacturing sectors. Investment here is assumed to inerease
$100 and $120 million dollars in 1978 and 1979 in 1972 dollars. In current dollar
terms this amounts to $153 million and $190 million and results in tax credits of
approximately $30 million in 1978 and $40 million in 1979.

4. CRUDE OIL EQUALIZATION TAX

Table 1 states the assumptions on which our tax yield calculations are based.
As indicated we estimate that tax collections under the provisions of the well-
head tax will yield $3.7 billion in 1978 and $6.3 billion in 1979, We have assumed

1 All adjustments are fn approximate terms. Problems of non-linearitfes, distributed
lags and auto-regressive disturbance terms prohibit exact translations.

93-105 O - 17~ 6
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that the full impact of this tax will be passed through to thé consumer with
the exception of the provision for rebating the tax on home heating oil. Ninety
percent of the tax is assumed to be rebated with &3 percent going to persons and
5 percent to business under the home heating oil provision. Of the portion going
to persons 80 percent is rebated through reduction in personal income tax with-
holding and the remainder through transfers to persons,

TABLE |.—~WELL-HEAD EQUALIZATION TAX COLLECTIONS

Domestic U.S. production

Base U.S. Old oil as percent
domestic Dproduc' Alaskan pipeline of base U.S. ) Change in price Tax collections .
tion (MBD) (MBD) production 0ld oil (MBD) per barcel (billions)
7.2 1.7 eevenesozernrennn 48 3.7 0 0
7.3 1.6 0.6 46 3.5 0 0
7.4 1.5 .8 4“4 3.3 0 0
8.1 2.5 1.2 42 3.2 $3.50 $4.0
78.2 7.4 1.2 40 3.0 3.50 3.8
78.3 7.4 1.2 38 2.8 3.50 35
8.4 2.3 1.2 36 2.6 3.5 3.3
719.1 1.2 1.2 34 2.4 7.64 6.6
79.2 1.1 L2 32 2.3 7.82 6.5
79.3 7.1 1.2 30 2.1 8.02 6.1
79.4 1.0 1.2 28 2.0 8.22 59
80.1 7.0 L2 26 1.8 10.72 11.8

5. STANDBY GASOLINE TAX

We estimate that an increase of $.03/gal. in the Federal excise tax on gaso-
line would occur on both January 1, 1979 and January 1, 1980 if the rest of the
energy proposal is instituted. We have rebated these tax collectiors on the same
basis as the crude petroleum equalization tax.

6. INDUSTRIAL USBER TAXES8 ON PETROLEUM AND NATURAL GAS

It is assumed that this tax will yield $1.53 billion in 1979 and that the full
impact will be passed along to consumers in the form of price increases, This
collection represents tax liabilities for use of petroleum and natural gas in excess
of investment eligible for credits against the tax.

7. PETROLEUM AND NATURAL GAS PRICING

The classification of new-new oil and new natural gas, as well as the higher
price assigned to expiring contracts for natural gas will increase prices in both
these areas. The total impact on average prices will depend on the rate of produc-
tion of both new-new oil and new natural gas as well as the rate of expiration
of old natural gas contracts. The final result is uncertain but we have chosen
to assume that this will increase the rate of inflation in the implicit deflator for
output originating in mining by 0.5 percent in 1978 and 1 percent in 1979.

h 8. GENERAL ABSBUMPTIONS

In order to preserve the assumption that other government programs are
unchanged in real terms we have kept constant dollar purchases of government
goods and services at the Baseline level and adjusted nominal expenditures to

reflect the higher price levels.
LoNGER TERM ANALYSIS
(George R. Schink)

While the Administration’s proposed encrgy program has substantial short-
run economic impacts, the longer-run implications are more substantial. On the
plus side, one does expect significant declines in energy consumption and asso-
clated reductions in fuel imports. There are, however, important anticipated
negative impacts including higher inflation and slower real growth than would
be obtained under the provisions of the Energy Conservation and Production
Act. We concentrated on the specific impacts of the Administration's proposal
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in the short-term discussion but have elected to consider a number of alternative
energy policles in the longer-term analysis because we suspected that the major
differences under alternative policies would emerge only after several years. The
Appendix to this section presents the details of the energy assumptions under-

I¥ing the various scenarios.
BASELINE PROJECTION -

Before discussing the anticipated implications of the various energy policies,
let us consider the nature of the baseline projection. One must hear in mind that
the ECPA calls for domestic energy prices to increase at a rate in excess of the
overall inflation rate. This combined with an assumed OPEC price rate growth of
7 percent leads to Increasing real energy prices, slower thun historical growth
rates in energy consumption, and modest increases in domestic energy production.

Under the baseline projection, real GNP increases from 1979 to 1983 at an
average annual rate of 3.83 percent while the GNP deflator grows at a 3.08 per-
cent rate. The GNP growth rate projection is toward the higher end of the ex-
pected range because we have assumed a strongly stimulative Federal govern-
ment flseal policy.

Fossil fuel energy consumption (QUADS) is projected to increase by 2.98
percent per year between 1979 and 1983. By 1985, energy consumption is ex-
pected to be 91.3 QUADS (10" BTU’s) versus 69.0 QUADS in 1976. The ratio of
energy consumption to real GNP declines steadlly throughout the projection
period : from 55.1 in 1976 to 50.55 in 1985.! To put these numbers in historical
perspective, between 1966 and 1972 energy consumption increased by 3.92 per-
cent per year while the ratio of energy consumed to real GNI’ increased from

534 In 1066 to 58.4 in 1972,
RAPID DECONTROL

Under this alternative projection, domestic crude petroleum prices are raised
by 1980 to parity with OPEC prices, This implies that domestie prices will more
than double between 1976 and 1980, Similarly, domestic natural gas prices are
raised so that they are comparable to crude petroleum prices by 1980 (on a BTU
content basis). Since natural gas is currently much cheaper than crude petroleum
on a BTU content basis, natural gas prices in 1080 are triple their 1976 levels.
Beyond 1980, both domestic crude and natural gas prices are projected to in-
crease at the same rate as OPEC crude prices.

Real GNP growth from :079 to 1985 is essentially identical to its baseline
rate, but the GNP deflator increases by 5.36 percent per year which is 0.24 per-
cent higher than obtained under the baseline projection. As one would expect,
corporate profits are higher than in the baseline solution but no special excess
profits tax has been introduced.

Energy consumption increases at an annual rate of 2.33 percent per year he-
tween 1979 and 1985 under this scenario versus a 2.96 percent rate nnder the
baseline. By 1983, energy consumption is 4.72 percent below the baseline level
despite the fact that real GNP in the two scenarios is almost identical; the
energy consumption/GNP ratio is 4.0 percent lower under the fast deregulation
assumption than was obtained under the slow deregulation assumptions of the

baseline scenario.
BTU TAX SCENARIOS

A BTU tax is one of many policy alternatives which has lLeen suggested to
limit energy consumption. One advantage of such a tax is that it is simple to
administer while a potential disadvantage is that one cannot predict or control
its incidence. We have considered a very severe tax in this analysis; namely,
a $1.0 per million BTU tax on all primary fuels starting in 1977. Since the BTU
content of fuels varies substantially, the percentage increase in prices implied
by the $1.0 per milion BTU tax differs. In 1977, the tax generates a 47 percent
increase in the crude petroleum price, an 81 percent increase in natural gas
prices, and a 135 percent increase in coal prices.

As one would suspect, such large increases in primary fuel prices generate
strong inflationary impacts on the economy as well as producing very large
ifhcreases in government revenues, We have considered two alternative means of
redistributing these tax revenues. In both cases, corporations receive 30 percent

1 The ratlo is scaled by 1,000. .



80

of tax collections in the form of reduced taxes, the Federal government retains
10 percent, the state and local governments receive 10 percent, and the remaining
50 percent is returned to individuals, The difference between the two cases lies in
the method used to return the 50 percent to individuals, In the first case, Federal
personal income taxes are reduced while in the second case state and local
property taxes are reduced. The latter case requires that state and local gov-
ernments be reimbursed by the Federal government for the loss in property tax
revenue. We have assumed that the property tax decrease will result in an
equivalent reduction in the price of housing services. The strategy of compensat-
ing for the increase in a regressive tax (such as the property tax) was considered
during the early 1970's in conjunction with the VAT tax proposals. As one would
expect, offsetting the regressive energy tax with a reduction in property taxes
reduces the overall inflation rate to approximately the same rate as obtained in
the baseline.

Between 1979 and 1985, real growth with the BTU tax returned to individuals
via a personal income tax reduction is approximately equal to the rate obtained
in the baseline case while the average annua! inflation rate is 0.61 percent higher.
When the BTU tax is returned via a property tax reduction, real growth is 0.41
percent per vear less while the rate of inflation is essentially identical to that
obtained under the baseline projection. The lower real growth when property
taxes are reduced is due to a shift in the composition of final demand. To illus-
trate, when personal taxes are reduc 1, heoween 1979 and 1985 manufacturing
output increases by 4.81 percent per year, and grows by only 4.09 percent per
yvear when property taxes are cut.

Given the very large increases in primary fuel prices, energy consumption
growth Is slowed substantially. If the BTU tax is returned to individuals via a
personal tax cut, by 1985 the ratio of energy consumed to real GNP is reduced
by 4.88 percent. If propérty taxes are reduaced, by 1983 this rate is 5.52 percent

below its baseline value.
THE ADMINISTRATION POLICY

Assessing the probable economic impacts of the Administration’s proposed
energy policy 18 a much more difficult task than assessing the impacts of either
rapid deregulation or a BTU tax. The President, in his attempt to spread the
burden of higher energy prices in an equitable fashion among all economic groups.
has put forth a program with many facets. While the President has explained
carefully the intent of each program component, one often is unable to see how
the stated intent will be realized.

The Carter proposals are aimed primarily at achieving a reduction in energy
consumption through a combination of taxes designed to increase the price of
energy and tax incentives designed to encourage the installation of energy
saving capital equipment. The former taxes, while complicated, are the easiest
to evaluate in terms of their probable economic impacts. The tax incentives are
much more difficult to evaluate. Consider just a few examples. The personal
tax credit for installation of insulation and/or storm windows will increase spend-
ing in these areas but will it be at the expense of other consumer spending?
The net increase in consumer outlays as a result will almost certainly be less
than the expected amount of new spending in these areas but should induce some
net increase in consumer spending. The resulting range of uncertainty, however,
Is quite large. Finally, given that a number of households take advantage of the
tax credit and install more insulation and storm windows, as a result will they
consume less heating ofl and natural gas or will they consume about the same
amount and keep their homes warmer? Other problems with this and other
incentives center around the ability to expand capacity by the industries which
produce insulation, solar heating devices, and coal fired boilers,

The general conclusions reached in the context of the WEFA Quarterly
Model concerning the overall impacts through 1979 of the Adininistration’s
energy proposal carry over into the 1980's: namely, higher inflation and lower
real growth. Inflation is given additional impetus and real arowth is further
retarded by the utility fuel taxes due to start in 1983,

Real GNP recovers slightly during 1980 from the slump in 1979 as a result
of additional investment in the utilities sector. Beyond 1980, he wever, real growth
is slower than was obtained under the baseline ; the average growth rate from
1079 to 1985 is 3.6 percent under the Carter program versus 3.8 percent under
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the baseline. By 1985, real GNP is $27.8 billion 19728 below is proiected baseline
level (or 1.6 percent).

The inflationary impacts of the Carter Program during the early 1680's are sub-
stantial. Under the baseline projection, the average annual inflation rate was
5.1 percent while, under the Carter Program, this rate climbs to 5.9 percent,
Inflation under the Carter Program is fueled by the continuing $0.05 per gallon
tax lncrease due to the standby gasoline tax and the utility use taxes on oil and
natural gas which begin in 1983,

This higher inflation/slower growth pleture is reflected in all sectors ol the -
economy. By 1985, real disposable income is 1.4 percent below its baseline value
and 930,000 fewer people are employed. On the brighter side, the worst uppears to
be over by 1985 as the real growth rate appears to be increasing towards its
baseline rate.

The Carter Program does appear to be successful in reducing the growth in
energy consumption. Under the baseline, energy consumption grew from 1970 to
1985 at an annual rate of 3 percent while, under the Carter Program, thiy growth
rate is only 2.5 percent per year, The reduction in the growth rate of electric
energy consumption is even more pronounced. Under the Carter program elec-
tricity consumption increases from 1979 to 1983 at an average annual rate of 3.8
percent versus a 4.7 percent rate under the baseline assumptions. By 1085, total
energy consumption is 2.6 percent below its haseline level and electricity con-
sumption is lowered by 5.9 percent. The ratio of energy consumed to real GNP

is 1 percent below its baseline level.
OVERVIEW OF THE ALTERNATIVE POLICIES

The two following tables summarize for key indicators the relative rates
of growth under the various projections and the differences in these indicators—
both in absolute and percentage terms—under various energy puolicy alternatives
versus the baseline projection. Let us concentrate on the latter table. By 1985,
the Administration proposal leads to the largest reduction in real GNP and the
second largest increase in the GNP deflator--the BTU tax retained via a personal
tax act has a stronger inflationary impact. The Administration’s proposal is the
least successful in reducing energy consumption—both in absolute terms and as
a ratio to real GNP. The rate of growth of energy consumption, however, is low
at the end of the simulation period which suggests its standing would improve
over a longer period. .

The conclusions stated above concerning the relative effectiveness of the Ad-
ministration’s proposed energy program are subject to substantial uncertainty.
As was discussed above, the Carter Program is very complex and the potential
impacts of the tax incentive components are difficult to evaluate, One could
under a believable set of assumptions, reach the conclusion that the energy
savings resulting from the Carter Program were twice ns large as calculated here.
Further, under equally tenable assumptions, one could conclude that the adverse
growth impacts were substantially less than projected in our simulations.

‘COMPARISON OF AVERAGE ANNUAL PERCENTAGE GROWTH RATES: 1979-85

Btu tax— Btu tax—~
Rapid includes tax  property tax Adminiztration

Baseline detontrol -rebate rebate program

Real GNP.... 3.83 3.83 3.8 3.4 3.59
GNP deflator. 5.08 5.36 5.69 5.04 5,93
Real disposable in 4.11 4,09 4.10 3.85 3.87
Employment......... 1.55 1.55 1.45 1.35 1.4
Manufacturing output...... 4.70 44 4, E\; 4.09 4.38
Business fixed investments...... . 6.37 6.47 5.9 5,31 5. 62
Enoru( conservation (QUADS). 2,96 2,33 2.83 2.38 2.51
Electricity conservation 4.70 4,61 5,22 5. 39 3.5
Corporate profits........ 10. 42 11.27 10.40 9,20 9.87
8.50 8.75 9.32 8.4 9.10
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On the other hand, our conclusions concerning the relative impacts of the
other higher price of energy scenarios are subject to substantially less uncer-
tainty due in large part to their.simplicity. Simplicity in and of itzelf is not
& good reason for adopting one policy versus another. One must bear in mind,
however, the simple fact that to discourage the use of energy in a free market
economy—that is without resorting to some form of rationing-—one must raise
the price of energy. This can be accomplished by decontrol and/or some form
of energy tax without resorting to a complex program. -

In terms of redressing inequities, some fnequitable treatment of industries
is required if one is to accomplish the goal of reducing energy consumption ;
namely, industries requiring large amounts of energy to produce their products
will suffer ultimately a loss {n market share. The best that can be done for
these industries is to offer special tax incentives to encourage them to invest
in more energy efficient processes and possibly offer them short-run tax relief
while they attempt to convert to this more efficient equipment. Consumer
inequity could be redressed through a combination of personal tax reductifons
and increases on transfer payments. Since the higher energy prices will put
the heaviest burden on low to middle income taxpayers, the tax reductions
should be aimed at giving this group the largest relief. Finally, any energy
program should have flexibility to redress inequities that become apparent
after energy prices increase.

Clearly many of the tax incentive components of the Carter Program have
merit. The tax credits for residential conservation investment have a potential
for reducing energy consumption but, given the uncertainty surrounding their
potential effectiveness, should not be relied upon to accomplish a large reduc-
tion on energy consumption. Similarly, the various investment incentive offered
to industrial companies and utilities can contribute to a reduction in total
energy consumption as well as encouraging greater use of coal. One must be
careful, however, to realize that the only sure way to reduce energy consump-
tion substantially is to raise the price of energy substantially.

APPENDIX .
ENERGY RELATED ASSUMPTIONS UNDERLYING THE VARIOUS GROUPS

BASBELINE PROJECTION : SLOW DEREGULATION SCENARIO

The price of imported crude 18 assumed to grow at an annual rate of 7 per-
cent. The price of domestic crude is in accordance with the ECPA regulations
for the first two years, Beyond June 1979, the price of domestic crude is
assumed to increase at 6 percent a year. This pattern of domestic price growth
is assumed to yield domestic production that will fall short of total demand
by an increasing percentage (46 percent in 1977 rising to 60 percent in 1983).
The price of coal is assumed to grow at a rate equal to one-half the growth
of the composite price of crude oil, The growth rate in the price of coal varies
between 3.5 and 5.9 percent. The price of natural gas increnses at the rate of
5 percent per year following the average inflation rate.

FAST DEREGULATION BCENARIO

The domestic well-head price of crude petroleum is assumed to increase at
a constant rate 22.7 percent a year between 1978 and 1980, This rate of growth
brings domestic crude prices in line with the assumed level of imported crude
prices by 1980. The coal price is again allowed to grow at one-half the rate
of growth of the composite price of crude; about 7 percent per year between
1979 and 1980. Beyond 1980, prices of crude oil and coal grow at 7 percent and
8.5 percent per year. respectively.

Deregulation of natural gas is interpreted as the attainment of BTU parity
between natural gas and crude petroleum prices by 1980. In order to achleve
- BTU parity, the price of natural gas has to reach §3.05 per MCF by 1980. This
fmplies an annual increase of 20.4 percent. Beyond 1980 the natural gas price
is assumed to increase by 7 percent per yéar. The deregulated price is assumed
to affect only new contracts. The existing long term contracts which have been
made by natural gas producers are allowed to continue at contracted prices,
Assuming that new contracts are 5 percent of existing contracts at any point
in time, the deregulated price of natural gas affects only 45 percent of all con-
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tracts by 1985, As such, the average price of natural gas Is $1.51 less than the
deregulated price by 1085. The annual growth rate of the average price of
nuturul gas varies between 11 percent and 16 percent.

BTU TAX BCENARIOS

These scenarios study the impact of a dollar per milllon BTU tax on all
primary fuels, With the BTU tax, the price of a barrel of erude oil increases
from its baseline level by $3.80 because a barrel of oil contains 5.8 million
BTU's. The immedinte increase In the price of oil over the value assumed in
the baseline is 47 percent. Since the tax is calculated on a physical unit basis,
the tax becomes a smaller percentage of the baseline price over time. Natural
gas is cheaper on & BTU unit basis, and, as a result, the BTU tax represents
a larger percentage of the baseline price (81 percent the first year). The fuel
impacted hardest by the tax is coal. A dollar per million BTU tax increases
the price of coal initially by 135 percent. Thus, a tax of this magnitude implies
more than doubling of certain energy prices. This tax implies tax collections
at the outset of $60 billion.

ADMINISTRATION ENERGY POLICY S8CENARIO: 1980-85

Since the various components of the Administration’s program were discussed
at some length in the appendix to the previous section, we will not present as
elaborate an explanation. Through 1979, we have used the same assumptions
as were used in preparing the short-run analysis.

We have assumed that the residential energy tax credit will generate new
spending of approximately $300 million in 1972 dollars per year from 1980 to
1985 which is the same amount anticipated for 1079, Credits for investment in
co-generation equipment and alternative energy property by the manufacturing
sectors are expected to result in $130 million 1972 dollars investment per year
from 1880 to 1985.

The well-head equalization tax is expected to keep the average cost of crude

oil 20 percent above the baseline projections each year from 1980 to 1985. The
tax yield from this tax peaks at $18.6 billion in 1980 and declines, hy 1985, to
$14.1 billion. These taxes are returned in the same proportions outlined in the
discussion of the short run assumptions.
.The_industrial use tax on petrolenm Increases the effective price of petro-
leum of 5.4 percent above that obtained under the provisions of the well-head
equalization tax in 1980. This impact increases to 7 percent hy 1985, The indus-
trial use tax on natural gas increases its price by approximately 50 percent
above the baseline path each year from 1980 to 1985,

~The utilities use tax on oil and natural gas, slated to hegin in 1083, raises
the price of petroleum faced by utilities by 7 percent above that ohtained with
the well-head equalization tax aid raises the price of natural gas faced by
utilities by 30 percent above the baseline. Electric utilities investment 1s expected
to increase above its baseline path by $100 million in 1972 dollars in 1982
increasing by 1985 to approximately 500 million 1972 dollars.

The $0.05 per gallon increase in the standby gasoline tax would be invoked
each year from 1979 to 1985, This tax is the most effective component of the
entire Carter package in reducing energy consnmption but appears to be the least
likely to be enacted. The tax collections under this tax are rebated in the same
manner as are the tax collections under the well-head equalization tax,

Senator HasgeLL, OQur next witness is Dr. Jack Carlson, vice presn- .
dent and ch)of economist, (.S, Chamber of Commerce.

STATEMENT OF JACK CARLSON, VICE PRESIDENT AND CHIEF
ECONOMIST, CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. CarrsoN. Thank vou very much. Senator Haskell. It is a pleas-
urato appear before your oomm]ttee If I may just msmt my statement
in the record I will summarize. Let me ]ust summarize some of the

facts.
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My point of view has gone through 1985 and 1990 instead of concen-
trating on the 1980-82 time period.

If you would look at the full implementation of the President’s taxes,

you are talking about $783 billion through 1990 or $13,000 for each
family in this country, If you were to eliminate the gasoline tax and
the gasoline guzzler tax it would be $285 billion, or nearly $5,000 per
family. This is the largest tax increase during peacetime we have had
in the Republic. .
_If you were to hold Federal taxes from other sources and Federal
spending on other rx'ograms to 21 percent of GNP, the proposed taxes
and spending would increase the size of the Federal Government to
25 percent of the GNP, )

Dr. Thurow was correct that the withdrawing of funds from con-
sumers is highly regressive. Over two-thirds of the funds would come
from the lower half of income receivers. Only one-third would come
from the top half of income receivers,

Whether this turns out to be net regressive depends on how the re-
bate works and how much is siphoned off into other programs, into
business incentives, et cetera. -

There is, unfortunately, a rollback in producer prices that would be
the case during this time period for intrastate natural gas which would
be above the $1.75 adjusted for inflation rate, the price for natural
gas. Consequently, the program does entail a rollback on the producers
side of natural gas.

Also, it does entail a rollback on the crued oil side, because, under
existing policy you have a 10 percent adjustment that would include
all prices and say 6 percent or 7 percent of that turns out to be inflation.
So there is a real increase of maybe 3 percent potentially under exist-
ing programs, as shown in my formal statement.

So when you go to a program that only adjusts for inflation, it does
not have this higher adjustment potential. With adjustment. only for
inflation you have the rollback of crude oil prices that you have in
the administration program. :

The estimates that we come out. with are comparable, but differently
derived, than the Congressional Budget Office. We think that the
President’s program can achieve a potential reduction of imports of
3.6 million barrels a day. IHowever, this assumes that the 250 fossil
fuel fire and electric powerplants under construction come on line
between now and 1985, and will, in fact, satisfy the more stringent
provisions of amendments to the Clean Air Act, in particular, H.R.
4151, S. 252, and S. 253.

Apparently, from our estimates, 41 of these electric powerplants
could not aualify. That would affect-the clectric power sources of
23 million people. Some 30 other plants, affecting 15 million people,
would not qualify under the nondegradation requirements.

The administration has been asked to assess what the impact. will be
80 we can have that information before the Congress. I have found that
legislation will, in fact, preclude the shifting of coal, which is para-
mount to the President’s program.

We think the administration’s energy plan shows a slowing of the
growth of energy consumption from 3.3 percent during this time period
down to 2.4 percent. However, the administration’s plan turns sour
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. after 1985 when it leads to less improvement until 1990 when existing
policy would be better than the entire plan.

We would have more improvement in energy situations under exist-.
ing Policies by 1990 as contrasted to fully implementing the Presi-
dent’s program,

Senator HaskeLr. How does that turn out {

Mr. CarrsoN. You would actually have higher prices in the case of
natural gas and higher prices of crude oil under existing programs.

Senator HaskeLL. Because of the increase ?

Mr. Caruson. Yes. On the natural gas side, certainly all the intrastate
natural gas,

Senator HaskerLL, Are we making any assumptions on that with
respect to the world price, OPEC price? '

Mr, Carusox. On the analysis that I have taken, I have kept the
real price at the current level, roughly $13.50. Obviously, if you had
a higher level, it would make the administration’s energy plan worse.
The status quo would actually bring the improvement down to, instead
of 1990, maybe to 1987 or.1985. .

If, in fact, you are talking about a higher international crude o1l
price, our analylsis is not too different than that expressed by others.
We find that full implementation of the administration program
would cause 2.5 to 3 percent higher consumer prices. That is a changed
price level. I see a loss of 1.7 million jobs by 1985. That tends to be a
little higher than most other people’s estimates.

Spendable family income would be $1,300 lower, and GNP would
be lq,t alevel 2.5 percent lower than it would otherwise be under existing
policies.

Importantly, full implementation of the administration’s program
would cause business fixed investment to be 4 percent, or $12 billion
lower by 1985. These are all backed up by our analysis that one can
check with our estimates. but they seem to be reasonable.

One issue here, one I know you are particularly concerned with,
is that 10 percent of our current production of energy resources is
coming from a land area that has 50 percent of the endowment of
resources and reserves, That is on the public lands. So in many ways
our public lands policies are withholding energy supply for the future,
‘We have the peculiar situation that, in fact, we can get energy from
abroad at a higher price, but we cannot get energy from our own
public lands at any price. And that goes into the moratorium on leasing
of coal lands, goes to the withdrawal of land from energv develop-
ment and from mineral explorations, and some additional lockouts
in the four systems in Alaska that are being considered under the
Native Claims Act of which I know you are very aware.

So I do think we have Federal land use policy that must be brought
in line with the President’s energy objectives.

As an alternative, a far simpler, safer, less painful approach is
available. Let me share one.

For example, the Federal Government could just increase by a very
small amount—a 6 percent increase on the world price of crude oil
and natural gas through 1985. This would take you up to the current
world price of $13.50 a barrel and the energy improvement from both
conservation and production, not just the heavy emphasis that the
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administration places on conservation, but also by encouraging pro-
duction, would 1mprove the situation 4.2 million barrels a day as op-
posed to 3.6 in the President’s rrogram. :

This would go on in 1990 when the President’s policy would be back
to zero. It would be very much a permanent improvement and would
require only a modest increase in prices that would be politically
acceptable.

A 6 percent real increase is all we are talking about in order to have
a complete replacement of the President’s program. To give you some
idea of the impact of this approach on the economy, inflation under the
administration’s ap rould-be-2.4-percent, Under the 6 percent
allowance, the price increase would be just 1 percent. The adminis-
tration’s program would cause the loss of 1.7 million jobs; under this
program, there would be a slight gain.

The administration’s program would cause spendable family in-
come to be $1,300 down; there would be a breakeven under this
approach,

What is also very important, there would be a tremendous difference
in investment, Investment would be $12 billion less by 1985 under
the administration’s program. It would be $12 billion more under the
approach where you allow the price to go up and encourage both pro-
duction and conservation,

Every State in the Union would be better off in contrast to the ad-
ministration’s program. Just in the case of vour State, you would ex-
pect Federal taxes under the administration’s program per capita
to be $296. Under this alternative T am suggesting, you would have
receipts $93 higher on a per capita basis in Colorado. That would be
going into investment that would be job creating. Energy improve-
ment in terms of the State of Colorado’s contribution would be 38,000
barrels per day. In the case of this alternative approach in employ-
ment, you can expect to lose 23,000 jobs under the administration pro-
gram. Under this alternative, you wonld have 5,000 jobs gained.

In terms of real per capita disposable income under the adminis-
tration’s program, you would expect $383 less per person. You would
have essentially a zero change under this alternative approach, so I do
recommend & look at a very modest increase in price as an alternative
that could greatly decrease the pain and suffering borne by the people
in our economy.

In fact, if you do not go toward a small price change approach,
then I daresay that by 1990 the administration’s package is not worth
passing. We would be better to have current policy instead of the ad-

ministration’s plan.
We can have a rather marked increase in well-being if we go to this

adiustment. -
Senator HaskrrLL, Thank you, Dr. Carlson. Your paper will be

reproduced in full in the record. I appreciate your appearance very

much,
[The prepared statement of Dr. Carlson follows. Oral testimony

continues on p. 107.]
STATEMENT OF DR. JACK CARLSON, CHAMBER oF COMMERCE OF THE UNITED STATES

I appreciate the opportunity to share with you the National Chamber's assess-
ment of the Administration’'s Energy Plan. Having served as Assistant Secretary
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of Interior for Energy and Minerals, Assistant Director of the U.S. Bureau of
the Budget and Office of Management and Budget and with the Council of..
Economic Advisers, I have heen concerned with energy and economic policy for
more than a decade. I am no less concerned today as Vice President and Chief
Economist of the National Chamber.

SUPPORT ADMINISTRATION'S OBJECTIVES

The National Chamber supports the President’s objective of reduced de-
pendency on high price and interruptible sources of oil supply from abroad.
We appreciate the President’'s efforts to bring this to the attention of the
American people. We look forward to working with the Administration and the
Congress to develop a wise energy policy. In particular we will work to develop
a program that will achieve the President’s objective without needlessly disrupt-
ing the American economy, causing unemployment, inflation and loss of income.
Also such a program should restrain Federal taxes, regulations and red tape, and ™"
enhance freedom of choice for all Americans,

ADMINISTRATION PROGRAM OF CONSERVATION

The Administration proposes to reduce dependence on foreign ofl by primary
emphasis on consgervation, through higher taxes, prices, and more regulations.
The additional taxes can potentially total $783 billion from 1978 through 1990
or about $13,000 for each American family (see table 1), Without the gasoline
and gas guzzler taxes, new tax receipts could total $285 billion or nearly $5,000
per family through 1990 (see table 2).!

The proposed tax and spending increases are the largest in the peacetime his-
tory of the United States, By 1085, if the rest of Federal taxes and spending
were to remain at 21 percent of GNI and grow at the same rate as the Nation's
income and output, the proposed taxes and spending would increase the size of
the Federal government to 25 percent of GNP (see table4).

The taxes would be disproportionately drawn from lower income households,
The lower halt of household income receivers would pay two-thirds of the in-
creased taxes while the top 50 percent of household income receivers would pay
only one-third. The taxes propogsed by the Administration would be the most
regressive Federal taxes (see table 15).

The tax increases are intended to increase consumer prices for ofl and natnral
gas but the way they are structured they will decrease prices for producers.
Limiting Intra-state natural gas prices to $1.75 per 1,000 cubic feet will effectively
roll back natural gas prices. Replacement of the 10 percent adjustment in crude
oil prices with adjustment for only inflation will be a rollback of crude oil prices
during the next decade (see table §).

Based on reasonable estimates of the reactions of American consumers and
producers to price increases or decreases (see table 8) and a forecast of energy
consumption (see table 7), an estimate can be made of the energy improvement
likely from the Administration's Energy Plan (see table 8). The potential for
ndditional productfon is large: conservatively estimated at 40 years of current
0.8, consumption from domestic sources. Although differently derived, the total
energy improvement estimate for 1985 s the same as estimated by the Congres-
sfonal Budget Office: an improvement of 3.6 million barrels of ofl per day.

This generously assumes that all of the 250 fossil fuel fired electric generating
plants under construction for use between now and 1985 will satisfy the more
stringent. provisions of the final amendments to the Clean Air Act, whether
similar to H.R. 4151, 8. 252 or 8. 253, Apparently, at Jeast 41 of the electric power
plants required to serve the electricity needs of 28 milllon Americrns may fail
to meet non-attainment requirements and at least 80 other plants required to

- gerve 15 million other Americans may fall to meet non-degradation requirements.
The Administration has been asked to assess whether these plants will meet the
more stringent requirements being considered by the Congress. Ignorance can

_cause electric power users to pay unnecessarily higher utility bills and could
reduce the reliability of the electric power grid causing brown-outs and black-outs
in the 1980’8 and 1990's. Unfortunately the Administration is slow in responding
and-making these vital assessments on a timely basis.

1 U'ranium and coal producers could expect some increase in revenues swhile oll and gas
producers would suffer a loss of recelpts hecause of rollbacks {n prices they would other-
wlse receive under existing policies. (See table 3.)
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The Administration's Energy Plan shows a slowing in the growth of energy con-
sumption from 3.8 percent otherwise expected to 2,4 percent. However, the Admin-
istration’s Plan turns sour after 1985 and leads to less improvement until 1990
when existing policy would be better than the Plan (see table 8).

ECONOMIC IMPACT OF ADMINISTRATION'S ENERGY PLAN

The Administration’s Plan assures a significant impact on the U.S. economy,
Although the Administration has yet to propose a specific rebate and/or spending
program, as assumption can be made as to its likely distribution (see table 9),
Full implementation of the Administration’s Program would cause:

21 percent to 3 percent higher consumer prices.

A loss of 1,700,000 jobs by 1085,

ll"‘amlly disposable incomes to be $1,300 lower than with existing energy
policies.

GNP to be 2!4 percent lower.
Business fixed investment to be 4 percent or $12 billion lower (see table 10).

The average worker can appreciate the impact of the Administration’s Energy
Plan by observing that he risks losing 10 percent of his spendable income by 1985,
This would be equivalent to a real loss of about $1,600 in 1985 that he would have
had with existing Federal energy policies (see chart 1 and also table 11).

CHART 1
POTLNTIAL LOSS OF INCOME
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If the gasoline and gas guzzler taxes are not included the economic con-
sequences are somewhat reduced (see charts 2-7 on pages A18-20).

FEDFRAL LOCKUP OF ENERGY RESOURCES

While the Federal Government asks for major sacrifices of Americans, it pro-
poses no effort to use Federal resources. Half of the Nation’s fossil fuel endowment
is held by the Federal Government, but in 1976 it produced less than 10 percent
of the Nation’s output, Seventy-five percent of the on-land Federal domuain is now
withdrawn from or serlously restricted for energy and mineral leasing and even
more restrictions are being considered by the Congress, particularly in Alaska
(e.g. H.R. 39 and H.R. 1652). These additional restrictions being considered this
year could effectively withhold as much as 20 percent of the additional pro-
duction of crude ofl in the future. No more than 4 percent of the Federal offshore
holdings on the continental shelf have been developed for oil and gas and nearly
all of that is off the producing states of Louisiana and Texas. Even very modest
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schedules for exploration in only a few of the OCS provinces are continually
delayed by the Administration,

In the case of particular fuels, 40 percent of total U.8, coal reserves are under
Federal lands; more than 70 percent of the low-sulfur, low-cost coal reserves of
the West are under government land, of which 25 percent in turn is under restric-
tion not to be used for energy purposes. Most of the remainder !s not now avail-
able and bhas not beén available for half of a decadt because of an ill-timed
moratorium on Federal coal leasing. Seventy-two percent of ofl shale is on Fed-
eral lands and 85 percent of tar sands where excessive Federal regulations and
restrictions hamper development. Fifteen percent of developed and discovered
oil reserves and resources and perhaps a third of undiscovered oil resources are
on Federal lands. Twenty percent of discovered reserves and resources are on
Federal lands. *

The fact that only 10 percent of domestic production is generated from 50 per-
cent of the Nation's fossil fuel endowment which is located on Federal lands is
clear evidence that the Federal Governwent is withholding America’s energy
resources, While we fight an energy crisis, “the moral equivalent to war,” the
Federal Government embargoes our resources, At least foreign suppliers allow
us to purchase energy although at high prices; the Federal Government won't
even allow access at any price, -

Federal land-use policies must be brought in line with the President's energy
objectives. Americans should not be asked to sacrifice more than is truly

NeCessAary.
BALANCED PROGRAM OF BOTH CONSERVATION AND PRODUCTION

Far simpler, safer, less painful, less government approaches are available, For
example, the Federal Government need only allow crude ol and natural gas prices
to increase slowly to match or exceed the improvement in energy proposed by
the Administration. For example, if crude oll prices were allowed to increase
only 6 percent per year until 1985, energy improvement from both conservation
and production would be 4.2 million barrels a day (MBPD) compared to only
8.6 MBPD under the Administration’s Conservation Program (see Table 12).

By 1090, the Administration’s Plan will have dissipated and actually be worse
than existing policy. A balanced plan would exceed 5 MBPD and increase in sub-
sequent years. Such a balanced program would greatly reduce inflation, job loss,
loss of income, and lower investment (also see table 18).

A;Imlnlzmﬂon'sconumtlon Balanced conservation
plan

By 1985 and production plan
{nflstion. .. .. NN UT(T L | S 1 percent. :
2 ." . . f,70%000!ost ............. 400.0007nln00. .
Spendable family Incoms $1,300 fower. ... ooiiliTioL Onl lower (positive

$12,000,000,000 less. . ...... ... $12,000,000,000 more.

These improvements would be reflected In every state in the Union. Every
state Is better off from a balanced program in contrast to the Administration's
Conservation Plan. Some states benefit more or suffer less because they tend to
use less energy per person, per dollar of Income or per worker than others.
Also producer states benefit from new jobs when output is increased (see table

14). .
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Such a balanced approach would also greatly reduce the burden on low income
households, The Administration's Conservation Plan would impose $234 bil-
lion of taxes on the lower one-fifth of household income receivers through 1990
while only $78 billion of additional sales receipts would come from this income
class with a balanced program. Moreover, the additional receipts to producers
would provide the funds for job-creating investment necesmary for the larger
work force in the future (see chart 8 on next page and table 15).

If natural gas prices were also gradually and continuously increased then
energy objectives could be achleved more easilv and the ecountry need not even

suffer as much—as {llustrated with the balanced program.

CHART 8

25 ' )

BILLIONS OF DOLLARS -

20% 40% 60% 80% 100%
Lowest Highest
Household Household
Income Income
Level Level

CONCLUBION

I recommend the Congress accept the President’s energy objectives hy select-
ing a balanced approach that encourages both conservation and production.
Such an approach could be small increases in the price of crude oll and natural
gas. Analyses show that just a six percent real increase in crude ojl prices can
achieve the President's objectives for energy improvement at far less stress
on Americans or without a large expansion of government taxes, vegulations
-and red tape. This kind of approach-is far better than the Admiuistration's

Energy Conservation Plan.



ATTACHMENT

BACKGROUND INFOERMATION ON THE ENEBGY AND ECONOMIC IMPACT OF THE ADMINISTRATION'S ENERGY CONSERVATION PLAN AND A
BALANCED PLAN OF BOTH CONSEEVATION AND PROD!

UCTION
TABLE 1.—ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES
fin billions of 1977 dollars}

1978-90
1978 1979 1980 1981 1382 1983 1984 1985 1986 1387 1988 1989 1990 total
$9 $12 $12 $12 12 $12 $12 $12 $12 $12 $12 12 $146
3 4 4 5 5 6 6 6 S 4 4 4 56
............................... 2 2 2 2 2 2 2 16
5 10 15 20 25 30 35 @ 45 50 50 50 3715
1 1 1 1 1 2 2 2 2 2 2 2 2
18 27 k4 38 45 52 57 62 66 0 70 n 613
H 9 1 16 19 18 16 15 15 15 14 3 170
3 3% 45 54 64 0 3 ” 81 85 8 8 7%

. National Chamber MWMNMMDNMMMM' and based apon administration’s energy proposals as outfined in *‘The Nationa!
Enarzyﬂa and “National Energy Act." Oata, pon '

TABLE 2.—ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES (EXCLUDING GASOLINE AND AUTOMOBILE TAXES)

[In billions of 1977 dollars}
1978-90
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1588 1989 1990 total
$12 R $12 12 12 12 146
S 6 6 $ 6 Slg $ 4 3 4 Sl% 3 56
2 2 2 2 2 2 2 2 16
19 2 20 20 19 18 18 18 218
tax
exh} puuut ofinflation_.._...__ ... ] 4 S 7. 3 ] 8 6 5 4 4 4 3 67
Total direct aad indirect taxes.._____. - 16 21 23 25 23 3 % 25 3 2 22 21 235
Nanonal Fm

Conter Modeis and . DRi snd Chase Econometric ing and based administration” as outined in ‘The Nationsl
Pbu M Forer: Computations, Modelling and Data, upon 's energy proposals Emecgy
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TABLE 3.—CHANGES IN FUNDS FLOWING TO PRODUCERS CAUSED BY ADMINISTRATION'S PROPOSED TAX INCREASES

fia billions of 1977 doitars}

1978-90
1978 1973 1980 1981 1982 1983 1984 1985 1986 1987 1988 1983 19% totat
Coal and uranium prod: - 2 3 4 -] 6 8 11 13 14 15 16 17 114
Oil and gas producers....___ .. TTTTT -2 - -6 -7 -7 -7 -7 -7 -7 -7 -7 - - —82
Total producer receipts -2 -2 -3 -3 -2 -1 1 4 6 7 8 9 10 32
' Chamber Forecastin Center Models and Com, OR! and E ic Modelling and Data, based administration’s ener, s as outlined in *‘The National

Energy Plag" ang oNer ey g putations, Chase Ecomometric ing ta, upon admi Y proposa:

TABLE 4. —ADMINISTRATION'S ENERGY PLAN AND INCREASE IN TAXES FASTER THAN THE GROWTH OF THE ECONOMY
{Percent of GNP} !

1978 1979 1980 1981 1982 1983 1984 1385 1896 1987 1988 1989 1930

mhm’:wm—wuma:w-

oGNP T 210 210 21.0 2.0 210 21.0 21.0 21.0 21.0 z1.0 21.0 21.0 21.0
Additm&dmlhwin&omphuaw—
centage of GNP .5 L9 2.4 31 34 37 39 4.0 4.7 4.2 4.3 4.3 4.3
nmrmumaamusnp

e L5 2.9 3.4 4.1 4.4 2.7 28.9 25.0 2.1 25.2 5.3 2.3 2.3

Energy Piaa" o et le:gu putations, Chase Econometric Modelting Data, based upon ni s energy proposals as in

€6



TABLE S.—REAL PRICE CHANGES PROPOSED IN THE ADMINISTRATION'S ENERGY PLAN

[in percent}
1978 1979 1980 1981 1982 1983 1984 1985 1986. 1987 1988 1989 1990
»
Demand:
Crude oil:?
Anoual___ 15 11 6 -5 -5 -5 -5 -5 -5 -5 -5 -5 -5
Totab ____. 15 30 45 40 35 30 20 15 10 5 [ -5
Industrial oil
A""-*‘ ] 9 2 2 2 2 2 2 ] .0 0 0 0
] 9 1 13 15 Y 19 2 21 21 2 21 21
Iudnstm& natural gas:
Annuat ] 20 5 H 5 5 5 5 ] 0 0 0 0
Total ... 0 20 25 30 35 40 45 0 50 50 50 S0 50
thtz oil and gas
nnual. 0 [} [ 0 0 1 0- 0 ] 0 0 0 0
Total___._ [} ] 0 0 [} 11 11 1n il n 1t 11 11
Motor gasoline:
Annual.. .. - 8 8 7 7 6 6 6 S 5 5 0 (4 0
Coa!hm . 8 v 5 3 2 50 S8 67 P 83 83 83 3
1
Anrual .. ... . 5 S 10 10 S -5 -5 -5 -5 -5 -5 -5 =5
Total. 5 10 20 30 35 30 5 20 15 10 5 [] -5
C:ude oil: 2
-5 -5 -5 -5 ] -5 -5 -5 -5 -5 ] -5 g
Total -5 -10 —15 -~20 -~25 ~30 -3 -40 ~45 -50 ) —60 -60
Natural gas: 3
Annual : -5 -5 -5 -5 -5 ] -~$ -5 ] -5 -5 -5 0
m‘nlxxl -5 -~10 -15 -20 -~25 -30 =35 —-40 —~45 ~50 ~55 —60 -—60
Annual S S 10 10 5 -5 -5 -5 -5 -5 -5 -5 -$
Totat 5 10 20 30 35 30 25 20 15 10 5 ] -5

t Reflects the fact that the administration’s energy plan would disallow 10 percent increase in crude oil prices now aflowed under existing law; 5 perceatage points of the adjustment was assumed for
inflation and 5 percent for real price increases.

!ReﬁedsmmmmfmalPouet(:owmmmddm&beMhatnusmﬁugmuﬂmmdpmdmmﬂmmmdathnadmnnﬁrmonsmuplaa.
Source: National Chamber centef Modeis and Computations, DRI and Chase Econometric Modeting and Data, based upon administration’s energy propesals as outlined in “The
National Energy mn"and“uwondiw ¢ pon
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TABLE 6.—IMPACT OF A 1 PERCENT CHANGE IN PRICE ON THE QUANTITY CONSERVED OR PRODUCED IN PERCENT

[Demand and supply elasticities]
1978 1979 1380 1981 1982 1983 1984 1985 1386 1387 1988 1989 19%0
Crude oil 1 . J e =020 —0.20 —0.24 -0.27 30 -0.33 -0.37 —0.40 —-0.41 -0.42 ~0.43 -0.44 -0.45
Industrial oif and gas1__ -20 -20 - —-% -2 32 ~3% -4 -4 -4 -4 -4 —.45
Gy oand gast. o T T TS T s -5 -0 -5 30 33 _4 —a3 —.45
Gasoline 3. -.10 -.10 -.11 —-.12 -.14 -.16 -.18 -.20 -2 —. 24 -.26 -.28 -.30
-.20 -2 —. 4 -.26 -.28 -.30 -.32 -.38 ~.3 38 -.40 — &2 -4
-.20 -22 -.2¢ -.26 -.28 -.30 - ~.3 -.3% - - —.42 -4
.10 Jq12 .14 .16 .18 .20 .22 .28 .26 . .30 -3 -3
.10 12 14 .16 ] .20 . .24 a3 .28 .30 -.31 -.32
.30 .3 .36 .39 T.42 .45 .48 .51 .54 .57 .60 —.60 -.60
¥ Calculated from: Federal Energy Administration, 1977 National Energy Outiook (Draft: fan. 15, 1977), app. D, tables D-3, D4, D-S.
2 Calcutated from: Dale W. Jorgenson, ed., Econometric Studies of U.S, Energy Policy, Data Resources Series, vol. 1, 1976, ch. 4.
3 Assumes environmentat laws will not impede production,
Caicalated from various FEA publications.
§ Assume corrent proved reserves of natural gas. lfmrmmdismwedaadde\doped,d‘stici:ymddbeashigh;sﬁin 1985,
Source: National Chamber Fi ing Center.
TABLE 7.—CONSUMPTION OF ENERGY BY TYPE
fin milionsoihndsdandeoimuivdenb]
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
Cradeoil__.____._______ —_— 19.0 19.8 20.6 211 21.6 2.2 22.7 23.3 23.6 4.1 2. 2.0 5.4
Coal..__.__ - 30 8.4 8.7 9.1 9.4 9.8 10.2 10.5 10.8 1.2 1L5 1.8 12.0
Naturalgas. .. _____ 777 10.0 9.9 9.3 9.7 9.6 9.5 9.4 9.4 9.2 9.1 9.0 9.0 9.0
Umum---....--.-.-.--..-..-_----.--.-_.---_---.. 1.5 20 25 3.2 3.9 47 S5 6.2 6.7 7.4 81 8.6 9.1
Total in miltion barrels perday_______________ - 33 L 2 43 45 L] 468 50 Sl s2 53 54 55
Total quadriltioa in Btu's. _____.________________ ) 8l % 3 ) 93 %5 100 102 104 107 109 11
lu@;st;ialoiland 84 8.8 9.2 9.6 9.9 10.3 10.7 1.0 1.3 1.6 11.9 122 12.5
Utility ot and gas 4.0 39 3.8 3.7 3.6 3.4 3.3 3.2 31 30 z.8 2.7 2.6
Gasoine.______._______ 6.7 6.8 6.9 6.9 6.9 .0 7.0 .0 7.0 7.0 7.0 1.0 7.0
Source;

National Chanber Forecasting Center; Calculations based upen data from Federal Energy Administration, U&wqwmw‘mﬂﬁmh«uﬂu"
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TABLE é.—GAlNS AND LOSSES IN CONSERVATION (DEMAND) AND PRODUCTION (SUPPLY) FROM ADMINISTRATION'S ENERGY TAXES

[in miltions of barrels of crude cil per day}

1978

1979

1980

1981 1982 1983 1984 1985 1986 1987 1988 1939 1930
Direct conservation:
Crudeoitax. .__.___....... 0.3 0.5 0.8 0.9 0.7 0.7 0.6 0.5 0.4 0.3 0.1 ] 0.1
industrial oil and natural gas 0 .2 .3 .4 .7 .9 1.2 1.5 1.5 1.5 1.5 1.5 LS
Utility oil and natural gas tax____ 0 0 0 0 0 .1 .1 .1 .1 .1 .1 .1 -1
Gasoline tax. . . .1 .2 .2 .3 .4 .6 .1 .9 1.0 1.1 1.2 1.3 1.3
Total gaINS. oo oo e cccmee e .4 .9 1.3 1.6 1.8 2.3 2.6 3.0 3.0 3.0 2.9 29 28
Losses from lower natural gas prices: T
Conservation ... ..o.occcccacocccammccenncuneaan -.1 -2 -2 -2 -2 -.2 -3 -.3 -.3 -.3 —~.4 —~.4 -.5
Production. ... iimmmemccoaae -.1 -1 -2 -3 ~.4 —.6 -.9 -.9 -1.1 -1.3 -1.5 -L7 -2.0
Net direct ghin in conservation ____. . ...ccceoaoe .2 .6 .9 11 1.2 1.5 1.4 1.8 1.8 17 1.4 .8 .3
Indirect energy improvements from higher coal and
uranium prices:
Conservation... . .....occooccciciimmecnmamonna .1 .2 .4 i .9 .9 .8 .7 .6 .4 .2 [} -2
Production .. ..o ieceemeieoceaen .1 .3 .5 1.2 1.4 1.3 1.2 1.1 .9 .6 .3 [} -.3
Yotal indirect. . emeacaaaao .2 .5 .9 1.9 2.3 2.2 2.0 1.8 1.5 1.0 .5 0 -.5
Total direct and indirect. ..o imeeeneaan .4 1.1 1.8 3.0 3.5 3.7 3.6 3.6 3.5 2.7 l.§ .8 -2

Source: National Chamber For

|

ting Center: Calculations based upon data from Federal Energy Administration, U.S. Bureau of Mines, and *The National Energy Plan.”
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TABLE 9.—DISTRIBUTION OF TAXES AND RECEIPTS
[Dollar amounts in billions of 1977 dollars)

Percent
197890 distri-
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1988 1990 total bution

Individuals (per capita rebates,

autos, home insulation, etc.)____ 4 12 18 23 27 1 33 35 7 7 $37 $350 54
State and focal governments.. 31 $ 3 $ 4 822 $ 6 $ 7 ‘38 $ 9 s1!) &'ﬁ s’iz ‘gz 12 100 16
Business_______.__ 777" 1 3 5 7 9 11 13 15 17 19 21 21 21 163 25
Total tax rebates__________ 6 18 27 32 38 45 52 57 62 66 70 70 70 613 95

Producers of coal, uranium, and
Ol .o 2 3 4 5 6 8 1 13 14 15 16 17 114 18
Producers of oil and naturaj gas.... -2 -4 ~6 -7 -7 -7 -7 -7 -7 -7 -7 -7 -7 -8 ~-13
Total producers receipts._.___ -2 -2 -3 -3 -2 -1 1 4 6 7 8 9 10 32 5

Total tax rebates and
producers receipts.._____ 4 16 24 29 36 4 53 61 68 73 78 n 80 645 100

Source: National

Chamber Forecasting Center Models and Computations, DRI and Chase Econometric Modelling and Data, based upon administration’s energy proposals as outlined in “The National
Energy Plan’" and ‘“National Energy Act.”

N
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TABLE 10.—IMPACT OF THE ADMINISTRATION'S ENERGY CONSERVATION PLAN ON THE U.S. ECONOMY
{Change in levels of economic activity] [

1978 1979 1380 1981 1982 1983 1384 1985 1986 1987 1983 1989 1990
Real GNP (p: ). —0.4 —-1.3 ~19 -2.1 -2.3 —2.5 -2.5 -2.3 -2.1 -2.0 -1.9 -18
Billions of 1977 dollars. -~ Z 2 7 " 7TTTT T - —26 —4 —86 —53 —60 —63 —60 57 —53 —50 —
Real per capita disposable i (p ). -1.5 -2.7 -3.5 -4.0 —~4.4 —-4.7 —4.3 —4.8 —-4.7 —-4.6 —4.4 —4.2
Real personal income:
illions of 1977 dollars. ... ... oo ocooeeennns —15 —-33 —47 —55 —64 —70 ~75 ~77 -~79 —81 —82 —84
_Average loss per family in 1977 dollars —263 ~—586 —632 —998 -—1,146 -—1,263 -—1,346 —1,380 -—1,420 -1,450 —1,470 —1,500
Savings -0.6 ~1.0 -L1 -1.2 ~1. -L5 -1.7 -7 -1.6 -1.5 —-1.4 -13
ployment (p 4 SN ~0.2 —0.6 —-1.1 —1.4 -1 -17 -1.7 1.7 -7 -1.7 —1.6 -L5
Jobs (thousands)_.__ -150 —620 -1,100 -1,350 -1,530 -—1,650 ~1,730 -—1,650 —1,600 -—1,650 ~—1,700 ~1,700
Unemployment (percent). 0.1 0.4 0.7 0.9 11 1.2 1.2 1.1 Lo 0.9 0.8 0.7
Jobs lost (th ds) 100 420 730 910 1,060 1,160 1,240 1,200 1,150 1,100 1,050 1,000
Consumer prices (percent 1.0 1.7 2.3 2.7 3.0 2.7 2.4 2.2 2.1 2.0 1.9 1.8
GNP deflator (percent).._____________ 0.8 1.3 1.9 2.4 2.5 2.4 2.0 1.9 1.8 L7 L7 1.7
Renl business fixed investment (perce: -0.8 -19 -3.0 —4.0 —4.5 —-4.5 —4.0 —4.0 -3.8 -3.5 3.2 3.0
Billions of 1977 dolars -2 —~4 =7 -10 -11 —-12 —-12 -12 —-12 -12 ~12 -12
Cagacity utilization (percent). -1.1 -2.3 -3.1 -3.4 ~3.7 -3.9 —4.0 -4.1 —4.2 ~4.3 —4.2 —~4.1
Industrial production (p t..... —~1.2 -2.4 -3.1 ~3.4 -3.6 -39 —4.0 —4.1 —4.0 —4.0 -3.3 +3.6
Auto sales (p t)-. —7 —10 ~10 -10 -11 —-11 -12 -12 -13 ~13 ~11 -10
Thousands of cars___ ... -700 ~1,100 -1,200 -1,200 -1,300 -1,400 ~-1,40( —1,400 ~1,500 -—1,500 ~1,400 —1,300
H g starts (p ). -5 — —6 -5 -4 -3 -2 -1 [} 0 0 [}
Thousands of tnits_ ... oo eenan.n 100 140 120 100 80 60 40 20 1] 0 0 1]
Exports in billions of 1977 dollars... - o.oeecooomeeaenas -1.0 -2.4 -3.4 -3.8 -3.8 3.7 -3.7 -~3.6 -3.5 —3.1 -2.1 ~L1
Imports in billions of 1977 doflars_. _......._ —4.0 —6.8 -9.3 -12.7 -181 -29.1 -20.8 -20.1 -13.0 -10.0 -5.0 -3.1
Net exports in billions of 1977 dollars 3.0 4.4 5.9 8.9 14.3 16.4 7.1 16.5 9.5 6.9 2.9 2.0

i as?rdce‘: National Chamber Fo:ecasting Center Models and Computations, Federal Energy Administration and U.S. Bureau of Mines data, “‘The National Energy Plan,”” DRI and Chase Econometrics model-
ng and data,
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TABLE 11.—THE LOSS IN SPENDABLE INCOME (DISPOSABLE INCOME) PER AVERAGE WORKER FROM FULL IMPLEMENTATION OF ADMINISTRATION'S ENERGY TAX PLAN

1978-90
. 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1899 19%¢ total
New highertaxes..________________ ' 68 185 285

Addtiional taxes from e

310 390 470 510 550 560 630 690 670 650 5,978
n—generated

inflation___________ 22 55 95 160 160 170 170 160 150 140 130 120 110 1,642
ower income because of slower “growi
CONOMY e e e e e 30 170 3%0 420 680 800 830 850 840 830 820 810 800 8,270
Total loss in spendable income per
worker.

T 120 420 770 890 1,230 1,440 1,510 1,560 1,550 1,600
Los as a percent of real disposable income
perworker ... _______ . 1 3 6 7 9 10 11 1 10 9

1,640 1,600 1,560 15, 890

8 7 6

Source: National Chamber Forecastmg Center Models and Computations,

DRI and Chase Econometric Modelling and Data, based upon administration's energy proposals as outlined in
Energy Plan" and “‘Nationat Energy Act

“The Nationa

TABLE 12.—BALANCED PROGRAM ENCOURAGE BOTH CONSERVATION AND PRODUCTION
[Allow crude oil price to increase to real market price by 1985]

1978 1979 1980 1981 1982 1983 1984 1985 1386 1987 1988 1989 1990

Price change for crude oil:
Annual —— 6 6 6 6 6 6 6 (]
Total

6 0 0 0 0

.............. 6 12 19 26 k] 42 50 59 59 59 59 59 53

Demand elastidity_ _ - - 020 . -0.20 -0.24 -0.27 -0.30 —0.33 -0.37 -0.40 —ga1 —0.42 043 0.4 —0.45

Supgly eiasticity..._______ - T TTTTTTTTTm 100 12 .14 .16 .18 .20 .22 24 .26 .28 .30 .30 .30

U.% %oné;mpﬁon of crude oil under existing poticy.____ 19.0 19.8 20.6 21.1 21.6 22.2 2.7 23.3 2.6 241 24.6 25.0 25.4
L L) Y :

Conservation from d tic oil .1 .3 .5 .8 1.1 LS 2.0 2.6 2.7 2.8 2.9 3.0 3.1

Additional d ic producti .1 2 3 .5 .7 .9 1.2 1.6 1.7 1.8 19 2.0 2.1

Total imp tent from balanced approach______ .2 .5 .8 1.3 1.8 2.4 3.2 4.2 4.4 4.6 4.8 5.0 5.2

In comparison with—ad ation's consefvauon plan__ .4 1.1 1.8 3.0 3.5 3.7 3.6 3.6 3.5 2.7 1.9 .8 -2

Source: National Chamber F ing Center: Calculati

based upon data from Federal Energy Administration, U.S, Bureau of Mines, and *“The National Energy Plan.”
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TABLE 13.—IMPACT OF A BALANCED ENERGY CONSERVATION AND PRODUCTION PLAN ON THE U.S. ECONOMY

[Change in levels of economic activity]

1978 1979 1980 1981 1982 1983 1984 1985

§
g
§
8
g

Real GNP (p .. ... 0.1 -0.2 —0.3 -0.3 -0.2 =0.1 0.0 0.1 0.2 0.3 0.3 0.4
Billions of 1977 dollars______________ ... -1 -2 —4 —4 -3 -2 0 1 2 4 4 5 6
Real per capita disposable income (percent) —0.2 —0.5 —0.7 —0.9 -1.0 -1.0 -0.9 —0.6 ~0.4 —0.2 1] 2 0.4
Real disposable personal income:
Bilions of 1977 doMars_. ... _._..________..__..__ -2 - -5 —6 ~7 -7 —6 —4 -2 -1 0 0.1 0.3
Average loss per family in 1977 dollars -33 -67 ~83 —100 -117 -17 —100 —67 33 -17 0 7 50
Personal savings__ . -0.1 ~0.1 -0.2 —0.2 —-0.2 —0.2 —0.2 -0.1 -0.1 -0.1 -0.1 0 0.1
Employment (perce: 0 0.1 —0.1 -0.1 —0.1 0 0.2 0.4 0.5 0.6 0.7 0.8 0.9
Jobs (thousands) —-10 —60 —100 —110 —60 40 200 430 350 600 710 825 940
Unemployment (perce: 0.2 0.6 1.1 1.2 0.8 -~0.4 2.4 -5.7 ~8.2 -8.6 -9.0 -9.2 —9.4
Jobs lost (thousands)_ 10 50 60 80 S0 -20 —140 310 -390 —400 —420 ~430 50
Consumer prices (percent) 0.1 0.3 0.5 0.7 0.8 0.9 1.0 1.0 0.9 0.9 0.8 0.7 0.5
GNP deflator (percent)..__________ 0.1 0.2 0.3 0.5 0.6 0.7 0.8 0.8 0.8 0.7 0.7 0.7 0.5
Real business fixed investment (percent) 0.6 1.2 1.7 3.0 4.2 5.7 7.6 "10.0 9.8 9.6 9.4 9.2 9.0
Billions of 1977 dollars__________ 1 2 3 4 6 8 0 12 12 2 13 13 14
Capacity utilization (percent) -0.1 -0.2 -0.3 =0.2 -0.1 0 0.2 0.4 0.6 0.8 Lo L2 L4
industrial prod (percent) 0 01 0.2 0.3 0.4 0.6 1.0 2.0 2.0 1.8 L7 1.6 LS
Autosales . ___ LTt ~-12 -1.6 2.0 ~1.8 —~1.6 ~1.8 -1.0 ~-0.8 ~0.6 —0.4 —0.3 -0.2 0
;—130 —180 —240 —220 ~200 -170 —150 -130 -110 -100 80 50 ']
H 0 -1.2 ~1.6 -~L8 -2.0 -2.2 -2.2 -2.2 ~2.0 -1.8 -L6 -L4 —-1L0
(1] ~20 -30 -34 -39 —42 -4 —46 —45 ~43 —38 -32 -22
Exports in billions of 1977 dollars -0.1 ~0.4 -0.8 11 ~1.4 —-L7 -1.9 -2.3 ~2.8 -3.2 -3.5 -39 —~4.2
§mports in biflions of 1977 doltars -0.% ~1.6 -2.9 —4.4 —63 —-120 -~20.¢ -240 -250 —255 259 254 ~-27.0
0.8 1.2 2.1 3.3 4.9 10.3 18.1 2.7 22.2 22.3 2.4 22.5 22.8
) S%uacet:a National Chamber Forecasting Center Models and Computations, Federal Energy Administration and U.S. Bureau of Mines data, *“The National Energy Plan,” DRI and Chase Econometrics modei-
ing and data.
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TABLE 14.—COMPARISON OF THE ADMINISTRATION'S ENERGY CONSERVATION PLAN AND A BALANCED CONSERVATION AND PRODUCTION APPROACH ON EACH STATE BY 1985t

Real doliar from average
consumer as—3 i N ) ' )
Energy imp t3 Inflation ¢ (percent change in Employments(thousands  Real per capita disposable
Federal (barrels per day) level of prices) of jobs) income ¢ (1977 dotliars)
Taxes, Producer — -
Admini receipts, Admini; Adminis- Adminis- Adminis-
States tration balance tration Balance tration Balance tration Balance tration Balance
Alab $302 $95 56 65 3.0 1.2 -26 5 —$267 -

Alaska_________________ . ——— 752 237 14 17 3.2 1.3 —4 8 571 1813

Arizona. __ ———— 329 104 37 43 2.4 L3 -17 3 ~438 -
Arkansas 378 119 39 46 3.3 1.3 -14 3 —473 =79
California 309 96 341 ' 398 2.1 .8 -177 64 ~357 45
Colorado . — - 296 93 38 44 2.2 .9 -23 5 -383 0
C icut. 415 75 69 80 2.7 1.1 -28 5 —298 -89
Delaware . 601 189 19 22 4.0 1.6 -5 1 =317 0
District of Columbia._____ 291 932 10 12 1.8 .8 -9 2 -429 =71
Florida - 393 104 173 202 3.1 1.2 -61 9 -336 -34
Georgia... —- 293 92 75 87 2.5 1.0 —40 7 —383 -~58
Hawaii —— 610 192 27 31 2.4 1.0 -7 1 —338 0
daho______ S, 113 15 17 3.2 1.3 ~7 1 =277 0
{Hlinois, ———— 286 90 17 199 1.9 .8 -89 19 —414 -33
giana_..___ - 310 98 88 103 2.5 L0 —43 8 -346 -~25
fowa - 297 94 43 2.1 .8 -23 5 —344 —69
Kansas_____ 342 108 39 45 2.4 1.0 -10 7 —431 43
Kentucky.. 239 75 43 50 2.2 .9 —24 6 -277 —55
________ 424 130 78 91 3.5 1.4 ~28 32 —286 312
Maine. 540 170 29 33 4.8 1.9 -9 2 —280 (1]
Maryland SR - 325 102 72 24 2.3 .9 -~33 7 —447 —45
- 474 174 147 m 3.5 1.4 -50 8 —335 —438
Michigan___ 275 87 132 154 1.9 .8 -71 12 —411 -31
Minn - 314 99 64 75 2.4 1.0 -33 6 ~340 ~43
Mi . —- 357 112 41 3.6 L5 -16 3 —424 0
Missouri__ — 2711 87 69 81 2.2 -9 —43 8 ~316 -39
Montana 8 129 15 18 3.2 1.3 -5 3 —264 265
Nebraska, 323 102 25 29 2.4 1.0 -12 2 —443 —64
da.._..._ 432 136 13 15 3.1 1.2 -—61 11 -371 -32
New Hanpshire 437 138 18 21 3.0 1.2 ~7 1 —357 -30
New Jersey. 368 116 147 171 2.5 1.0 —59 10 -359 -37
New Mexico 366 115 21 25 3.6 L3 -9 4 —257 171

New York.__._____ 352 111 336 391 2.4 1.0 -~149 20 —362

North Carolina_ 270 85 77 89 2.3 .9 —45 9 —296 ~35
North Dakota. 385 120 13 16 3.2 1.3 -5 3 -270 [
io - 220 70 130 151 1.8 7 -390 16 -—343 -17
Oklahoma.__._. 305 95 42 49 2.6 11 -21 9 -360 144
Oregon____ 300 90 34 40 2.2 .9 -19 4 ~—426 —128
Pennsylvania_______ """ 7TTTTTTTTTTTT 260 80 166 194 3.2 L3 -99 20 —332 —~47
Rhode Island. .. 308 97 17 20 3.0 L2 -9 2 ~291 -~18
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TABLE 14.—COMPARISON OF THE ADMINISTRATION'S ENERGY CONSERVATION PLAN AND A BALANCED CONSERVATION AND PRODUCTION APPROACH ON EACH STATE BY 1985 1—Continued
-

Real dollar from average
consumer & 2 £ i t3 Infiation ¢ (percent change in  Employment $(thousands Real per capita disposable
ner mprovement n { '
F]gderal Prod bfrytels%er day) level of prices) of jobs) income ¢ (1977 dollars)
Adminis: receipts, Admini Adminis- Adminis- Adminis-
States {ration balance tration Balance tration Balance tration Balance tration Balance
South Carolina 283 89 41 47 2.4 1.0 -23 4 —350 -105
South Dakota_______ 384 121 13 16 3.2 1.3 —5 1 —2%0 -15
Ten 240 76 54 64 2.3 .9 -35 7 —263 —44
Texas. 370 116 230 268 2.8 1.1 —100 45 —328 80
Utah 346 109 22 2 2.9 1.2 —10 5 —32% 163
Vermo 350 110 9 10 2.4 1.0 —4 1 ~417 —~30
Virginia 441 139 118 137 3.4 1.4 -38 8 -377 ~75
Washington 314 102 s7 67 2.1 .9 -28 5 —394 —56
West Virginia. _ 214 67 19 23 1.7 .7 -12 3 —446 0
Wisconsi 265 83 63 73 1.9 8 —38 7 —4823 —42
Wyomi 625 197 12 14 1.6 7 —4 2 —510 510
United States_ 330 105 3,600 4,200 2.4 1.0 -1,730 430 ~350 ~18
1 Details may not add to totals due to rounding.

2State and U.S. crude oil ption in 1975 d from Bureau of Mines consumption data
for diesel oil, distillate fuel oil, motor gasoline, jet fuef, kerosine, liquid petrolesm gas, and residual
tuel oil. Population data from Bureau of Economic Analysis

ADMEND ;¢ =(W*ADMFND aet)/NR1
CHMFND;c=(w*CHMFND 4ne) /NR;

I=state

. t=1985
8s=United States
'=1975
w=CC0i¢-/CCO aoer
CCO=Crude Oil Consumption
ADMFND =Real dollars taken from consumers as Federal Taxes
CHMFND=Real dollars taken from consumers as Producer Receipts
NR=Population
3 State and U.S. crude oil ption in 1974 cal
:or ldrglsel oil, distillate fuel oil, motor gasoline, jet fuel, k
uel oil.

where

d from Bureau of Mines consumption data
, liquid petrol gas, an dual

ADMEL;s =w*ADMEI g4
CHME! ie=w*CHMEI ua¢

ADME! =Energy Improvement because of the Administration’s Energy Proposals
CHMEI=Energy Improvements because of Balanced Program

where:

4 State and U.S. real income data obtained from Data Resources, Inc.
ADMCP15=r*ADMCP] gus
CHMCP1ie=r*CHMCP] gt

ADMCPI=Consumer Price Change because of Administration’s Energy Proposals
CHMCP! =Consumer Price Change b of Bal. d Prog

=(Yi1,,/Y onte-)/W
Ln;;é ncoma GLITT)

t.=1
8 State and U.S. employment data obtained from Data R
ADMEMP ;¢ =q*ADMEMP 5.0
CHMEMP ¢=q*CHMEMP 400

ADMEMP =Employ t Change b
CHMEMP =Employ Change b
q=EMP it /EMP e,
EMP =Number Employed :
¢ State and U.S. income data obtained from Data Resources, Inc. State and U.S. population data
obtained from the Bureau of Economic Analysis.

ADMYNR ¢ =2*ADMYNR oes
CHMYNR; =z*CHMYNR oas

ere:
ADMYNR=Real Per Capita Income change because of Administration’s Energy Proposals
CHMYNR = Real Per Capita Income change because of Balanced Program
2=((Yie /NR, )Y ust- [NRaat-))
NR=Population

where:

-

, Inc.

where:

of Administration’s Energy Proposals
of Bal d Program

co1



TABLE 15.- COMPARISON OF ADMINISTRATION’S AND BALANCED PROGRAM'S IMPACT ON INCOME DISTRIBUTION

[In billions of 1977 doilars]

. Total
Incomelevels_____________________________ 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990  1978-90
Lowest 5th:
Administration taxes_._ 2.7 7.8 11.4 13.0 15.0 17.6 20.2 21.8 23.4 24.5 25.6 25.6 26.5 234.2
Bal d progi receip .4 1.0 1.6 2.6 3.7 4.8 6.5 8.5 8.9 9.3 9.7 10.1 10.5 7.6
Savings... 2.3 6.8 9.8 1.6 1.3 12.8 13.3 14.5 5.9 18.5 15.1 1%.6
2d 5th:
Administration taxes.._._______________ 1.2 3.7 5.6 6.7 8.0 9.5 1.0 12.1 13.2 141 15.0 15.0 15.0 130.1
Bal d program pts____ - .2 .5 .8 1.3 1.9 2.5 3.3 4.4 4.6 4. 5.0 5.2 5.4 39.
Savings. .o Lo 3.2 4.8 5.4 6.1 7.0 1.7 1.7 9.3 10.¢ 10.2 9.6 90.2
3d 5th:
Administration taxes_________._.________ .9 2.7 4.1 5.1 6.1 7.4 8.6 9.6 10.5 11.3 12.1 12.1 12.1 102.6
Balanced program receipts..___________ .2 4 .6 1.0 1.4 19 2.5 3.3 3.5 3.6 3. 3.9 4.1 30.2
SaVingS. - oo e .7 2.3 3.5 4.1 4.7 5.5 6.1 6.3 7.0 7.7 8.3 . 8.0 72.4
4th 5th:
Administratica taxes__.__ .8 2.2 3.5 4.3 5.2 6.2 7.2 8.0 8.8 9.5 10.2 10.2 10.2 85.9
Balanced program receipts .3 .5 .8 1.2 15 2.1 2.7 2.8 3.0 3.1 3.2 33 24.6
REVIE T S .7 L9 3.0 3.5 4.0 4.7 5.1 5.3 6.0 7.1 7.0 6.9 61.3
Highest Sth:
Administration taxes. .. .5 1.6 2.5 31 3.6 4.4 5.1 5.7 6.2 6.7 7.1 7.1 7.1 60.7
Balanced program receipts__.__.________ 1 .2 4 .6 .8 1.1 1.4 L9 2.0 2.0 2.1 2.2 2.3 17.1
Savings. oo 4 1.4 2.1 2.5 2.8 3.3 3.7 3.8 4.2 47 5.0 4.9 43.6
Total: .
Administration taxes.._________________ 6.0 18.0 27.0 32.0 38.0 45.0 52.0 51.0 62.0 66.0 70.0 70.0 70.0 613.5
Balanced progam receipts..___________ 10 2.5 3.9 6.4 8.9 1.8 15.8 20.7 217 22.7 23 24.6 25.6 189.4
Savings..... B 5.5 23.1 25.6 29.1 33.2 46.2 .3 40.3 43.3 . 4 4.4 424.1

Source: National Chamber Forecasting Center,

€01
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Senator Hasgerr., The hearing is now adjourned. The record will
stay open for a period of 2 weeks for any additional remarks.

[Thereupon, at 12:25 p.m. the hearings in the above-entitled matter
were recessed, to reconvene at the call of the Chair.]



RECYCLING ENERGY TAX REVENUES

MONDAY, JUNE 27, 1877

U.S. SENATE,
SUBCOMMITTEE ON ADMINISTRATION OF THE
INTERNAL REVENUE CopE oF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:40 a.m. in room
2231, Dirksen Senate Office Building, HHon. Floyd K. Haskell (chair-
man of the subcommittee) presiding.

Present : Senator Haskeﬁ.

Senator HaskeLr, The hearing of the Subcommittee on Adminis-
tration of the Internal Revenue Code will commence.

This morning we continue the hearings on administrative problems
involving recyeling energy tax revennes.

On June 6 we heard from a group of distinguished economists
who gave us their suggestions on how we could best moderate the eco-
nomic disruption which might occur with increased energy taxes.

As I indicated at our initial hearing. higher energy prices to solve
our energy problem may be inevitable. The highest priority, however,
will be to soften the impact of this burden on individual citizens.

I have invited this morning witnesses to assist us in formulating an
administratively sound system. I am delighted to welcome, as the first
witness, Hon. Donald C. Alexander, former Commissioner of Internal
Revenue.

Mr. ALexaNper. Thank you, Mr. Chairman I am pleased to be here.

I would like to request that my prepared statement be inserted in
the record.

Sox:lator Haskerr., It will be inserted and reproduced in full in the
record.

STATEMENT OF DONALD C. ALEXANDER, FORMER COMMISSIONER,
INTERNAL REVENUE SERVICE

Mr. ALexaxper. Thank you, Mr. Chairman.

I am now in private practice in New York, but I served as Com-
missioner of Internal Revenue for 3 years, 9 months, and 2 days.
While serving as Commissioner, Mr. Chairman, one of the objectives
which I pushed, with a minimum of success, was to try to confine the
activities of the Internal Revenue Service to administering and en-
forcing the tax laws. That is a vast job, and a very difficult one, and
it, alone, would strain the resources of any agency, however effective.

I think the Internal Revenue Service does a fine job under very dif-
ficult circumstances, and I think it will likely continue to do so.

(107)
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But making the tax system and tax administration serve as a catch-
all, as the solution of first resort, for every social and economic prob-
lem that arises, strains the system. ‘

My initial suggestion is that the Congress look carefully at each
element in the energy tax program to see whether something called
a tax is actually a prohibitory or regulatory charge. If the latter, per-
haps it could be administered better by the agency having primary
regulatory responsibilities. .

Many of these taxes in the energy program as proposed by the ad-
ministration have genuine claims to characterization as taxes, They
have a broad base affecting a large number of people, and resemble
selective excise taxes of which our tax system had a large number
prior to the 1965 act that repealed most of them.

Commissioner Kurtz will appear Lefore you later this morning and
discuss with you the problems of administering the energy rebate

roposal as he sees it. The rebate proposal is the primary matter that
}I) would like to discuss with you this morning. The administration
proposed that there be a rebate on a per capita basis, a refundable tax
credit in a fixed amount, and that corresponding payments be made
through the social security system, supplemental security income,
railroad retirement benefit programs and aid to families with depend-
ent children; and finally a rebate to individuals not involved in any
of the above classes.

The House made some adjustments to this proposal, at least tenta-
tively. I believe that these adjustments would result in a rebate pro-

ram that would be easier to administer. It would not be as precise
n delivering a rebate to cach individual, perhaps, as the program ori-
ginally proposed, but it would likely result in less duplicative payments
than the administration’s proposal.

Under the administration’s proposal, the Internal Revenue Service
would apparently be fully responsible for all rebates made through the
tax system, but other agencies, both Federal and State would have the
primary responsibility for the delivery of rebates to those in the tax
system.

? Commissioner Kurtz’ statement points out that the Internal Revenue
Service has coped with a rebate before. It coped fairly easily with it,
more easily than we expected at the time that the rebate was enacted.
Other agencies assisted. :

There was, I think, some double dipping, but not as much, perhaps,
as might be predicted. That was a one-time rebate, however, a rebate
made through the tax system to people in the tax system, The Service
also has had to cope with another form of rebate, one that more
closely resembles the rebate proposed in the administration’s energy
program, and that is the earned income credit.

That was a broad-based refundable credit payable not only to tax-
payers, but also to those who made no tax payments, with rather
broad specifications to the entitlement of the credit. This was enacted
in the Tax Reduction Act of 1975 and has been continued since.

In effect, it is a form of negative income tax. .

In my prepared statement, pages 4 and 5, I discuss the problems that
the Service had in the first year of the imposition of, or allowance of,
the earned income credit through June 30, 1976, the Service gener-
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ated about 6 million of these earned income credits, but less than
400,000 were of the new group, the group without tax liability, but
entitled to claim an earned income credit.

This was a far smaller figure than predicted, Some predictions on
the bill were that there would be 4 million in this group. There was
another problem—not only those who refused to steE forward or who
did not step forward deliberately or inadvertently, but those who did
not understand what was made available for them.

The number of returns with mathematical error increased very sub-
stantially, and this increase was primarily attributable, not to those
who made errors in their favor, but to those who made errors against
themselves. Theve were almost 4 million returns in the 1975 filing
year containing errors against the taxpayer. These errors aggregatec

~to-over $300 million. Those errors were caught and corrected at the
Internal Revenue Service’s data processing center.

T do not know what the current facts are, whether more of those not
in the tax system have stepped forward to claim the earned income
credit by joining the Internal Revenue Service rolls and whether, as I
hope, there are fewer errors in the returns of those who have claimed
the credit.

I do not want to suggest that all 4 million of these returns in error
against the taxpayer are attributable to the earned income credit.
Surely not all, but a substantial number.

This is the problem of underclaim. The Internal Revenue Service
is perhaps not the best delivery system of payments to the taxpayers
or to nontaxpayers.

There is another problem, the problem addressed by certain of the
economists who testified on June 6, that of duplicate payments, making
sure that people do not claim too much or too often, The Finance Com-
mittes focused on this problem when it was considering the proposed,
but dropped, $50 rebate that was supposed to be part of the tax re-
duction and simplification bill of 1977. It called, upon other things,
for computer matches by the agencies given the responsibility for
administering the rebate, with one exception. Those were payments
to those entitled to aid to families with dependent children but not
entitled to other payments.

Double dipping is a serious problem, a problem that cannot be en-
tirely cured. The Internal Revénue Service has grappled with this
problem in the positive tax system and the problem has not been
solved, despite efforts to match, efforts to find out who is making dupli-
cate claims or improper claims, and why.

But the problem can be reduced if the number and categories of
those entitled to rebate should be limited along the lines, perhaps, of
the action tentatively taken by the Ways and Means Committee; and if
the Internal Revenue Service is called upon to make rebates to only
those on the tax rolls, including those on the tax rolls becanse of their
entitlement to, and claim for, the earned income credit.

The agency having primary responsibility for the delivery of a pay-
ment, a transfer payment, from the Federal Government to a particu-
lar person should, I suggest, have primary responsibility for the deliv-
ery of the proposed energy rebate to that person. And the agencies
that are given this responsibility, Federal and State, should do their

03-105—77——8
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reasonable best to match tapes, to try to have compatible, rather than
incompatible lists, including social security numbers; and to try to take
other actions reasonably calculated to limit multiple payments, even
at the cost of some delay. )

Trying to curtail duplicate payments will be costly. )

Budgetary problems; the Internal Revenue Service, as I mentioned,
has a very large job to do. I always felt that the resources made avail-
able to the Service to do it were not fully adequate to deliver the kind
of tax administration that the public deserves. i )

If an additional responsibility is placed on the Service, particu-
larly if the Service is under tight time constraints, then the Service
will have further costs to be met out of the resources available to it.
Unless these costs are offset by additional budgetary allowances, our
tax system will suffer. _ )

Finally, in reviewing the proposals and suggestions made at the
June 6 hearing, I noted one of the witnesses expressed considerable
concern about another aspect of the so-called double dipping, and that
is whether those receiving indexed benefits———

Senator Haskrrr, What is that, sir?

Mr. Arexa~per. Indexed benefits, benefits which are indexed to the
CPI, Consumer Price Index, such as social security and supplemental
security income, might be compensated already through the operation
of that index for the additional costs attributable to the energy pro-
gram as recommended by the administration, and therefore might re-
ceive too much if given a rebate, particularly a rebate of the same size
as that given someone who does not receive such indexed payments.

A problem with that {)roposition, as I see it, is that benefits increase,
if I recall correctly, only if the aggregate Consumer Price Index for
a particular quarter has increased by 3 percent or more, or over the
CPT for the quarter being measured.

The energy costs which would be increased by the administration’s
proposal are a part, but only a part, of the aggregate that enters into
the CPI, and I believe that is about 400 items in all. And the increased
energy costs to someone receiving indexed benefits is not necessarily
reflected in an increase of 3 percent in the Consumer Price Index and,
therefore, an increase in benefits.

There will likely be some relationship, but the effect will not be
automatie.

A suggestion that it is automatic appears to me, at least, o not be
completely in accordance with the operation of the index, as T under-
stand it. T believe that the Congressional Budeet Office has examined
the effect of the administration’s energy program. including the effect
of the rebate and concluded thet the effect would likely be an increase
in the index of far less than the 3 percent required to trigger an in-
crease in benefits.

Another suggestion is that the rebates, being a pavback of a direct
tax, should be applied in a reduction of State salds and property taxes.
Of course, sales and property taxes are also direct taxes,

Apart from this joint attribute of the encrgy and State sales and
DProperty taxes, I would suggest that this proposition, although having
some basis in theory, is impractical and unworkable, and I hope that
1t is not adopted. A few States, of course, do not have sales taxes. I
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think all the States have property taxes, but the property tax in New
York State is determined as far down as the township level. Property
taxes, of course, are a multiple of a rate and a base, and property taxes
in Ohio are determined years in advance of their collection.

It would be unrealistic, indeed, to assume that all the jurisdictions
having the authority to impose property taxes would a\.xtomatlca.ll])“y
act to reduce their property taxes immediately by en amount whic
would be equivalent to the increased cost to the particular class or

category of people subject to the energy program.
That completes what I have to say, Mr. Chairman. I would be glad

to try to answer any questions,

Senator Hasxerr, Thank yvou, Mr, Alexander, for a very thoughtful
discussion of the problem. Let me go back to be sure that I understand
the essence of what you said. .

I gather from an administrative viewpoint, so long as the Service
has a return form, whether it be a claim for earned income credit or
otherwise, probably there is no difliculty in getting whatever rebate
is determined to be back to the people. However, if the Service does
not have the form, such as in the welfare programs, administrative

problems will arise,
Basically, is that vour thought?

Mr. Arexanper. Yes.
Senator Haskerr. Was it your further thought that possibly such

agency as may be administering, let us say the welfare program, should
be responsible for getting the refund to those people?

Mr, Avexanper, Yes,

Senator Haskerr, How are we going to prevent double dipping?
Would there be a possibility of an agency sending their counter tapes
to the IRS to compare them with the computer tapes maintained by
the IRS listing those who have already received a refund? Is this the
technique which you would use?

Mr. ALexanper. In the Federal system, the problem can be handled
to some extent along the lines suggested in the Finance Committee's
first report on the 1977 act, by requiring matches of computer tapes
and, of course, by eliminating what otherwise would be considerable
impediment to such matches through amending the disclosure provi-
sion of the Internal Revenue Code, section 6103. Dependents cause
problems, however. )

. When one turns to the State level, I think the situation is con-
siderably more difficult. The Internai Revenue Service can respond,
and respond in writing at a later time, to a question of compatibility
or lack of compatibility of the identification systems used by all of the
agencies, Federal and State, having responsibilities to make transfer
payments and those of the Internal Revenue Service,

Looking at the problem from the standpoint of what the agencies
should do, the agencies should do their reasonable best to develop, if
they do not have them, compatible systems and match the systex’ns.
They should also require the applicant for a rebate to submit data,
in a form that does not add measurably to the already great paper-
work burden, but data sufficient to show the applicant’s entitlement
to the rebate claim, particularly if the applicant is claiming a rebate
based not only on his or her situation, but also a rebate for others, such
as dependents supported by that applicant, ’
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There should be some effort at verification of the data submitted,
articularly if the rebate program is to be a continuing one and, as
ﬁas been suggested by some, 1t will increase rather than decrease in
size.
Senator Hasgrrr, Still on the same subject, but relating this only
to the Internal Revenue Service—assuming that we did ask these other
affected agencies to do the job of getting the money back to their peo-
le, could you give us a guess—1I realize, Mr. Alexander, that it would
just have to be an educated guess—as to-what percentage of every
encrgy dollar goes back to the people. By “energy” dollars, I mean
dollars coming 1n from the wellhead tax, dollars comin% in for the use
of gases, boiler fuel, under the administration’s proposal ?
What percentage of each dollar collected, do you think, would go to
the cost of administering the rebates to individuals? I realize this will
also have to be an educated guess. I consider this to be very important
in this whole proposal of the administration.

Mr. AnexanpEr. Perhaps about one-half of 1 percent. Looking at
the problem solely from the viewpoint of the Internal Revenue Serv-
ice, the Internal Revenue Service, this last fiscal year, collected $302.5
billion at a cost of a little over $1.6 billion, a rate of 56 cents per $100.
If the rebate is made a fairly simple one, and one compatible with the
information now in, or to be in, the data banks of the Service, then the
cost of administering the rebate on the part of the Internal Revenue
Service, if the Internal Revenue Service’s duties are limited to making
rebates to those in the tax system, the earned income credit recipients
and taxpayers generally, should be not any greater on an incremental
basis, as I sce it, then the average cost. If anything, it would be less.

" Senator Haskrrr. That is not too significant, and that is good news.

To my great surprise at the June 6 hearing, there seemed to be a
fair degree of unanimity that the per capita rebate was probably fair,
if anything seemed to favor those with less income. I must say this
came as a surprise to me, but there scemed to be unanimity.

Suppose that Congress should limit the rebate to people having ad-
justed gross incomes, let us say, of $15,000. Would this create admin-
istrative problems to the Internal Revenue Service?

Mr. ALexanper. I the rebate were limited to people with adjusted
incomes of $15,000 and up, or down ¢

Senator Haskerr. $15,000 down.

Mr. ALEXANDER. So that would be a phaseout of $15,000¢

Senator IasgELL. Yes. -

Mr. Arexaxper. The Service could administer that just as the Serv-
ice administers now a phaseout of the earned income credit at $8.000
and could have administered a phaseout of the $50 rebate, such as
suggested in the 1977 act at a somewhat higher level than $15,000.

The adjusted gross income figure would be in the system. The prob-
lem, I would suggest, is one of fairness. The $15,000 adjusted gross
income taxpayer may be bearing a disproportionate share of the cost
of the energy program. Without some relief from that cost, there would
be a greater transfer than is now in our system toward those less fortu-
nate than that $15,000 taxpayer.

They do not consider themselves particularly fortunate if they are
trying to educate their children, and one might wonder whether the
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rebate system which, if made on a straight per capita basis, would
rather clearly favor the poor as contrasted to the lower middle income,
middle income and upper income taxpayers.

It might, as suggested by at least one of the witnesses, be made pro-
portionate, or progressive to some extent to remedy what would other-
wise be a transfer of additional funds from one class of adjusted gross
income people to another within the energy program.

Senator Haskerr. I realize some of the policy implications. Let me
ask you this.

One gentleman at the June 6 hearing was Professor Hall who
made the suggestion that the rebate could be in the form, really, of
food stamps—I think he called them “necessity stamps.” The basis
would be energy coupons. This might he less inflationary.

I wondered 1f you had any comment on that, and also at the same
time, if you would comment on the administrative problems, if any,
presented by such a proposal?

Mr. Arexanper. I am not an expert on food stamps but I do recall
something about coupons for energy, gasoline. back in World War II
and even when we had a real war, not the moral equivalent of war, the
system did not work very well, particularly close to Army posts.

I think there were probably more fake gasoline coupons circulating
around and about Camp Chaffee, Ark.. and Fort Campbell, Ky.,
than real ones. I would be quite troubled about how this proposition

would work after the system was in effect for a time.
Maybe my trouble is based on recollection of things past that do not

have any current validity. T am skeptical.
Senator HaskeLr, Leopards do not change their spots, do they ¢
Mr. ALEXANDER, Some of the leopards are still around.
Senator Haskerr. Thank you, Mr. Alexander. You, as always, have

made a cogent, brief, to-the-point presentation. Thank you, sir.
[The prepared statement of Mr. Alexander follows:]

‘STATEMENT OF DoNALD C. ALEXANDER, OLWINE, CONNELLY, CHASE, O’'DONNELL &
WEYHER, NEW YORK AND WASHINGTON

My name is Donald C. Alexander and I am a partner in the New York and
‘Washington law firm of Olwine, Connelly, Chase, O'Donnell & Weyher, I am
appearing at the invitation to the subcommittee to discuss issues of tax admin-
istration involved in the energy tax proposals now before the Congress, in par-
ticular the proposed system of rebates. I am here solely in my personal capacity,
not on behalf of any client of my law firm or my government agency.

When I was Commissioner of Internal Revenue, I tried to keep the Internal
Revenue Service out of matters that did not involve tax administration. Admin-
istering and enforcing the tax laws of the United States, a job of vast dimen-
sions, strains the ability and resources of the Internal Revenue Service, how-
ever efficient it strives to be. In view of the importance of the tax system to
the United States and the need for equitable and effective tax administration,
I hope that Congress will be slow to impose additional burdens upon our tax
system and the agency which administérs it.

This is not to say that the Internal Revenue Service lacks the capability to
perform regulatory functions in areas directly related to taxes, particularly
where there is long-standing historical precedent. Examples are administration
of the regulatory tax rules applicable to exempt organizations and retirement
plans. What I am talking about can be illustrated by the tax formerly imposed
on white phosphorous matches. This tax and others like it were taxes in name
only; they were not imposed for any revenue purpose but instead to prohibit
the production of the taxed products. h
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Therefore, I suggest that the various proposals for the imposition of energy
charges be examined to see whether they are more in the nature of regulatory
or prohibitory charges than true taxes. If a proposed imposition has a broad
base, a widespread effect and is measured like an income, sales or exc_lse tax, it
might well be called a tax and its administration assigned primarily to the
agency having tax responsibilities. If, on the other hand, it has narrow effect, is

ed as to equal or approxi-

subject to specialized hmitations and is so measur
t a regulatory or prohibitory charge in-

mate the value purportedly taxed, is i
stead of a tax? If so, should its administration be assigned primarily to the
agency having the basic regulatory responsibilities? In situations where this

suggestion is adopted, presumably the obligation to rebate any portion of the
regulatory charge would also be administered by the regulatory agency.

I am not optimistic about the adoption of the above suggestion. For long the
tax system has been viewed by many as a primary means of achieving various
economic and social goals, and, moreover, the principal energy charges carry a
legitimate claim to characterization as taxes. If solution to the energy problem
involves the collection of large amounts of revenue imposed for the purpose of
increasing the cost of certain activities or products or of preventing windfalls,
the next question is what should be done, and how it should be done, with the
revenues thus collected. In this statement my purpose is not to debate the issue
whether these funds, or part of them, should be rebated or whether they should
be retained and used for various worthwhile purposes, such as mass transit or
research into advanced energy technologies. Instead, I will discuss administra-
tive problems in making rebates of the type and volume under consideration.

The administration has proposed that rebates be made on a per capita basis,
with a refundable tax credit in a fixed amount for each taxpayer and dependent
and with corresponding payments to be made to recipients of social security pay-
ments, supplemental security income, railroad retirement benefits, aid to families
with dependent children and individuals not included in any of the other classes.
The Internal Revenue Service would apparently be responsible for all rebates
made through the tax system, but the Social Security Administration and State
agencies would have a primary responsibility for rebates made outside the tax
system. For the reasons discussed below, I think it important that the Internal
Revenue Service not be made responsible for the delivery of rebates to those
who are not in the tax system.

The Internal Revenue Service has recently attempted to cope with a broad-
based refundable credit, payable not only to taxpayers but also to individuals
who did not contriimite to the tax system. The Tax Reduction Act of 1975 con-
tained an earned income credit, in effect a negative income tax. Through June 30,
1976. the Service generated approximately 6 million of these earned income credits
applicable to the year 1975, but despite extensive publicity less than 400,000
individvals without tax liability filed to claim their credits. This number was
far smaller than expected. Also, the number of returns with mathematical errors
increased-by about 3 million over the number of such returns in the preceding
year, and two-thirds of this increase represented erroneous overpayments by tax-
payers. Correction by the Service produced decreases in liability or increases in
refunds, primarily attributable to the earned income credit, on almost 4 million
returns aggregating over $300 million.

This experience indicates that those not on the tax rolls, or those on the tax
rolls but baffled by the complexity of the return, frequently do not claim henefits
in the form of special credits or rebates provided fer them through the tax
system. Some reject benefits, conditioned, as they see it, upon their joining the
IRS mailing list, If one is trying to make sure that all people obtain the re-
bates and credits intended for them, one might be well-advised not to use the
IRS as the transmittal agent. -

Another problem is trying to make sure that people don’t claim too much—
that they don't “double dip”. In its consideration of the proposed (and aban-
doned) $50 rebate which was to have been a part of the Tax Reduction and
Simplification Act of 1977. the Senate Finance Committee expressed deep con-
cern about the problem of double payments and tried to reduce such payments
by providing for the matching of tapes among the Internal Revenue Service, the
Social Security Administration and the Veterans Association. One can reason-
ably expect that a program calling for an annual rebate rather than a one-time
rebate will result in exacerbated problems of double (or more) claims for

payments, parvticularly if each payment is sizable.
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It is unrealistic to expect that the problem of multiple payments can be
eliminated entirey. Neverthelsss, multiple payments should be reduced and the
delivery process improved if the following suggestions are adopted:

1. The number and categories of those entitled to rebates should be limited.
Payments should be made only to adults, particularly if the payment is outside
the tax system, The Ways and Means Committee has tentatively adopted this
approach. Adjustments could be made in the size of the rebate, if deemed neces-
sary to compensate for any decreases in the aggregate payment otherwise re-
ceivable by a family group drawing AFDC benefits, for example.

2. The Internal Revenue Service should be called on to make rebates only to
those on the tax rolls, incuding recipients of the earned income crdit.

3. The agency, Federal, or State, having a primary relationship with, and
responsibility for dealing with, a particular class of rebate recipients should be
responsible for making rebates to such persons.

4. Agencles assigned responsibilities to make rebate payments should match
tapes and take other actions reasonably calculated to prevent multiple payments,
even if such actions delay rebates and increase administrative costs somewhat.

Budgetary considerations should not be overlooked. If substantial unfunded
responsibilities, such as administering energy taxes and rebates, are imposed
on the Internal Revenue Service, it can meet these responsibilities only at the
expense of tax administration generally. The Service needs to do more, not less,
to make our tax system work more equitably and effectively. It needs to give the
millions of Americans who comply with the system the assurance that those
who don't comply will be called on to do so. Any imposition of additional burdens
should be matched by the assignment of additional resources necessary to meet
these burdens. Other agencies have similar needs.

Finally, I have read the constructive papers submitted to this subcommittee
at its hearing on June 6. Mr. Rudolph Penner's statement points out the desir-
ability of a somewhat progressive rebate structure and discusses the tax squeeze
now imposed on the middle class. I hope that his comments and those of others
will be caretully considered and that the net effect of the energy proposals will
not be a further increase in the heavy tax burden borne by the middle class.

Senator HAskELL. Our next witness is Daniel G. Smith. president:
National Federation of Tax Administrators and also the Adminis-
trator of the Income, Sales, Inheritance and Excise Taxes, State of

Wisconsin.
I understand you are accompanied by Mr. Robert Milbourne, direc-

tor of Rescarch and Tax Policy Analysis of Wisconsin.
It is a pleasure to have you.

STATEMENT OF DANIEL G. SMITH, PRESIDENT, NATIONAL FEDERA-
TION OF TAX ADMINISTRATORS AND ADMINISTRATOR, INCOME,
SALES, INHERITANCE AND EXCISE TAXES, STATE OF WISCONSIN;;
ACCOMPANIED BY ROBERT MILBOURNE, DIRECTOR OF RESEARCH
AND TAX POLICY ANALYSIS, WISCONSIN DEPARTMENT OF

REVENUE

Mr. Sarrra. Thank vou, Mr. Chairman. Unlike Former Commis-
sioner Alexander, we do not, unfortunately, have a paper to submit.
You may wish to turn your attention some day to the delivery of the
mail from the east coast to the Midwest. We just got your letter on
Friday afternoon, although we have been in contact with members
of the staff about the general content and some of the specific items
requested that we review. We did not have time to prepare for it.

, in my brief time before you, will wear two hats, one as repre-
sentative of State tax administrators of the various States, and also
as representative of the State of Wisconsin. My colleague, Mr. Mil-
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bourne, will speak more directly of events occurring in Wisconsin and
other States. )

We have no official position on the Carter administration’s energy
package other than to acknowledge that there is such a need for the
considerations that you are addressing yourselves to today. My part
of the testimony is to respond to those proposed methods dealing with
recycling energy tax revenues with special interest in the two alterna-
tives that were presented to you on the 6th of June, those being that
of Mr. Okun and Mr. Xlein, one dealing with the recycling through
a State sales tax; the other, a redistribution through a property tax
system that would involve the measures that are levied by the local
units of government.

Mr. Milbourne, following my testimony, will share with you some
of the experiences that States have had in this matter of distributing
revenues to local governments.

The States have been perhaps a little bit more expansive in their
innovations than the Federal Government in these certain arcas.

Now, onto the first thing I would like to touch on, perhaps con-
centrate on, the proposal that has been made to the committee that
some inflation neutralizing system would modify State sales taxes.
As I understand that system, very briefly for review, the States would
be given the option, on a 1-year contract basis, of receiving something
like a $50 per capita credit ard in exchange for 1'eceif)t of federally
directed moneys, would agree to modify in an equal amount their
sales tax collections.

This would be based upon some good-faith arrangement between
Governors and mayors not to increase those taxes during a period of
1 year. Then, as the taxes come in from the various energy tax sources,
the wellhead equalization tax, gasoline tax, industrial uses tax, and
'so forth, there would be a renegotiation with the States or the local
units of government to further modify their sales tax bases or the sales
tax rates,

One of the things that I think was stressed by the principal author
of that proposal is the need for a contemporary basis of getting this
money back, with a counterinflationary effect, to the various commu-
nities across the land. I have several cautions and objections to the
proposal that have been made by the author of this sales tax proposal.

Theroe are five States—Alaska, Montana, Oregon, Delaware, and
New Hampshire—which do not have sales taxes. He sort of brushes
this aside and says you can use some other mechanism in these States.

It this program were instituted and you take a look at the taxes
that are in effect in those particular States, they would only have sev-
eral places to go—their own income tax, which all but one of those
States has, or you would turn to other excise taxes, such as the taxes
on cigarettes, liquor, or on gasoline.

I.am not so sure that this kind of per capita credit that would be
funneled back to the States would have an equal effect, say in Alaska,
if it weve used to abate*gasoline or cigarette taxes there, as it would in
Wisconsin or New York or Colorado to abate or ameliorate the effect
of §]nlos taxes, That is a problem I do not think can be brushed aside
easily.

There are differences in bases and rates. In our State, for example,
we do not impose a sales tax on groceries, which takes a great deal of
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the regressiveness out of the sales tax. In other States, in many other
States, there is a tax on groceries.

In our State, our rate 1s 4 percent. In California, there is a combined
rate of 5 percent. In certain States in the East, it is as high as 7 percent
and there are different bases subject to tax.

A further complicating factor in administering such a system is
that there are a number of States that have a local option or a locally
mandated tax—in California, it is known as the Bradley-Burns Act,
which adds a percentage point to the effective State rate. Around the
San Francisco Bay area, they have the Bay Area Rapid Transit tax
for certain counties there where there is an additional Ealf percentage
point in the rate. X

In New York State there is a local option tax at different rates and
on different bases. Automobile tires, for example, may be a tax subject
to sales tax in Binghamton—1I use this as a hypothetical example—and
may not be in Albany or New York City.

And the rates that are imposed locally within New York—and
Alabama has a similar system—are not uniform, This would further
complicate any sort of distribution back to the States and localities.
This will have to be taken into consideration.

By way of example, I figured the following on the plane coming
in last night. If a recommended $50 per capita credit would go to
Wisconsin, with a 4-percent sales tax, that would mean, we would
wind up with a sales tax rate of 2.44 percent.

Now, clerks in retail establishments have a heck of a time handling
4 percent, I do not know what they would do with this odd percent.
To modify this,"you would have to make that sort of an adjustment.
Then you would go to the legislature and say you want to get it up to 3
percent, but live up to a commitment to lower the taxes.

Senator Iasxern. Think what this will do for sales of pocket
calculators.

Mr. Smrri, It could have a beneficial effect there, Senator.

What you would then have to do is to raise it to the next highest full
point. You would go to the legislature and say, OK, here is the
plethora of the items that we now tax. To meet our commitment we
made to the Federal Government that we are going to reduce our sales
taxes, we will go to 3 percent tax, but we now need about another
half-point. That we will offer up in the way of exemptions to the
business community, the farming community, and so forth. The public
interest groups would argue vociferously for their own pet projects.
I do not think State legislatures would welcome the opportunity to
react to these entreaties.

The other matter is the technical detail, Many States, ours is one of
them, we are on a biennial budget. I guess fully half the States must be
budgeted on a biennial basig, so it would be very difficult for us to
negotiate a quid pro quo proposition with the Federal Government on
a yearly basis in this matter.,

My, Chairman. I would recommend reference to a recent issue of the
U.S. Department of Commerce/Bureau of Census preliminary report
on State tax revenues. It shows for the quarter ending March 1977
State sales tax collections for that quarter for a number of States,
being 42 in number, with the quarter that ended March 1976. With very
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few exceptions, the increases shown over the prior year period run
from 15 to 16 percent. .

In a State T])fke Wisconsin, we collect roughly $600 million in sales
tax. Inflation has had an effect on our sales tax collections. Additional
moneys are coming in to the State treasuries. And, if a Governor of our
State. or a Governor of another State asks a tax administrator, what do
you think of this proposition that we accept from the Federal Govern-
ment this flat amount, I think he would be remiss if he did not say,
Governor, one of the things you may be giving up is this 10- to 15- to
16-percent growth rate that the State has been experiencing in addi-
tional State revenues, badly needed revenues. )

I do not think that Mr. Okun’s proposal addresses itself to that
problem. I do not think it would be politically desirable, or realistic.

Senator Hasxerr. Let me ask you this. Is there any particular option
that you feel would be viable where the State tax system would be used
to recycle energy revenues?

Is there any system at all that occurs to you? N

Mr. Syrra. May I defer to Mr. Milbourne? Ie will give youa soine
ideas in this area,

I will not spend much time-——there is one other issue I would like to
address, and Donald Alexander has already talked about it. This is the
proposal to somehow ameliorate or modify property tax burdens.

As you know, one of the major criticisms of property taxes is their
uneven administration and uneven use of that kind of revenues across
the country. We can attempt to do something with those at the State
level because State revenue departments have some power of manage-
ment over the local oflicials with respect to the assessment of property.
I am not so sure you are going to get the Federal Government, through
the States down to local units of Government, being sure that you are
making distributions on an equalized basis. That would be a horren-
dously diffienlt and unmanageable thing to achieve.

One thing that Mr. Okun did point out, there has to be sort of a
contemporary payback, This is one of the (iisadvantages of using the
property tax system for recycling Federal energy taxes, Usually there
is a date chosen when we value property. Between then and the time
tax bills are mailed, all kinds of things happen at the local level. You
would funnel back today’s dollars for tomorrow’s needs. Sometimes
there are long timelags, which I think can depress the effects of any
such rebate system on the inflationary impact of Federal taxes
proposed.

In conclusion, T would think that any kind of system for recycling
energy taxes has to be one that is simple. The tax system is already
much too complex. People do not understand. They have difficulty
complying with it. It has to be efficient and cannot have substantial
burdens in administration. And it needs to be equitable.

Thank vou. )

Senator HaskrLL. Thank you very much, Mr. Smith. I would like to
hear from you, Mr. Milbourne.

Mr. Mirrour~E. Thank you, Mr. Chairman.

I would like to talk about some options that you might wish to con-
sider and some options that I think are now working in the various
States that have some hope for this type of a redistribution of Federal
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money or State monev. In our case, of course, our experience has been
mainly with State-collected revenue and returning that money to the
locn1 units of Government or individuals directly.

The various States have had a great deal of experience since the
mid-60’s or so when some new, innovative ideas have popped up in the
various States to try to return money, either directly to taxpayers or
to local units of government to offset income taxes or property taxes.
The one best example, of course, is the so-called circuit breaker which
was pioneered in Wisconsin in 1964 and has been picked up by 25 other
States since that time. :

There really are—

Senator Haskerw. I heard the word “circuit breaker.” T hate to con-
fess my ignorance. Tell me, what is this circuit breaker concept that
evervbody talks about.

My, Misourye. The circuit breaker concept is one that takes a look
at two different types of taxes—in our case and most other cases, it’s
income tax and the property tax. Through the income tax system we
provide a circuit breaker to rising property taxes by doing something
like this, If a property-tax payer has a property tax bill of a certain
amount of money and an income of a certain amount, we will provide
some percentage relief against that person’s property taxes by the
Income tax.

For example, in our State, we now have a program that allows re-
cipients to about $10,000 of Wisconsin's definition of income, a little
broader than the Federal definition, and allows property taxes up to
$900 to be credited to the taxpayer.

He fills out a little part of our form and he writes down his property
taxes, as long as they do not exceed $900, and then looks at a schedule
which we compute for him and according to his income he is given a
certain percentage cut against that property tax amount.

The reason it is called the cireuit breaker, the effect of it, or intention
of it, is to offset increasing property tax rates, and they are inversely
related, so you get a progressive credit at the end that helps lower
income people rather than higher income people.

The circuit breaker has gone a great distance since the mid-60’s, In
the Wisconsin Legislature this session, we have gone a major step in
overcoming what had been some complaints about the circuit breaker,
that they do not direct enough money to the right people; middle-
income people, for example, have traditionally been left out of these
programs because the States could not afford such an expensive pro-
gram to get to higher and middle income people, so it is basically lower
income people.

The elements of the current circuit breaker in Wisconsin which I
think is going to be as catchy a program as the original program was
in 1964, is one, it gets after nonfilers to allowing people who would
otherwise not have to fill out a tax return, What we call in our State,
our circuit breaker is called a homestead program. They are permitted
to fill out & homestead return in lieu of an individual income tax return.

Out of approximately 200,000 recipients in our State, there may be,
out of a total 200,000 homestead recipients we have, approximately
one-half of them are nonfilers. That goes a long way towards getting
at the nonfiler problem, of course, and gives tax relief to many low
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income people you do not get out through the normal income tax
system, because they do not file in the first place,

The second thing about the circuit breaker accounts that is helpful,
it gets at both homeowners and renters, We compute in our circuit
breaker program a percentage of rent that constitutes property taxes,
in our case, 25 percent of rent will constitute property taxes, and we
use that number instead of the property tax number that we use for
homeowners, It gets at not only homeowners, but renters.

The good thing is that it now has a family-sized factor which we
have been hoping for in our State for a long time and finally our legis-
lature has enacted one in this session where you permit additional
credit as family size increases to the size of four members, We do not
provide additional relief after the family is four members or larger,

ut up to four members there 1s an additional factor in the formula
that allows families that have one. two, three dependents to get addi-
tional credit, so the size of the family is taken into consideration, It
is a refundable credit. The people who do not have a tax liability in
the first place will continue to get the credit.

The program has been expanded in a new area in the case of farm
tax relief. Many mid-Western States, I would think, and other West-
ern States, the problem of rising property tax for farmers have been
a very concern of State legislators.

_In our case, it has been addressed with a new circuit breaker. some
of the elements of which T would like to see in our own circuit hreaker
program. The way this one works—there is a threshold by which you
become eligible for the program. That threshold increases as your in-
come increases, The richer you are, the more tax effort you have to put
out to become eligible for the program. k

At the bottom end, if 3 percent of your income goes towards property
taxes, you become eligible for the program. s your income rises, a
higher percent of that income is required to go to property taxes be-
fore you are eligible.

A person over $20,000 in our State must have 10 percent of his in-
come going towards property taxes before they are eligible. Once you
meet the threshold. there is another factor in the formula that says
we will provide relief on the excessive property taxes that you have
over the threshold in a progressive fashion. Lower income people re-
ceive, for example, an 80 percent tax credit on anything exceeding
i? }])]ercent going to property taxes. .\s income rises, that percentage will
fall.
The amount of credit will be 60 percent or 50 percent at the higher

income levels.
Senator Haskerr, How are we going to relate this to rebates of

energy taxes?

Mr. MieouryEe. The suggestion is that it may be time for the Federal
Government to consider its own circuit breaker. The States now, I
think 25 or so have them; several States are fairly close to adopting
them. Personally I think the Congress should consider some type of
Federal circuit breaker that may, in licu of the State circuit breakers
that now exist or have its own circuit breaker some how connected
with some tax, for example, the energy proposals now before you. A
circuit breaker now has many things going for it.
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It is now the type of innovation in taxes that retains simplicity and
also gets at many of the problems related to later nonfilers and that
sort of problem. It may be time for the Congress to consider going to-
wards some sort of circuit breaker.

Senator Haskerr, It would be pretty tough to have a circuit breaker
when the relationship is between Federal income tax and local income
tax. Where would we put the circuit breaker? What factors would you
suggest

Mr. Mirsorrye. For example, an experience that the State took the
property taxes and income tax, the Iederal income tax could certainly
promote & circuit breaker based against property taxes that individuals
pay.

Senator Haskerr. To me, that would present a real problem. Some
States, as Mr. Smith mentioned, five States do not have a sales tax.
Obviously they have very high property taxes, or we assume they do.

You see my point, do you not ?

Mr, MizsovrNE. That is a definite concern, no question about it. You
do have very different types of property tax assessments locally. That
would create a problem as well,

You need not necessarily pick the property tax. You could create a
circuit breaker against some measure of all State and local taxes, which
might be another way to handle it since most State and local taxes are
deductible for Federal income tax purposes. You could use a measure
-of a total of State and local income taxes and use that kind of concept,

That may make more sense for the Federal Government than the
State government.

Senator Hasxkrrr. That does have a good deal of merit. Then those
Eeople who live in the high tax States would take care of their citizens

y giving them a break—TI assume Wisconsin is one of them, Hoswever,
some States do not take care of their citizens and would not give them
a break.

Mr. MirBourxE. That has a great deal of appeal to Wisconsin as
well, There is one concept that, it seems to me, has a little bit more in-
novative thought behind it than the per capita on the tax system as
proposed by the Carter administration,

I have found the per capita rebate a viable option. It is one that
does have some progressive clements and is fairly simple to administer.
I think there are some problems with it that have been pointed out
earlier, particularly the nonfiler problem and who do you give relief to.

But another arca I wanted to mention briefly, if the Congress decided
not to send the money back to individuals, but rather to units of gov-
ernment, I think thete is a great deal of experience at the State level
throughout the country in using money from the Federal sources and
State sources to relieve local units of government through tax aid
systems.

In Wisconsin, for example, we have two major property tax relief
programs. I hesitate to call them property tax relief programs. In es-
sence, they are not just property tax relief programs. )

For cxample, we distribute tax collected money back to local units
of government on a basis of tax effort including not only property tax
but any locally raised tax. The formula is relatively simple. It takes all
of the revenues that are collected at each municipal level or county -
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level and we total that amount of revenue for each person and each
local unit and county and total that for the State as a whole and pro-
vide relief back for local units of government in proportion to their
proportion of the total revenues that are collected by local units of
government. . .

There are some other factors, including a per capita factor, and some
mill rate factors, high mill rate areas, get additional relief. These
programs are developing all over the country, and in Wisconsin, I
think in particular, have done an swful lot to try to equalize the tax
burden among the local units of government. -

In our case, we have had an equalized formula of this kind for about
7 years. We are now at the point where our local units of government
are moving very close to the same mill rate on a full value basis. In
1970, for example, we had a situation where the disparity between local
mill rates for municipality to municipality were so gigantic that our
State legislatiure stepped in and adopted an equalized formula.

Today, 7 years later, we are in a situation where 1,800 municipalities
have mill rates within 5 percent of each other, and that is great prog-
ress from a period of 7 years ago when property tax rates would vary
as much as over 100 percent among municipalities.

If the Congress decides to use some source of money for the increased
energy taxes to distribute back to units of government, I think the
States could use that money very effectively in distributing back to
local units of government to offset local tax burdens which I think in
the States is the No. 1 priority vou will find among most State govern-
ments. And that might be another area that the committee might wish
to consider.

The choice is really between local units of government or to indi-
viduals. If you go the route of individuals, I think the circuit breaker
kind of concept is worth looking into. It is time for the Federal
Government to consider it anyway, and if not, if you decide to send
that money back to local units of government and have them distribute
money back to localities, I think there are véry fine equalizing formulas
that realize tax efforts and local needs that can do a lot to eliminate
the disparity in property taxes and other local taxes that exist around
the country.

Senator ITaskerr. Thank you, Mr. Milbourne and Mr., Smith. I
asked the questions I had in mind as you went along.

I appreciate your coming here very much, I am sorry our postal
system operated in a snail-like manner. Thank you for being here.

Our next witness will be the Honorable Jerome Kurtz, Commissioner
of Internal Revenue.

STATEMENT OF JEROME KURTZ, COMMISSIONER OF
INTERNAL REVENUE

Mr. Kurtz. I am accompanied by Edmund St. Jean, with the Co-
ordination and Design Branch of our Data Services and Russell Dyke,
Director, Returns, Processing, and Accounting Division. They have the
exqertise in this area.

_AMr., Chairman, I apologize for not having a statement in form for
distribution. I had a family emergency that took me to Philadelphia
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for a few days and it was not possible to have my statement reproduced.

I am pleased to be here this morning, This is my first appearance be-
fore a congressional committee since assuming oftice, and I hope it will
mark the beginning of a beneficial relationship, one in which we at
the Service, will be of continuing assistance to this committes on
matters concerning its mandate. L

In that spirit, I am happy to present my views of the administra-
tive aspects of refunding the taxes involved in the National Energy
Act now being considered by the House Ways and Means Committee.

The wellhead tax portions of that act would provide that the reve-
nues from this tax be refunded to the public. There are, of course, a
variety of possible methods of refunding this tax to the public. I would
like to put aside the economic effects of various patterns of refund and
discuss only the administrative aspects, which are the primary con-
cern of the Internal Revenue Service. :

If the income tax system is to be used to refund all or part of the
energy taxes, I would strongly urge that a method of computing these
refunds be used that does not necessarily complicate the tax forms and
the preparation of those forms by the public. -

I would also urge that the method adopted be one easily under-
stood by the average taxpayer and one which will not impose sub-
stantial additional burdens on the already-stretched resources of the
Internal Revenue Service.

The Ways and Means Committee has tentatively decided that the
well head tax will be refunded through a tax credit in a fixed amount
generally for each taxpayer, That is, there would be one credit for a
single person’s return, two for a married couple, and this would be so
regardless of the number of dependents,

An exception would provide two credits for head of household
returns, o

The administration’s original proposal would in most instances
have provided a ecredit for each exemption claimed on the return.
While one may debate the relative equities of these two proposals, it
should be recognized that the Ways and Means proposal would increase
the complexity of the tax system where the administration’s proposal
would not.

Senator Hasxerr, The Ways and Means committee proposal?

Mr. Kcrrz. It would increase the complexity of the tax system.

The reason for this is that the Internal Revenue Code now provides
acredit generally of €35 per exemption, so if we use the same stand-
ard for the wellhead tax refund it would simply alter the amount of
that credit, but the criteria would be the same. There would be no
additional line on the tax form and no additional instructional ma-
terial would be required.

The Ways and Means Committee formulation would require an ad-
ditional computation on the return, because the credit would be avail-
able on a different basis from the existing credit. '

I believe, unless there is some very substantial gain in equity to be
achieved, fhat we should not add to the already considerable burden
on taxpayers in preparing the returns.

Senator Hasxerr. Let me see. You have to put something on the

form.
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I thought the idea was that this money got scooped up and then
checks happily got written to citizens in specified amounts. You do
this annually on your 1040.

Mr. Kurtz. Yes, o _ o
If it followed the existing pattern of the personal credit, which is

now basically $35 per exemption claimed on the return, it would be
built into the withholding tables in estimating the amount of tax due
on a particular return at a particular wage level in that particular
year. The existing credit, instead of being $35, would simply be in-
creased to, let us say, $55. It would be computed in the same way and
therefore would add no complexity.

Senator Haskerr, What is the difference, from the administrative
cost viewpoint, between building this additional credit in your with-
holding tables and providing for just a line, I guess, on the return as
opposed to just sending checks?

Mr. Dyke. The difference results from processing additional data
through the system as opposed to using existing data. Additional data
means additional cost. Use of existing data, in this case increasing
dollar amount for the current exemption credit, requires no added
processing steps to be performed. The cost of processing a new field
of data through the system could be in the neighborhood of about $2
to $2.5 million.

Senator HaskerL, You are talking to a layman, Let us try to do it at
a graninar school level.

Each person, or each dependent, is entitled to a certain amount back.
The suggestion is that that amount be a credit to the individual filing
the return and claiming dependence, is that right? Is that the sugges-
tion made now ¢

Mr. Kurrz. Yes.

Senator HaskeLr, So, if T have three dependents, T get four of these
amounts, whatever these amounts are. Since I do not get them by
check, apparently. How do I get them ? :

Mr. Kurrz, Tf T may interrupt. Mr. Chairman, right now on the tax
return there is a credit of $35, generally $35 per exemption. If you
filed a return with four exemptions on it, after you compute every-
thing else you multiply four bv $35 and deduct that from the tax
liability. That is the situation now and people do that on their returns.

The amount of that credit will be built into the tables, the tax tables,
for those who use the tax tables starting next year.

Senator HaskEeLL. $35?

Mr. Kurrz. Yes.

That simply reduces tax liability, it would also reduce withholding
amounts.

Mr. Chairman, T believe you asked another question, if T under-
stood you correctly—What the cost would be of ignoring the tax re-
turn in itself and simply writing checks.

Let me preface all estimates by saying they are estimates and sub-
ject to wide variations.

The estimate to process the additional information from a claim
form, to run it through the master file, to develop a list of cligibles,
write the checks and mail them out could range from $3 to $6 per check
depending on the need for reference to a previously filed return. If
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a special claim form is not used, we are able to stay within the present
structure of the tax system requiring no additional information. In
this case the per item cost is significantly reduced to a 7 cent per item
processing cost for the Service, plus 13 cents postage and some small
additional administrative costs to Treasury disbursing.

Senator HaskerL. Now, I think I am beginning to follow you. If
you do it as suggested by the administration, you build that into your
tax tables. In aﬁdition to those tax tables, you are going to have to
have a little more complicated tables, you are going to have to have
tables that say: one exemption, two exemptions, three exemptions, et
cetera ?

Mr. Kurrz. The existing tables do provide that.

Senator Hasgerr. I am thinking of the long form. .

Mr. Kurrz. The tables that will be used for 1977 purposes will take
into account the individual exemptions, the $750, the $35 credit and
the standard deduction. As a matfer of %act, under the new tables, the
taxpayer, if he is eligible—and there are income limits—and if he is
a standard deductor—will simply determine the amount of his income
and go right to the tables. The tables will take care of the standard
deduction, the personal exemption, and the credit. .

Senator Haskerr. It would appear to me that administratively, the
simplest way is to just give this per capita per exemption flat amount.
If you start talking about all people under an adjusted gross income
of such and such get x; between $10,000 and $15,000 get y; and be-
tween $15,000 and $20,000 get 2, I assume you are running up your
administrative costs. : : ‘

Mr. Kurrz. Yes. It runs up the administrative costs somewhat, al-
though the data transcribed would permit that calculation. The prob-
lem 1s that it adds to the complexity of the return. Once the number
is written on the return, our processing costs do not rise substantially
within those limits, but it puts a burden on the taxpayer in preparing
the return, if he is in that phase-out amount, to compute.

It is simply a more complicated computation and the instructions
are more complicated. It creates a burden on taxpayers. Once the re-
turn comes in with the information on it—a number is a number—we
can handle it. The error rate, though, will surely be higher and will
generate additional correspondence where the taxpayer’s computation
does not agree with our computation, and certainly will generate sub-
stantial - telephone and in-person inquiries, which are expensive to

handle, - o
Senator Hasgerr. From general processing, it does not make a lot

of difference? .

Mr. Kurrz. It adds to internal processing, when you put another
line on the return—another bit of information that must be key-
punched, must be computer stored, and each’ keypunch operation ap-
plied to 85 million returns, each time that key has to be pressed one
more time it is an expensive operation, plus computer capacity to store
more information. . ,

. Senator HasgEeLL. I have interrupted you. . :

Mr. Kurrz. Unless there is some substantial gain in equity, T would
strongly recommend the simplest system possible. This is particularly
so in light of the fact that the energy bill would already have added

93-105—77——9
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a new item to the tax return in the form of the home insulation or solar
heat credits.

To the degree that persons benefiting from the refund E)ro ram are
selected from sources other than the tax rolls—for example, the social
security system, the railroad retirement system, the AFDC program—
the probability exists that these persons will receive multiple benefits
to the extent that they qualify under more than one set of criteria.

It may be that such result 1s consistent with the intent of the pro-
gram. However, if the intent is to preclude such double dipping, the
use of criteria outside of the tax system greatly increases the admin-
istrative complexities. .

Senator Hasgerr. Mr. Kurtz, I do not think anybody is going to
want to have double dipping. I would assume we are just trying to get
a certain amount of money back to each individual citizen. .

Mr. Alexander said that once you, the Internal Revenue Service,
have to give money back to people who do not normally come through

our files, returns or otherwise, it increases your administrative bur-
den. T would like to have you comment on that, and also his further
suggestion that another agency which deals with persons listed in
your files be responsible for getting the money back in some kind of
way to prevent double dipping.

Would you comment on that?{

Mr. Kurrz. Part of the problem is in matching tapes—for example,
in matching our-tapes with social security tapes and seeking to elimi-
nate double dipping in those two systems. Depending on the criteria,
it may be we have recipients who are not identified the same way in
the two systems, :

For example, if we have a social security recipient who is a taxpayer
who files a return, that type of duplication is easily picked up. We
have the taxpayer’s name and social security number and the tapes
apparently will talk to each other and identify those cases.

Where, however, the credit is made available to a taxpayer who is
a social security recipient but who appears as a dependent on the re-
turn, then we have no way of identifying that person because we do
not require social security numbers of dependents.

Senator HasgerL. How is that going tobe picked up.

Mr., Kurrz. That is one of the very difficult problems, and it runs
throughout any of the double dipping provisions. It is possible to
eliminate large blocks of double dipping, but virtually impossible—let
me say at least that the costs would be astronomicaf——to eliminate it
entirely.

Senator HasgeLL. Really, somebody could be a dependent and prob-
ably getting social security—maybe an elderly person—but you would
not be able to pick up this type of person¥

Mr. Kurrz. That 1s right.

Senator HasgrrLL. What is this? _

Mr. Kurrz. When you go into more systems, as the bill goes into the
task of defining the group receiving the distribution, the problem be-
comes more intense. This is especially so when AFDC is part of the

icture. .
P Senator Hasgerr. I wonder if you could submit this for the record
because I think it is vitally important. Let us assume that eventually
the Congress decides to give it to every citizen in the United States,
making it as broad as possible. Then, could you give us for the record
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a listing of the categories that you people would not automatically be
able to pick up{ i

Mr. Kurrz. In other words, if you took the tax system as the pri-
mary method to make as broad a distribution as we could through the
tax system, who is left out ¢

Senator Haskerr. That is a good way of saying it. I suppose some-
body can put some numbers to§ether to show how many people are
in the who-is-left-out category. I will not put the burden on you.

Mr. Kurrz. That is probably not a very difficult burden. We know
how many tax returns are involved. If we assume we are covering
exemptions on tax returns, we would have that number. If you are
trying to do it universally, that would be a comparison by population.

Senator Haskerr, There will be people who do not even file a tax
return.

Mr. Kurrz. That is a large number.

Senator HasgeLL, We need to know how many folks you will pick
up and then that will tell us what fields this does not cover. I would
liﬁe to ask you to do that. -

Mr. Kurrz. We can tell you the total number of exemptions claimed
on all tax returns filed and that would be fairly close to a per capita
count of those whom we can account for. There may be some duplica-
tion but not many, because of people who are claimed as dependents
and who also file returns, We could probably estimate that number,
too.
From that data you could determine a percentage of the universe
that we would cover. Then, of course, the problem becomes what other
systems are there that would include these people. It may be possible, in
the end, get to some group, the size of which I do not know—it perhaps
could be estimated—of people who are in no system. They are not tax-
payers, not Social Security recipients, not welfare recipients, simply
not in any of the broad systems that exist in this country.

Senator HaskeLL, People who are not in the system, I do not know
how we will get to them. I think we are talking about the same thing.
- What I am trying to figure out is how many people and in what
categories are these potential double dippers. That is really what I
am trying to get at. -

Mr, Kurrz. Yes.

[The following was subsequently supplied for the record :]

It is estimated that in 1975 approximately 15 million people were not covered
by tax system records. This estimate was based on data from statistics of in-

come-—1975, individual income tax returns and population data prepared by the
Bureau of the Census. The derivation is presented below : (n militions)
- n milllions

1. Resident population, United States December 1975 218.9
2. Exemptions, other than age and blindness:

a. Primary . 82.2

b. Spouse 4.3

e, Other rependents 75.5

d. Adjustment for duplicate dependents —8.0

e. Total - - 199.0

——

8. Total population not under tax system (1-2e) ‘ 14.9

Non.'-—Adjustment for duplicate dependents is a rough estimate based on the response
to the ‘“revenue sharing exemptions adjustment” question on the 1972 tax returns as
tabulated in statistics of income—1972, Individual Income Tax Returns.
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The conditions under which “double dippers,” or recipients of two Or more
rebates, would not be identified are centered around names and social security
numbers (SSN). The Service must have each qualifying individual name and
validated SSN recorded on the tax files and secure the same from other paying
agencies to fully eliminate “double dippers.” The Service does not record depend-
ent names nor require dependent SSN’s. Most agencies, KFederal and State,
either do not use the SSN in their filing systems or do not validate the SSNs’

when used.
Some conditions under which double payments could not be detected under

current Internal Revenue Service systems are:
(a) Children filing separate returns and who were claimed as exemptions

on their parents’ returns, ,
(b) Dependents claimed as exemptions on a return and who also received

benefits from some Federal program. )
(¢) Coordinated programs invelving any agency that does not have com-
puterized records, i.e., programs of aid to families with dependent children,

state administered black lung programs, ete.
(d) Coordinated programs involving any agency that does not use SSN’s
as a primary means of identification or does not validate the SSN's with the

Social Security Administration.
(e) Delinquent tax return filers.
-~ (f) Fiscal year filers (July-December) whose returns would not be on the

tax files for cross-checking.

Senator Haskerr, Thank you. ‘

Mr. Kurtz. I would just like to maké a few more points.

If the Service is to be responsible for minimizing multiple pay-
ments, and this goes to the question that we were just talking about,
it is important that any refund proposal be based on payee 1dentifi-
cation which is common to all participating systems. :

By this, I mean the ways in which individuals are computer-iden-
tified in one agency are usable by the computers of the second agency.
For example, even though some of our computerized information 1s
compatible with the Social Security Administration, some is not. This
would be so, for ecxample, with respect to dependents who are not
identified as & number.

Senator HaskeLr, If we use this per capita rebate system, this may
be a one-shot thing. If we are going to use this, it is conceivable that we
would have social security numbers of dependents. .

Mr. Kurrz. It is expensive to put in the system, a nine-digit number
for each exemption. That is nine key strokes for each exemption. This
amounts to a very substantial amount of money for putting the in-
formation into the system and storing ic. e .

Tt is possible to do it, but it is a significant item, and would demand
significant additional keypunching processing personnel to do it.

Senator HasgerL, Could you submit a cost estimate for the record ?

Mr, Kurrz. Yes. .

[The following was subsequently supplied for the record :] ‘

The estimated cost to the Internal Revenue Service for requiring dependents
social security numbers and the validation and other related processing is $48.9
million for the first year. The additional cost to update the information annually
cannot accurately be estimated from our current data.

Mr. Dxxe. There is another problem. Recording social security
numbers into our system requires a validation process. Validating
social security numbers is important as individuals may insert an in-
correct number on their return either through a transposition error,
or simply becaused they believed the number to be correct. To prevent
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recording numbers in the system that are not the numbers of the tax-

ayers, we communicate with the Social Security Administration for
1dentification of any erroneous numbers. We then correspond with the
taxpayers involved to resolve the problem.

Injecting social security numbers for dependents is therefore much
more of a process than just recording that number. There would be
some correspondence with the filers.

Mr. Kurrz. We have all been involved in that correspondence at
one time or another and we know how expensive it is.

_Another problem is that in many cases the TRS computerized
records cannot be interfaced with the related State records of recip-
ients of the various Federal benefit programs, such as AFDC. In
some States, there are not computerized records at all.

To the extent Congress should use AFDC as a class, the matching
and elimination of double dipping becomes extremely difficult, in some
cases impossible. Even if the program is administered entirely within
the framework of a Federal tax, the possibility of double dipping
would not be fully eliminated. If a rebate ~were paid to each taxpayer
in an amount based upen the number of personal exemplions, du-
plicate rebates would be made in the case of a dependent child that also
_ filed tax returns on his or her own behalf, This is probably not a very

substantial problem, but it exists.

If a program is developed to include individuals who are not either
in the tax or any other data system, such as social security, AFDC,
the principal problem becomes how do you reach those individuals—
those outside of any major system.

If such individuals are expected to apply for this benefit, I strongly
urge that such application not be made to the Internal Revenue Serv-
ice. Such an additional burden would scriously interfere with the
service’s basic mission of administering the tax system.

That is the end of my remarks. We would be happy to answer any
questions.

Senator Haskzrrr. I think, Mr. Kurtz, at some later date, I would
like to discuss with you the suggestion of Mr. Milbourne of Wisconsin
as to the pros and cons of what he calls circuit breaker based upon a
total of taxes paid by State and local governments. It has surface ap-
peal to me; I would like to see what some of the experts say.

T do not think it is particularly germane to this hearing.

I have asked my questions as we went along, I thank you. Mr.
Kurtz and gentlemen, for coming and look forward to getting that
‘information.

Mr. Kurrz, Thank you, Mr. Chairman.

Senator Haskerr. Next, Mr. Robert J. Mullins of the National
Farmers Union.

Mr. Mullins, it is nice to have you here.

STATEMENT OF ROBERT J. MULLINS, LEGISLATIVE ASSISTANT,
NATIONAL FARMERS UNION

Mr. Morrins. Thank you, Mr. Chairman, With your permission,
Mr. Chairman, I will summarize my statement.
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We do Liave some concerns. I particularly appreciate the oppor-
tunity to come before this committeo to discuss the energy tax pro-
posals and rebate procedures as they will affect the agricultural sector
of the country.

In reading and briefing the legislation, I think it leaves a lot to be
desired as far as agriculture goes in its impacts.

There are some questions %do have about the entire program. First
of all, it is a tax bill. Is it a national energy policy or an attempt to
rewrite the nation’s tax laws and transfer payments systems?

These are fundamental questions that we have to try to answer
before we can take a really good look at the program.

Of course, I will admit our views of this are somewhat colored by
the fact that the approach that this legislation takes, conservation
through pricing, is totally unacceptable. We think there are alterna-
tive means, but that is sugject to other hearings that we have been to.

Relating to agriculture, even if the increases of fuel prices were
totally and fully rebated to farmers and ranchers, I guess at income
tax tume, such increases would dramatically—such increased costs
would dramatically entail increased farm borrowing at a time where
tshore is a severe credit gap in agriculture, as you know from your own

tate.

In addition to the credit qroblems, the increased cost of agriculture
generated by the higher fuel and energy costs would further diminish
the already low nationwide farm income.

To put the whole agriculture energy-related problems in perspec-
tive, I have attached to my statement a table showing projected 1977
energy use by source and anticipated costs for 1977. It comes some-
where in the neighborhood of $5.8 billion for nonfarm production use
alone, That was taking an 8 percent increase over the 1976 price.

Although for the first 4 months of the year, energy prices in agri-
culture have been running 10 percent over last year andg tried in vain
to calculate the cost if all of the tax proposals and the implications
of the legislation were passed, I just could not come up with a figure.

Senator HaskEeLL. It is pretty clear now that the gasoline tax is not
going to get passed. How about the wellhead tax? Have you been able
toseparate that ¢

Mr. MurLins. Not totally, no, sir. Although I look at the breakdown
of different categories, I could just project generally 8 percent. I really
could not project what those other costs would be.

I have also included in my statement for the committee’s informa-
tion a table showing the breakdown of energy use in the U.S. food sys-
tem and it does point out there, of total energy use on farm production,
it only accounts for about 3 percent of the Nation’s use. It is a vital 3
percent.

I guess, to summarize our entire position, our problems with this—
we could simply answer one of the questions in your letter of last week.
You asked there, would these methods—talking about the per capita
rebates—provide maximum equity in the distribution of energy tax
revenues.

Again, to answer the question, we have to go back to what is the
intent of the law. Is it a redistribution of income or is it to rebate to
end users the additional costs of energy supplies?
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In our view, if the purpose is to rebate the end users the additional
costs, then an across-the-board per capita rebate is not an equitable
system. The Congressional Budget Office in its analysis points out that
certain segments of the population will benefit proportionately more so
than others; farmers and ranchers particularly: would not benefit as
greatly since their increased costs og) production cannot be passed on,
and a per capita rebate to this segment would not return the increased
costs in total.

If it is going to be on a dependent type basis, as we heard earlier
today, if we look at the makeup of the average farm family, there is
no way that they could get their increased costs back through a per
capita rebate system,

If energy tax rebates are to be made then they should go to the end

user who pays the increased costs in energy supplies. This is not quite
as limiting as it sounds. Some method particularly relating to agri-
culture, some method showing from petroleum suppliers or other
energy suppliers the increased costs because of the tax provisions, con-
sumers at that point can make an application for refunds or rebates
of the actual increased costs, and we think this type of an effort would
be more equitable if the goal was to rebate to end users the increased
costs.
Also, in the Congressional Budget Office report, under the legisla-
tion as it is written now, all of the increased costs, even through a Eer
capita basis would not be rebated. This is what they analyzed. They
predict nearly $12 billion would be paid in higher energy prices by
1980 and anticipate only $9 billion being returned to the economy. This
is & net loss of $3 billion in actual spending power which, we would
think, across the board would have an effect on the economy, par-
ticularly have an effect on the agriculture sector.

We did look at the elements of the program, some investment tax
credits for agricultural and residential alternative energy systems. We
find those very acceptable. I would recommend when that comes
around, that tax credits for alternative systems for agriculture and
residential users should be increased to some percentage of-the total
cost of that alternative energy system.

There are some major areas in agriculture that could use alterna-
tive systems if it were economically feasible for them to install.

I know I do not address all the questions. I am simply a layman. I
am trying to look at it from the economic impact that this 1s going
to have on the budget. We are quite disappointed about the whole pro-

ram relying on taxing powers for national energy policy. We think
there are other ways this can be done.

For the committee’s information, I have attached to the statement
a copy of our national energy policy adopted by the delegates of our
most recent convention,

Mr. Chairman, that ends my prepared statement. I appreciate the

opgortunit to be here.
enator HaskeLL. Thank you, Mr. Mullins, I think we have dis-

cussed the various aspects.
What is the basic thrust of the suggestions made by your delegates

as to alternate systems? I will read it, but briefly, what is it ?
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Mr. Muruns. Two points. An allocation system, one that we think
is an equitable allocation system that can be worked out and some

continued price controls. o )
Senator HaskeLL. I look forward to reading it. I appreciate your

being here, Mr. Mullins.
Mr. Murrins, Thank you, Senator,
[The prepared statement of Mr. Mullins follows:]

STATEMENT oF ROBERT J. MULLINS, LEGISLATIVE ASSISTANT, NATIONAL FARMERS
UNION

Mr. Chairman and members of the subcommittee: I am Robert J. Mullins,
Legislative Assistant for National Farmers Union, 1012—14th Street, N.W,,
Washington, D.C. I am pleased to have the opportunity to appear before this
Committee on behalf of the family farmer and rancher members of the Farmers
Union and express our views and concerns relating to the implications for agri-
culture of recycling energy tax revenues as proposed in the Administration’s
National Energy Policy.

I realize that this Committee must take into consideration the effects upon the
entire population of the country of proposals such as presented in this energy
legislation. I would like to confine my remarks to the impact, as we view it, on
the agricultural sector of the economy. To do otnerwise would be presumptuous
on my part.

Initially, I have a question. Exactly what is the intent and purpose of this
energy legislation as recommended by the Administration? It is a tax bill of
course, but is it really an energy policy, or an attempt to revise the Nation’s tax
laws? If it is the former, then it falls far short of meeting the goals as outlined
by the President or of being equitable. If it is the latter, it also falls short.

Conservation of energy through pricing, in our opinion, is totally unaccept-
able, There are more equitable and acceptable methods available to the Congress
and the Administration for achieving substantial conservation of energy. The
economic burdens imposed on various sub-groups of the economy are unjustified.
Specifically relating to agriculture, even if the increases in fuel prices were fully
rebated to farmers and ranchers at income tax time such increases would entail
additional farm borrowing at a time when there is already a severe credit gap
in agriculture.

In addition to the credit problem, the increased cost of production to agricul-
ture generated by higher fuel and related energy cost would further diminish
the already disastrously low income of the Nation’s farmers. (70 percent of
parity as of May 15, 1977.)

In asgessing the effects of higher energy prices and the proposed rehate provi-
slons of the energy proposal on agriculture it would be helpful to review the use

of fuel for on-farm production use and its cost.
TABLE |.—PROJECTED 1977 ONFARM PRODUCTION USE OF ENERGY

Projected

- 1977

.cost

Source Amount 1976 unit cost (millions)
Gasohine ...oeeeececncenncana 3,800,000,000gal ... ..ouen-.. 53.2 cents pereallon. ... ....._.... $2, 185
Dlesel __... 2,750,000,000 gal. _ ... 44 cents per gallon.__... . 1, 306
Fueboil..... 306,000,000 eal_. .. ... 4 cents per eallon__...... . 145
Natural eas._.. ... ... 206,000,000,000 ft.. .. $1.25 per million cubic feet . 303
Liquified petroleum ga 1,600,000,000 gal __ .- 33 cents per gallon.._... . 569
Electricity oo oeoocee e 34,000,000,000 kWh. . . ... 0.0355 per kilowatt-hour.. .. 1,302

Although the above 1977 cost estimates are based on an eight percent increase
In prices over the year, fuel costs as of May 15, 1977, were running ten percent
over a year ago. If this trend were to continue the cost to farmers for energy
would he approximately $6.0 billion plus.

For the Committee’s information the following table shows a bhreakdown of
energy use in the food system ; production, processing, marketing and consumption
(excluding energy used by forestry and natural fibers).
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TABLE 11.~ENERGY USED BY U.S. FOOD SYSTEM

Percent Percent of

of food national

Use system use
29.0 4.79

26.0 4,29

1.5 2.89

16.9 2,79

1.06 L74

Note,—100 percent of energy used by system equais 16.5 percent of totsl national energy- use,

On farm energy costs average $3.75 per million BTU’s compared to a national
energy cost of $2.50 per million BTU’s. The difference is accounted for by greater
dependence upon higher priced gasoline and diesel fuel,

As is shown in Table II, agricultural production uses about 3 percent of the
Nation’s energy supply. It is a vital 3 percent. In agriculture it is imperative
that farmers have fuel and fertilizer available at the critical times of planting,
cultiviatlng, harvesting, drying and transporting that Nation's food and fiber
supplies.

The Administration’s proposals to raise the price of domestic oil to the
artificially created world price of the OPEC nations will be costly to all segments
of the consuming public. As'a rule of thumb, in gasoline for example, a 1-cent per
gallon increase costs American consumers an additional $1 billion. Increasing this
price by 5 cents a gallon would drain the economy of about $5 billion. In addition
to the already estimated cost of farmers for gasoline this year, an additional
one cent per gallon would raise their production costs by approximately $38
million a year. Increases in other petroleum based products for agricultural use
will only add pressure to the already tight cost-price squeeze.

We belleve it is necessary to exempt from the proposed price increase for
:lmtuml gas such gas as is used for fertilizer production, irrigation and crop

rying. -

To specifically address some of the questions in your letter, Mr. Chairman, of
June 20, I must say I am responding as I perveive them to affect agriculture.

“Would these methods (per capita rebates) provide maximum equity in the
distribution of energy tax revenues?”’

To answer this question, one must know what is the desired end result of such
a distribution ; redistribution of income, or, rebating to end-users the additional
cost of energy supplies?

If the purpose is to rebate to end-users the additional costs, then an across-the-
board per capita rebate is not equitable. Certain segments of the population
would benefit proportionately more so than others. Farmers and ranchers, partic-
ularly, would not benefit as greatly, since their increased costs of production
brought about by increased energy costs can not be passed along, and would not
receive their total additional costs in the form of a per capita rebate. As I have
already stated, the increased costs of energy for agriculture has a two-fold
impact. One, the necessity for increased farm borrowing and, two, increased cost
of production.

If energy tax rebates are to be made, they should go to the end-users who pay
the increased cost of energy supplies. This is not as limiting as it sounds. Petro-
leum supplies and utility suppliers should be required to demonstrate on their
billings .the additional cost brought on by the energy taxes. Customers could
then make application for refunds or rebates of the actual increased costs they
have been required to pay. Such a method would be most equitable. It would
protect all consumers, including farmers and ranchers and particularly those
on low-incomes and fixed incomes.

However, according to a report by the Congressional Budget Office, under the
current proposals, all of the increased costs would not be returned to consumers.
CBO predicts nearly $12 billion will be spent for higher energy prices by con-
sumers by 1980. Of this amount the CBO estimates that some $9 billion would be
;gbgltﬁ);l leaving a net reduction in real purchasing power of approximately

on.

The most acceptable and productive of the tax measures proposed by the
Adwministration is the investment credit for the installation of alternative energy
utilization systems for both residential and industrial users.
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Encouraging the development and installation of equipment which would pro-
mote the use of alternative energy sources over petroleum based products is
practical and greatly needed. Taxation of those users who fail to convert is
needed. The tax investment credit for industrial users, as proposed, Is fair. The
investment tax credit for agricultural and residential users for installation of
solar or other alternative energy systems should be increased to some percentage
of the entire cost of the system.

From the National Farmers Union's view, the Administration’s proposals for
a National Energy Policy, relying almost exclusively on the taxing power of the
Federal Government to discourage consumption is disappointing. The proposals
tend to place a disproportionate burden on a segment of the economy that can ill
afford another cost of production increase, American agriculture.

Rather than utilizing the taxing power and conservation through increased
prices, Farmers Unlon urges the Congress to adopt alternative approaches to
solving our energy problems. For the Committee's information I am appending to
this statement the energy policy recommendations adopted by the farmer and
rancher members of the National Farmers Union.

I hope I have answered some of your questions Mr, Chairman. This concludes
my statement, and I will try to answer any questions which you or other Mem-
bers of the Committee may have.

Thank you.

Excerpts FrRoM 1977 PoLICY STATEMENT OF NATIONZL FARMERS UNION
PERTAINING TO NATIONAL ENEEGY POLICY

Iv. ENERGY POLICY
A. Defining the Problem

Energy policy must serve the nation’s needs for food and fiber. To that end
energy policy must be consistent with our system of family agriculture.

Elements of a national energy policy include: (1) Research into the causes
and remedies of the crisis; (2) reducing control of glant corporations of the
sources, production, and distribution of energy; (8) equitable distribution and
efficient development of energy to assure adequate production of food and fiber;
(4) pricing policy which will prevent economic hardship; (5) balancing energy
needs with the necessity to maintain a safe and ever-renewing environment ; and
(8) a massive program to develop renewable sources of energy to reduce our
dependence on fossil fuels, including economic assistance for family farmers and
ranchers to make agriculture more self-sufficient through increased application of

alternative forms of energy.

1. Department of Energy

We support the efforts of the Administration to establish a Cabinet-level
Department of Energy to coordinate a national energy policy.

We call upon this department to implement policies which will support
research and development of alternative sources of energy to fuel our homes,
farms, and factories.

Any research and development of fossil fuel resources must take into account
the effect upon agricultural land.

‘We recommend that all federal regulatory authority over utilities, pipelines,
and rates remain in independent Congressionally mandated commissions.

2. Net Energy

We urge the Energy Research and Devolpment Administration and other
agencies to use net energy standards in evaluating energy sources so that accu-
rate comparisons can be made. Net energy is the energy delivered to consumer.
Net energy standards would weigh the final product against the total energy
required in the mining, processing, and transforming of energy into its final

forms.

3. Total Resource Recovery . N

Pressures on farmland for energy, metals and other substances are increasing.
To insure complete reclamation we urge that the concept of total resource recov-
ery be required on all mining operations. This means that land would be dis-
turbed only once and that reclamation programs would be permanent.

N
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B. Corporate Control

1, Control of Energy Resources

We strongly encourage efforts at the local, state, and regional levels to
increase and strengthen publicly and cooperatively owned utilities.

We urge the limitation of foreign involvement in our energy resources. Con-
trols should be set by the United States Energy Committee as to amount of
buying power permissible by foreign countries to insure our country that our
energy isn’t being bought and controlled by foreign interests.

2. Antitrust

We support antitrust action to increase competition in the private sector
of energy industries where combinations result in unwarranted charges to
consumers.

All corporations or companies that have acquired interest in the production,
development, or distribution of competing sources of energy, such as oil, natural
gas, uranium, solar, wind, or geothermal, should be required to divest all holdings

in more than one such energy resource.

8. Leasing Policy

We must halt the leasing of public energy resources to the same private
corporations that already monopolize our energy supplies, Public resources
should, to the greatest extent possible, be public developed on a not-for-profit
basis. First preference should be given to publicly and cooperatively owned
utilities. Second preference should go to private independent companies that do

not engage in anti-competitive practices.

4. Competitive Bidding
The federal government should establish import quotas for crude oil to be
filled only through competitive bidding by oil-producing nations {n order to

assule the lowest price obtainable,

C. Distribution and Devclopment
1, Distribution

We urge legislation of give the Federal Power Commission authority to super-
vise public and private power grids and interties which would prevent blackouts
and failure of power facilities. Such a system should be operated as a common
carrier with service available at cost in order to insure that the economies
resulting will be passed on to consumers.

We urge the use of the withdrawal clause to protect the rights of preference
customers. We favor a policy of utility responsibility by the federal government
which would assure non-profit power groups the necessary credit and financial
support to set up needed generating and transmitting facilities.

2, Fuel for Farming

Regulations must be established by the Federal Energy Authority to assure
that farmers and ranchers receive adequate supplies of gasoline, diesel, propane,
and other forms of energy necessary to carry on full-scale production despite
any breakdown in the distributive system. Such regulations must also assure
that the allocation of the total U.S. crude oil supply is equitably made between
oil refineries insuring that cooperatives and independents receive a fair share.

Strong civil and criminal penalties and enforcement authority must be pro-
vided in the mandatory fuels allocation programs to assure an effective deterrent
against non-compliance by the major integrated oil companies,

We support legislation to provide for the mandatory allocation of natural gas
to fertilizer manufacturing plants in order that no nitrogen manufacturing plant
will be forced to operate at less than full capacity due to inadequate supplies of

natural gas as a feedstock.

8. Water Policy

Water policy is Inseparable from energy and agricultural policy. We urge
adoption of the following order of preference in the use of water:

a. Domestic and municipal consumption :

h. Farming and ranching including ground water recharge:

c. Hydroelectric uses;

d. Navigation;

e. Indurtrial consumption;

f. Wildlife and recreation.
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We favor a federal water policy that would minimize disposal and encourage
recycling. Methane gas and fertilizer would be benefits of such a policy.

We urge Congress to amend the 1902 Reclamation Act to allow family-farm
units that are not entirely Class One lands to be increased in size. Additional
acreage allowed should depend on soil quality, crop adaptability, cost of pro-
duction, and the length of growing season.

Determination of additional acreage should be made by the Secretary of
Interior with Congressional oversight to insure the original intent of the 1902
Reclamation Act.

We urge the strict application of the preference clause for consumer-owned
utilities. This provision of the law, based on the constitutional authority of
federal management of water resources of this nation, must not be weakened
by legislative or administrative action.

We oppose the movement of any water for the purpose of a coal-slurry pipeline
or similar venture, unless 1 method can be developed to return equal quality and
equal quantity of water to the original area from which it is taken.

Prior to the exportation of any water, an environmental impact statement

must be made to determine the effect on agriculture,
D, Pricing Policy

1, Price Controls on Ofl and Gas

Until there is a national energy policy which meets the guidelines spelled out
eurlier in this section, Farmers Union :

a. Continues to oppose any relaxation of the regulation of natural gas at the
wellhead by the Federal Power Commission, and supports reform of natural
gas regulated by the FI’C to extend FPC's authority intrastate ;

b. Supports extension of effective price controls on oil, gas, and refined petro-
leum produects.

An excess profits tax on oil companies, which would be essential in the
event that price controls are ineffective, should be structured to prevent the oil
companies from avoiding the tax through reinvestments of revenues in other
energy sources that would result in more integrated control by the oll com-
panles over the whole range of energy sources.

To the extent necessary to provide oil, refined petroleum products, and natural
gas to the people of the United States on a fair and equitable basis, we support
a federal rationing system for such products.

2. Blectric Rates
We favor legislation designed to reduce electric rates in states where regu
latory commissions have been negligent, or have cooperated with power com-

panies in establishing exorbitant rates.
E. The Environment

We realize the need for enormous amounts of energy in all forms. We believe
that this energy should be generated without polluting the earth, air, and water.
Pollution standards should be set at levels to prevent damage to health, and
energy-producing corporations must be required to meet those standards.

1. Coal Policy

A strong federal statute on strip mining is need so that any land stripped to
recover underground resources must be returned to its original use so the land
can be put back into production.

To accomplish this, we recommend that the topsofl (2 minimum of 18 inches),
be removed, stored, and returned to the top. Suitable vegetation should be estab-
lished within one year after the spoil banks are graded.

Any land not fully restorable to its original agricultural use should be banned
to strip mining. All land already subjected to strip mining must be returned to
its original use.

We believe that strip mining should be forbidden in -alluvial valley floors
because such land is needed more for agricultural production.

Emphasis should be placed on making underground mining as safe, economi-
cally attractive, and technologically feasible as possible.

Conal companies should be required to post bond for the restoration of agri-
cultural land damaged by strip mining or mine sinks. The -Abandoned Mine
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Reclamation Fund pending in the Surface Mining Control and Reclamation Act
of 1977 should be amended to provide assistance to farmers and ranchers to
reclaim land when damage occurs following mine abandonment.

With this protection, energy would be provided without damaging the nation’s
most important non-renewable resource—agricultural land.

For privately owned agricultural lands where the federal government retains
the subsurface mineral rights, we support legislation requiring the written con-
sent of the landowner prior to any lease of such lands for strip mining.

2. 0il Shale

Our shale development poses serious problems for the western region of the
United States. This development will disturb large areas of land to recover a
small percentage of oil. The debris from these operations expands in volume,
causing massive disposal problems. Salts present in shale and associated soil
material are dissolved in surface water. This can lead to saline contamination.

It is imperative that no commercial development of these resources, either by
heat or nuciear explosions, be conducted until all environmental effects are as-
sessed and assurance is provided that all liabilities will be assumed. Burden of
proof should rest with the energy companies.

Any subsidies granted by the federal government to the synthetic fuels dem-
onstration program should be directed specifically to large-scale prototypes sim-
ulating actual commercial operation, and all data collected should be made
available to the publie, including studies showing the economic and social im-
pacts on citizens of the affected area.

Consideration should be given to the social and economic impact on local
communities where synthetic fuels might be developed. Federal appropriations
should include moneys for housing, schools, and other services when communi-
ties are impacted by new coal and ol shale development.

8. Hydroelectric Sites
We urge the cautious development of hydroelectric power sites in order to as-
sure that the ecological balance will not be threatened.

4. Nuclear Encrgy
When nuclear wastes can be stored without being harmful to humanity and

the environnment, nuclear power should be given the same priority in resolving
our energy shortage as hydroelectric, coal, solar, wind, methane, Gasahol, and

geothermal.
We urge acceleration of development of fusion energy technology, which is

relatively free of polluting effects.

F. Alternate Energy Resources
1. Development
Crash programs for the development of solar, geothermal, wind, methane gas,
Gasahol, and other non-polluting renewable energy sources should be conducted,
with emphasis on solar energy research directed toward developing self-sufficient
units suitable for farm, home, small industry, and business use,

2. Cooperative Demonstrations
We urge consumer-owned utilities to unite to develop, demonstrate, and in-
crease the economic feasibility of the use of renewable and other alternative

energy systems.

8. Economic Assistance

Our public policy should be designed to enhance the economic feasibility of
the uses of renewable and other alternative energy systems by such means as
government-sponsored research, and low-interest, long-term credit to consumer-
owned utilities, and to individual energy consumers.

Government loans under the Small Business Administration should be made
avallable to family farmers to establish self-sufficient energy systems, such as
solar, wind, or methane, in order to limit their growing dependence on central-
ized energy systems.

We urge the utilization and funding of the Section 5 program of the Rural
Electrification Administration to provide low-interest loans to REC members to
carry out energy conservation measures on their farms and rural residences.
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4. Conservation
One immediately available alternative source of energy lies in the adoption of

all methods to conserve present-day supplies of energy. Future use based on aus-
terity and wise application must be encouraged and, when necessary, mandated.

Senator Haskernw. The next, and last, witness is Ms. Betty Duskin,
director of research, National Council of Senior Citizens.

It is very nice to have you here.

STATEMENT OF BETTY DUSKIN, DIRECTOR OF RESEARCH,
NATIONAL COUNCIL OF SENIOR CITIZENS _

Ms. Duskin. I will summarize parts of my testimony. I gather that
I am here today in defense of the per capita rebate.

Of course. the manner in which this rebate takes effect is of partic-
ular importance to us. In general, the low income population is the
most heavily impacted. Of course, ihe elderly are disproportionately
represented in that group. I noticed in reading througﬁ the transeript
of prior testimony and listening to the testimony today that there are
conflicting opinions regarding the fairness of the redistributive eftfect
of the per capita rebate and the appropriateness of income redistribu---
tion in the context of the energy proposals. There are several points
that I would like to make.

Some of the reasoning is a little torturous. I hope you will bear
with me.

First of all, in order to preserve the incentive to conserve on energy
consumption, it is of critical importance that the rebate not be direcﬁy
related to the amount of post tax energy consumed by an individual or
family. If this direct relationship existed, the rebate would neutral-
ize the effects of the tax; the pretax and posttax price to the consumer
would be equal and consumption behavior would not change. Clearly,
this is not what is intended.

The effect of the tax and the consequent higher prices may be ex- -
plained by two analytically distinct occurrences. First, the purchas-
iIng power of money income is reduced with the expected result that
less of all customary purchases are made. This is known by economists
as the income effect.

Second, the taxed item_ becomes more expensive relative to other
goods and services and there is an incentive to shift consumption
away from the relatively more expensive taxed commodity towards
relatively less expensive items. The impact of the second effect—the
substitution effect—is generally thought to be the larger, and hence,
the more important of the two effects described.

The flat per capita rebate is related only to the amount of tax
moneys to be rebated and the total number of individuals to whom
the money is to be distributed. Therefore, it offsets—in whole or in
part—the income effect, but does not disturb the new relationship
between higher priced energy consumption and other forms of con-
sumption, Thus, energy consumption is less attractive than in the pre-
tax situation, but average purchasing power is roughly preserved.

It is important that we understand the distinction between those
two things. That difference is the validation for the use of a per capita
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tax not related to income and not related to purchases per se and in-
creased costs.

Another effect of the per capita rebate is that it does redistribute
income to the poor relative to higher income groups.

This is a result of the fact that although the poor, on average,
sgend a greater proportion of their income on encrgy consumption,
they spend less 1n actual dollar amounts than higher income fam-
ilies, The important point here is that the redistribution is only a
hy-product of the necessity to avoid rebating in a manner that di-
rectly relates the size of the rebate to actual dollars spent on posttax
energy consumption. _

It 1s not an attempt to inject welfare transfers into an energy policy;
it is an attempt to retain the conservation incentive effects of.the tax
that as a side effect, has the socially desirable result of favoring the
poor. Only if the bias were against the poor would we have legitimate
cause for concern. The poor have always conserved energy; their in-
adequate incomes do not permit them to do otherwise.

Senator HaskerL. I gather, then, that, by and large, the people who
testified on June 6, on the per capita rebate system, if there is a bias,
there is a bias in favor of the poor. Apparently you do not show it
here, but a gentleman named Thurow, from MIT, testified to the
contrary.

I gather you would side with the majority that the bias, if there
is a Eias, is in favor of the poor? ~

Ms. Duskin. There are two things occurring simultaneously. The
impact of the price rise will disproportionately impact the poor
harshly. They will be far worse off than other income groups by the
result of the tax alone, but the rebate, on the other hand, because it
rebates a flat amount that is independent 6f the actual expenditures,
favors the poor, The two are very consistent.

On the one hand, we are saying that, proportionately, they consume
more relative to their income sitnation, but we are also saying they get
back more because their actual expenditures, even though the propor-
tion may be larger, the absolute expenditure is lower.

Senator HaskeLL. Do you think it is a trade-off §

Ms. DuskiN. I do not know. There is so much unknown about what
the energy situation is going to be. There is a lot we do not know, and
we will have to learn the hard way.

As the testimony goes on, the next point was, of course, the relatively
favorable treatment of lower income groups does not in any way mean
that they are %aining in absolute terms. They may still, in fact, be los-
ing because of all the things we do not know. All of the moneys, in
fact, will not be rebated. Estimates are very tentative by their very
nature, Also, there is a great deal of variation in energy usage, even
among the poor. Some poor may be better off, some poor may be worse
off. It is not an even-steven affair at all.

Another concern that has been discussed today too was the concern
about double dipping. One aspect of double dippin%]I do not believe
wag discussed togay. It concerns the poor and others who receive
transfer income that is adjusted for changes in cost of living. It is
claimed that the energy price increases will be reflected in the Con-
sumer Price Index which is the instrument used to calculate adjust-
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ments in transfer payments, and, therefore, those who receive the
g_djustment and the rebate will be doubly compensated. I strongly
isagree. - —_—

T%(ra CPI reflects an average market basket of goods and sérvices; it
does not reflect the expenditure patterns of the elderly or the poor.
The make-up of their expenditures is disproportionately heavy on
shelter items, on food and medical expenses and transportation and
energy-related usage.

The average family, of average means, has a budget composition
which is quite different. The CPI refers to an average, hypothetical
figure; it does not do justice to the poor on most occasions.

Therefore, because, in general, the CPI may undercompensate the
poor and the elderly, it will undercompensate them also for energy ™~
price increases, T really think that not only taxpayers but the transfer
program recipients, Social Security, AFDC, SSI, should be included
as well. It is far from double dipping.

There are means that have been proposed other than the per capita
rebate. They weiv discussed earlier by the gentlemen from Wisconsin,
and in gencral, I agree. The use of the sales tax as a rebate mechanism
would be a catastrophe. However, I also feel the use of property taxes
would be even a greater catastrophe, not only because of the admin-
istrative difficulties and the different ways in which the State imposes
the taxes, but in the case of the property taxes, also because we know
very little about that tax.

In general, when a tax is imposed there are various adjustment proc-
esses that take place, and who actually pays the tax in terms of having
their real income changed ends up as a different story than that result-
ing from the initial liability for the tax.

In the case of the property tax, we do not know what the final inci-
dence of the tax is. If it is individuals in their role as consumers of
housing services and other owners and plant owners who pay the tax,
were wearing a hat of goods and services who pay the tax, then the
tax is quite regressive.

If, on the other hand, it turns out that it is a wealth tax, paid by
individuals in their role as real property owners, it may be the pro-
gressive tax we have. The controversy is still in process and has not
been resolved.

Therefore, whatever the result of using property tax relief mecha-
nisms, we are not sure what those results are going to be. That is a diffi-
cult situation that has plagued economists in recent yeers. We do not
have the answers to that. i

Senator Haskerr. That is very interesting. In New York City it
may be a wealth tax. )

Ms. Duskin. It varies between jurisdictions. It is not something we
have been able to empirically measure and we do not have an answer
to the particular question, I would avoid the property tax.

However, if one wants to assume that it is regressive, and that has
been the conventional wisdom for many years, the State that I think
does the most interesting job of dealing with property and States sales
tax relief is New Mexico. I believe one of the difficulties in property
tax relief is that it does not necessarily treat people who Eave the
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same income in an equal manner. People’s tastes may differ. They may
have considerably different living arrangements. One may have an
extraordinarily palation home, the other quite modest. In terms of
their actual money income, they may be equivalent but obviously the
one with the more expensive house 1s going to have a larger tax bill.
He, in fact, may be eligible for some kind of-tax rebate, The other
person, not as well off, because he has an asset that is worth less, may
not receive the same rebate.

It works very unfairly in other circumstances as well. What New
Mexico has done is avoid using individual property tax liabilities in
their calculations altogether. What they do is take the average tax lia-
bility, including both taxes, property and sales taxes, for a family of a
given size and composition and income level and provide a table of
calculations that is very simple to administer. They will rebate, based
upon income leve! and family size according to some average of what
residents of that State pay at that income level and family size.

Therefore. the difference in treatment of people because they have
different lifestyles and expenditure patterns, even though their in-
comes are similar, is avoided. That is perhaps the best system I have
seen so far. .

Another caveat is in order. If the Federal Government were to get
involved in financially supporting circuit breakers of any variety—
and there are many varieties of them—because there are large varia-
tions among local jurisdictions in the degree of reliance placed on
pro&)erty taxes, we may well find that an area such as the South, which
traditionally has not leaned heavily on property taxes as a revenue
source, would now do so because the Federal Government was subsi-
dizing increased reliance on the property tax. The end result may be
perverse,

If we want to minimize reliance on the tax, we may find we are pro-
viding an incentive for States and regions to rely more heavily on it.
Tho Federal Government involvement in State tax relief efforts should
be considered with great caution.

I will not go through all of the other objections. They have been
adequately covered today.

As far as the proposal to consider rebating through a change or
overhaul in the tax system, I really think that the question of tax re-
form deserves consideration on its own merit. It should not be hastily
conceived just to accommodate the energy tax rebate to the economy,

articularly when the is a direct and sound and simple way of affect-
Ing that rebate.

That does not mean that the per capita rebate is not without its
problems. The Commissioner discussed some and there are others that
are quite interesting. :

e did have an experience earlier this year when a $50 per capita
rebate was proposed as an economic stimulus to the economy. It was
not enacted but nevertheless, it did generate some work at Treasury to
see how they were going to accomplish this, if it were enacted.

I have some of the simulation results they developed.

In regard to the $50 rebate, the considerations were more or less
the same as we are now considering. That is, to rebate to taxpayers,

98-107~77—~——10
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those eligible for the earned income credit, Social Security recipients,
SSI recipients, railroad retirement pensioners; and AFDC recipients.

The results were as follows. They included the entirety of the popu-
lation in their eligibility criteria. They did not actually, in the simula-
tion, use the program files. What they did was use the income tax files
matched with the current population survey and drew that up to rep-
resent the entire population and tested the characteristics of the various
people and put them into categories depending on what programs they
would or would not be eligible for.

What came out of this, out of the 212-odd million people deemed
eligible, almost 36 million persons received multiple payments; almost

8 million persons received no payment.
Of those who received no payment, the overwhelming majority, 67

percent, were rural residents. .
Of the remaining 33 percent who received no payment, almost all

were inner-city residents.

Of the rural residents without any payment, more than 50 percent
had family incomes of less than $5,000; 78 percent had family incomes
of less than $10,000; higher income levels were also represented.

Of inner-city residents without any payment, 64 percent had family
incomes of less than $5,000; 83 percent had family incomes of less
than $10,000; higher income levels were also represented.

The age distribution of nonrecipients cut across all age categories
but was concentrated in the prime years of 20 to 60 years of age, 52
percent; under 14 years, 20 percent; 14 to 21 years, 20 percent; and
61 years and older, 8 percent.

Senator Haskrrr. Where do these figures come from ?

Ms. DuskiN, The Department of the Treasury. As a matter of fact,
I have some computer printouts with me that you may be interested

in taking a look at. .
The racial composition of nonrecipients was 81 percent white, 19

percent nonwhite. o
The composition by sex of nonrecipients was 53 percent female,

47 percent male.

y and larae, it tells me a great deal,-because largely it tells me
nothing. The.e¢ does not appear to be a unique problem area that ex-
plains the case of the nonrecipients. I am told, though, that probably
the largest source of difficulty in the multiple rebate situation is specu-
lated td be on the AFDC rolls. There is a great deal of overlapping

between AFDC and other categories.
I am told that approximately two-thirds of AFDC recipients pay

taxes. A number of them are also on other rolls, SSI in particular, or
the disability element of Social Security and so forth.
A large proportion of them do work and are eligible for the earned
income credit. They overlap in every program that is considered.
It is awfully difficult, if not impossible, to screen out multiple recipi-
-ents from a program that does not have a federally centralized
records system that is compatible with the other program records.

AFDC would be a severe problem.
Let me speculate a moment on what kinds of individuals might have

fallen through the cracks. Just giving the age compositions, income
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— - levels and so forth—this is not exhaustive, but I would say that prob-
ably the long-term unemployed, many of whom are heads of families,
may have been missed ; workers with incomes below the taxable thresh-
old who are not eligi le for the earned income credit because it re-
quires minor dependents in the household and also because of their
working or other categorical characteristics are not eligible for other
transfer programs.
~~To a very small extent I suspect there are some older workers who
are 65 or 62 or older, but not yet 72, may have excceded the dollar
amount of the retirement test in social security, yet may still be below
the taxable threshold, but may have forfeited social security benefit
payments. They, too, may be missed. ) )

Again, students who are not dependents of tax filing units but who
do not have taxable income may also be missed, and so forth. There
are probably a number of other groups. . )

Although there appears to be no single problem, there is a single
solution to the problems of both multiple rebates and no rebate: Have
everyone file a tax return, regardless of whether or not they have a
tax liability or are eligible for the refundable earned-income credit.

A less than perfect effort which allows people to fall between the
cracks unless they request the rebate that is due them, makes nontax-
payers wait a year for their rebate, and provides multiple_ pafments
In some cases; may be understandable when you have a single year
program. But a pro%ram that may well be repeated over several years

eally demands much better timing and better efficiency.

The only resolution I see, and one that probably would have a one-
time cost that would be significant but we would not have that cost
repeated would be to start setting uP a complete tax filing system that
was not dependent on having taxable income. ) . _

Senator HaskeLr. That is an interesting suggestion. I think we will
ask Mr. Kurtz to comment on that. )

[The following was subsequently supplied for the record by Mr.
Kurtz:] -

Service comments on Mrs. Betty Duskin’s proposal to solve the problem of
multiple rebates (and no rebates) by having everyone file a tax return, regard-
less of whether or not they have a tax liability.,

From time to time, certain public spirited individuals and groups, believing
in a need for some sort of national register of all people residing in the United
States, have suggested that the Federal Government solve the problem by having
all adults file a form, or tax return, with the Internal Revenue Service. It has
been argued that such expansion of our tax system to embrace a universal filing
process would eliminate the need for the decennial census, and, at the same
time, provide the information necessary to the Government for various programs
and activities beyond that of revenue collection.

It Is the position of the Internal Revenue Service that the expansion of our
tax system for such purposes is not.in the best interest of efficient tax collection
and is, therefore, not the direction we would like to take, Aside from the appre-
hension of a large number of citizens about the “big brother” aspects of a uni-
versal flling, we believe that the Service’s accumulation of tax data would
suffer from an increased lack of candor in reporting, that the problems of im-
proper disclosure of information would intensify, and that the general dilution
of the agency’s energies would result in weakened tax enforcement, with a cor-
responding reduction in revenue.

We would prefer, therefore, not to be the agency responsible for gathering in-
formation to be used for other than tax collection purposes.

Senator HaskeLL. Well, thank you, Ms, Duskin, for a very interest-
ing testimony. I appreciate your being here,
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[The prepared statement of Ms. Duskin follows:]

STATEMENT BY BETTY DUSKIN, DIRECTOR OF RESEARCH NATIONAL COUNCIL OF
SENIOR CITIZENS

Mr. Chairman, members of the Committee, my name is Betty Duskin, and I
am the Director of Research for the National Council of Senior Citizens, The
National Council is a nonprofit, nonpartisan organization with 3,800 affiliated
senior citizens' clubs in all fifty states, representing over three million older
Americans.

I sincerely appreciate this opportunity, on behalf of the National Council, to
comment on the issue of recycling energy tax revenues. The Administrations’
plan would result in higher prices, moving towards replacement cost, with the
concurrent return of the tax revenues into the economy to preserve overall pur-
chasing power while maintaining the incentive to conserve on energy consump-
tion. The manner in which the revenues are rebated and the efliciency and equity
with which this is done is of particular concern to us since the poor, among
whom the elderly are disproportionately represented, will be most heavily im-
pacted by rising energy prices. -

In previous testimony before this Committee, there were conflicting opinions
regarding the fairness of the redistributive impact of the per capita rebate and
the appropriateness of income redistribution in the context of the energy pro-
posals. There are several points in this regard that may be helpful.

First, in order to preserve the incentive to conserve on energy consumption, it
is of critical importance that the rebate not be directly related to the amount
of post-tax energy consumed by an individual or family. If this direct relation-
ship existed, the rebate would neutralize the effects of the tax; the pre-tax and
post-tax price to the consumer would be equal and consumption behavior would
not change. Clearly, this is not what is intended.

The effect of the tax and the consequent higher prices may be explained by
two analytically distinct occurrences. First, the purchasing power of money in-
come is reduced with the expected result that less of all customary purchases are
made. This is known by economists as the “income” effect, Second, the taxed
item becomes more expensive relative to other goods and services and there is an
incentive to shift consumption away from the relatively more expensive taxed
commodity towards relatively less expensive items. The impact of the second
effect—the “substitution” effect—is generally thought to be the larger, and hence,
the more important of the two effects described.

The flat per capita rebate is related only to the amount of tax monies to be
rebated and the total number of individuals to whom the money is to be distrib-
uted. Therefore, it offsets—in whole or in part—the “income’ effect, but does
not disturb the new relationship between higher priced energy cousumption and
other forms of consumption. Thus, energy consumption is less attractive than in
the pre-tax situation, but average purchasing power is roughly preserved.

Another effect of the per capita rebate is that it does redistribute income to the
poor relative to higher income groups. This is a result of the fact that although
the poor, on average, spend a greater proportion of their income on energy con-
sumption, they spend less in actual dollar amounts than higher income families.
The important point here is that the redistribution is only a by-product of the
necessity to avoid rebating in a manner that directly relates the size of the
rebate to actual dollars spent on post-tax energy consumption. It is not an at-
tempt to inject “welfare” transfers into an energy policy; it is an attempt to
retain the conservation incentive effects of the tax that, as a side effect, has the
soclally desirable result of favoring the poor. Only If the bias were against the
poor would we have legitimate cause for concern. The poor have always con-
served energy ; their inadequate incomes do not permit them to do otherwise,

However, the relatively favorable treatment of lower income groups does not
imply that all lower income units will necessarily be getting hack more than
their additional costs: (1) The impact of both direct and indirect price increases
is uncertain and, therefore, current estimates are tentative; (2) part of the
revenues will be used as an indirect subsidy to prevent home heating fuel from
increasing in price, and will therefore not be available for the individual rebates
and, (3) there is a great deal of variation in energy usage, not only between in-
come classes, but also within income classes. The variation appear to be largest
at the lowest end of the income distribution and barely discernible at the upper

end of the income distribution.
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Another concern involved potential “double-dipping” by the poor and others
who recelve transfer income that is adjusted for-changes in the cost-of-living.
It is claimed that the energy price increases will be reflected in the Consumer
Price Index (CPI), which is the instrument used to calculate adjustments in
transfer payments, and, therefore, those who receive the adjustment and the
rebate will be doubly compensated. I strongly disagree.

The CPI reflects an average market basket of goods and services; it does not
reflect the expenditure patterns of the elderly or the poor, Housing costs, food,
medical care and transportation costs which make up the bulk of the elderly
budget have all experienced unusually high rates of intlation in recent years.
All of these items represent a much larger share of the elderly market basket—
even with the existence of Medicare—than is represented in the CPI. Similar
deviations from the average expenditure pattern exist for all the poor. There-
fore, these groups have been seriously undercompensated for changes in the
cost-of-living in recent years, and usually after a time lag of more than a year.
The projected changes in energy prices as reflected in the CPI will continue to
undercompensate them. Certainly, none of the burden of induced higher prices
should be shifted to the low income population, particularly since other groups
may successfully hedge against inflation through wage adjustment, higher inter-
est rates, or other means without penalty. Therefore, taxpayers and transfer
program reciplents, including Social Security, SSI, Railroad Retirement, AFDC
and recipients of the Earned Income Credit, all should receive equal rebates
or grants. /

In addition to the proposed per capita rebate, other means of returning the
tax revenues to the economy have been suggested: (1) rebating state and local
property taxes; (2) reducing state sales taxes; and (3) overhauling or indexing
the personal income tax system. I consider these options seriously inferior to
the proposed direct per capita rebate.

The first two options, I understand, were suggested because they are pur-
ported to be counter-inflationary since the reduced taxes would be directly picked
up in the CPI and offset the increase in energy taxes. This point of view confuses
a statistical representation of an event with the event itself.

In the case of offsetting a tax increase by an equal tax reduction, this might
well be reflected as a standoff in the CPI, but only because of the concurrent
timing, Paying a tax lability for an individual also frees income for discretion-
ary purposes in the same way that a direct cash rebate does. Unless the dis-
tribution of the proceeds differs significantly in the two cases, I see no reason
to assume that the direction of the result will be different; only the timing of
the result may be different.

However, there are more serious objections to using the property tax or sales
tax as a rebate vehicle. In the case of the property tax:

1. We don’t know the final incidence of the tax, We don’t know whether indi-
viduals pay this tax in their role as consumers of housing services and as con-
sumers of other goods and services or whether individuals pay the tax in their
role as owners of capital (wealth). In the first case, the tax would be considered
extremely regressive; in the second case, the tax would be considered strongly
progressive. This issue i8 at present unresolved.

2. Since the property tax is usually levied at the sub-state level, we are talking
about thousands of jurisdictions.

3. Tax rates and assessment practices differ among jurisdictions.

4. States differ in their proerty tax relief programs: some have none; some
target aid to the elderly only ; some include all age groups; some limit eligibility
to homeowners; some include homeowners and renters, there are variations in
income eligibility and maximum relief, and so forth,

5. Jurisdictions that are fiscally hard pressed would have an incentive to
raise property tax rates given that the increase would be financed largely through
the federal rebates. The Federal government could not intervene in the matter
of the local taxing authority, and the rebate might never reach the consumer.

In sum, rebating through the property tax mechanism would be an adminis-
trative nightmare with haphazard, inequitable and in part, unknown results,

The sales tax falls prey to much of the same criticism, with the exception that
the tax is known to be regressive,

1. Tax rr.ies and items subject to the sales tax differ among states, not to
mention the fact that not all states have a sales tax,

2. Administrative complexity and inequities based on the accident of geo-

graphic location would result,



146

8. Agalin, there is no guarantee that the state would not take advantage of a
potential federal subsidy and thwart the expectations of consumers by raising
tax rates or expanding the taxable base.

The other major proposal involves recycling the energy tax revenues through
a major overhaul of our tax system which would effectively “index* the system.
I believe the question of tax reform deserves consideration on its own merits
and should not be hastily conceived to accommodate an energy tax rebate to
the economy, particularly when there is a direct, sound and simple alternative
in the flat per capita rebate.

Although I favor the per capita rebate approach, it, too, is not without diffi-
culties. The problems involve the incidence of multiple rebates and no rebates.

Earlier this year, a $50 per capita rebate was proposed as an economic stimulus
to the economy. Although never enacted into law, it did generate some estimates
of the difficulties that might be encountered in implementing the rebate. A

- gimulation, done by the U.8. Department of the Treasury, assumed the entire
United States population as eligible. The proposal provided rebates or grants
to several categories of individuals equivalent to those now under consideration:
(1) taxpayers; (2) earned income credit recipients; (8) social security recipi-
ents; (4) SSI recipients; (5) railroad retirement pensioners; and (6) AFDO

recipients,
The results were as fol'ows : .
Almost 86 million persons received multiple payments;
Almost 8 million persons received no payment;
Of those who received no payment, the overwhelming majority, 67 percent,

were rural residents ;
Of the remaining 38 percent who received no payment, almost all were

inner city residents;

Of the rural residents without any payment, more than 50 percent had
family incomes of less than $5,000; 78 percent had family incomes of less
than $10,000; higher income levels were also represented;

Of inner city residents without any payment, 64 percent had family in-
comes of less than $5,000; 83 percent had family incomes of less than $10,000.
higher income levels were also represented.

The age distribution of nonrecipients cut across all age categories but was
concentrated in the prime years of 20 to 60 years of age, 52 percent ; under
14 years, 20 percent; 14 to 21 years, 20 percent; and 61 years and over, 8

percent.
The racial composition of nonrecipients was 81 percent white, 19 percent

nonwhite ;
The composition by sex of nonrecipients was 53 percent female, 47 percent

nale.

The largest source of difficulty in multiple rebates is speculated to be in the
AFDC roles, since there is a great deal of overlapping between AFDC recipients
and all of the other categories. Additionally, it is more difficult if not impossible
to screen out multiple recipients from a program which does not have federally
centralized records that are compatible with the other federal program sources,

By simple inspection, there does not appear to he a unique problem area to
the case of nonrecipients. There are several speculations as to what categories
of individuals and families are falling through the cracks; (1) the long-term
unemployed, many of whom may be heads of families; (2) workers with incomes
below the taxablé threshold who are not eligible for the EIC or other transfer
programs considered ; (8) older workers, under age 72, who are below the taxable
threshold, but who have significantly exceeded the dollar amount of the retire-
ment test so that they have forfeited benefit payments; (4) students who are
xrxot dependents of tax filing units, but who do not have taxable income, and so

orth.

Although there appears to be no single problem, there is a single solution
to the problems of both multiple rebates and no rebates: have everyone file a
tax return, regardless of whether or not they have a tax lability or are eligible
for the refundable earned income credit. A less than perfect effort which allows
people to fall between the cracks unless they request the rebate that is due them,
makes non-taxpayers wait a year for their rebate, and provides multiple pay-
ments for some may be understandable for a single year program. But one that
will be repeated over several years demands better timing and greater efficiency.
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Senator HaskerL, The hearing is now adjourned. The record will

stay open to receive additional material.
Thereupon, at 11:40 a.m. the subcommittee recessed to reconvene

at the call of the Chair. ] o
[By direction of the chairman the following communications were

made a part of the record :]
UAW CoMMENTS ON ADMINISTRATIVE PROBLEMS IN RECYCLING ENERGY TAXES

These comments on the oil wellhead tax are related to the June 6 and 27, 1977
hearings of Senator Haskell’s Subcommittee of the Senate Finance Committee.
In particular, we would llke to comment on the question of whether recycling
can be designed to minimize the inflationary impact of the tax.

As we in the UAW envision the ideal form of energy taxes and rebates, it would

produce results very much like a modified system of rationing. Each family would
be able to continue to use a certain basic amount of petroleum or petroleum prod-
ucts without penalty, but any use above that level would be subject to a tax
penalty. The Administration’s proposal for the wellhead tax and rebates comes
close to this objective. The wellhead tax would increase the cost of oil in most
uses, and the revenues would be recycled with an equal amount rebated to each
person. The House Ways and Means Committee has modified this proposal by
providing that the revenues be recycled in an equal amount to each adult. Under
either approach, each family could consume a certain amount of petroleum with-
out experiencing any net loss from the program--but additional consumption be-
yond that amount would impose a net penalty. This seems to us to be the fairest
way' to share the burdens of conservation with a minimum of administrative
cost.
When the two elements of this program—petroleum tax and rebate—are taken
together, the impact on income distribution will be generally progressive. The
petroleum tax alone would be somewhat regressive, probubly taking a larger
share of income from low and middle income families than from upper income
families. At best it might take an approximately equal proportion of income from
families at each income level. But the rebate feature would render the program
progressive, because equal rebates for families of the same size would represent
a larger share of income for low and wmiddle income families than for upper
income families.

Comments were requested on the statement of Arthur Okun of the Brookings
Institution that the Administration's method of recycling would be unneces<arily
inflationary.® Dr. Okun is concerned that petroleum tax would be reflected in a
higher price of goods—and hence a higher level for the Consumer Price Index
(CPI)—while the rebate would not produce a corresponding decline in prices
or the price index. It is well to keep in mind, however, that this is largely an
“optical illusion.” To the extent that the tax in oil still used is passed on to the
consumer in the marketplace, but the revenues are rebated through the tax sys-
tem, the average family is no worse off after the tax than it was before. The real
purchasing power of that family will not be reduced.*

We see two difficulties with Dr. Okun's proposal that the federal government
use the rebate money to induce the states to reduce their saleg taxes. First of all,
there could be considerable delay in getting a substantial number of state legisla-
tures to respond to the inducements. On the one hand, if the per capita rebates
are held up in the meantime, the revenues would not be recycled quickly enough.
On the other hand, if the rebates are already flowing to the residents of the state,

1 8ince children increase a family's need for petroleum products—but probably not as
much as adults do—the fafrest rebate system probably lles somewhere between the two
approaches, taking the form of a rebate for children that 18 smaller than that for adults.

: erha?u a large administrative system could be designed to attempt to make finer
ons among families—based on their habits, life situations, places of residence,

distinet!
articular needs—but the structures could be cumbersome and the increased equity

and
woulg be dublous,
$ Statement before Joint Fconomic Committee hearing on the Natlonal Emergy Plan,

May 20, 1977.

¢ Howeyer, to the extent that the tax induces conservation measures that were too costly
to be undertaken before the tax, and the cost of those measures {5 borne by—or passed on
to—the consgumer, there will be no corregsponding tax revenues to be wsed for rebates.
Thus, the wellhead tax would produce some real cost for American consumers, but we feel
that would be worth bearing to help reduce our dependence on imported ofl.
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the voters will be well aware that they will be losing a federal rebate in order
to gain a state tax reduction, and the political pressures could well operate
against tax reduction.

Second, state sales taxes—especlally those that cover such necessities as food
and drugs—are quite regressive, but eliminating a per capita federal rebate would
be even more regressive, Sales tax payments increase as one goes up the income
scale (though not in proportion to the additional income) but the rebates do not
increase at all at higher income levels. Thus low income families would lose more
from the loss of the rebates than they would gain from the reduction of the sales
tax.
As Okun argues, a recorded increase on the CPI can have real effects. For
example, it may invoke greater worries about ‘“‘overheating” the economy and
hence discourage efforts to move toward full employment, Perhaps the best ap-
proach here would be a direct one of requiring the Labor Department to calculate
each month what portion of any increase in the CPI was attributable to energy
taxes and the extent to which the impact of that increase on family purchasing
power was offset by direct rebates of those taxes. It is, after all, paradoxical to
say that a particular urban family of four experiences an increase in its cost
of living because it has to pay, say, $30 a year more for petroleum products, if
that same family is receiving a $50 rebate from the government directly paid
for out of the taxes that induced the price rise. '

The Okun proposal raises some valid questions. But our own reaction remains
that a per capita rebate provided directly by the federal government represents
the quickest, least costly and fairest way to recycle energy tax revenues to the
publie.

We are concerned, however, that many members of Congress seem reluctant to
rebate the revenues to the public. Specifically, we are concerned that the House
Ways and Means Committee has only provided for recycling wellhead tax rev-
enues during 1978 even though the tax would continue after that. We are also
concerned by the many proposals to spend the tax revenues for other projects—
worthy though many of them may be—such as solar energy, mass transit, or re-
search and development. Insofar as these projects are worth supporting, we would
prefer to see them financed out of progressive income taxes rather than from
reduced per capita rebates.

We would like to sec the petroleum tax revenues rebated to each person in the
country through the Internal Revenue and Social Security Systems. We would
like each taxpayer to know that he or she was receiving such a rebate—for exam-
ple, through a clear indication on the tax form that the tax liability was being
reduced (or the refund being increased) as the taxpayer’s share of the petroleum
tax revenues. We think that this is the best way to build long-run public support
for the changes that will be necessary if we are to meet the energy challenge of

our times.

————

STATEMENT OF JOSEPH IHORTON, DEPARTMENT OF ECONOMICS AND BUBINESS,
SLiPPERY RoCK STATE COLLEGE

PRESIDENT CARTER’S ENERGY TAX PROPOSALS .

Biographical Note.~—Joseph Horton is Professor of Economics and Chairman
of the Department of Economics and Business at Slippery Rock State College.
He received his Ph.D. in Economics from Southern Methodist University in 1968.
In 1970~71 he was a Postdoctoral Research Fellow at Harvard University. Pro-
fessor Horton is President of the Pennsylvania Conference of Economists, Secre-
tary-Treasurer of the North American Economic Studies Association, and a
member of the Board of Editors of the Eastern Economic Journal. He is the
author of more than 40 articles, monographs, and papers published in academic
journals and presented at professional meetings.

Addresg and telcphone data.—Further information regarding the views ex-
pressed in this statement can be obtained by writing to Dr. Horton at: Depart-
ment of Economics and Business, Slippery Rock State College, Slippery Rock,
Pa. 16057 or by phone at (412) 794-7323.

SUMMARY

Our present policies regulating energy, especially price controls on natural gas
and petroleum, are the basic cause of the energy problem. Eliminating them and
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allowing the market to work is the most efficlent and effective means of solving
the energy problem. Apparently this solution is politically unacceptable. Presi-
dent Carter's proposals are a great improvement over present policies. The key
policy is the tax on ofl which amounts to freeing its price and imposing a 100
percent excess profits tax. Other aspects of the energy proposals are redundant
unless there are special reasons for encouraging greater reliance on particular
forms of energy. In these cases the use of taxes or taxes and subsidies is more

eflicient than direct regulation,
STATEMENT

An Optimal Solution

This is composed as I sprawl my materials over four of the nine seats available
to me on an airliner. No one on the plane has to confine himself to fewer than
four seats. The stewardess offers me wine or champagne before, during, and after
lunch, I settle for 24 oz. of U.S. Government certified rat poison (diet cola). There
are almost as many stewardesses as passengers, Mine is wearing an SOS button.
She says it stands for “Save Our Service.,” It seems that Senator Kennedy has
introduced a bill which President Carter supports to reduce regulation of the
airlines. If it passes, flights like this might have to be cancelled. Here is exactly
the type of policy President Carter shoul-! adopt to end the energy problem. If the
Carter program followed this example, there would be no doubt of success.

In the T.V. presentation of his New Energy Program (NEP) President Carter
insisted that we are running out of oil and face serious and growing shortages.
This is his justification for government programs to restrain demand. Many well
educated and intelligent, but economically illiterate, believe this.

No doubt the amount of petroleum in the world is finite. This is, however,
irrelevant. The poor old CIA, as if it were not discredited enough already, has
been pushed forward to assure us that a monstrous shortage of oil will be upon
us in a few years. The quantity demanded will far exceed the quantity supplied.
The only reason there is ever a shortage of anything is that price is too low. This
is a2 mathematical fact on the order of the square of the hypotenuse equals the
sum of the squares of the opposite two sides. If there is a shortage of oil, it has
nothing to do with the amount of oil being finite; rather the shortage exists
because the price is too low, The solution is to let the price rise to whatever level
the market sets.

A competitive economy uses resources as efficlently as possible to satisfy the
wants of consumers. Lest there be any doubt about the competitiveness of the
American economy, I have searched the literature. I find no study which claims
a loss to society due to monopoly of more than 8 percent. This strongly suggests
that the best thing the government can do to insure the most efficient possible use
of energy is to define property rights correctly. remove its restrictions, and let the
market work, Once this is accomplished, anything further the government does

must make things worse, not better.

The Present Policy

Few people know what our present policy is. It is to tax domestically produced
oil about $2 a barrel and to use this money to subsidize the importation of foreign
0il by £3 a barrel. As less oil is produced in this country and more oil is imported,
the tax becomes greater in order to provide the subsidy which makes it attractive
to import even more foreign oil.

A study by members of the Policy Study Group of the MIT Energy Laboratory
published in “The Public Interest” estimates that 71 percent of our oil imports
are caused by this policy. Simply eliminating the subsidy would reduce our im-
ports 71 percent and do more for our military preparedness than any other con-
ceivable energy policy. RAND study No. R-1951-RC published this January
claims to show that the current policy does not even reduce the prices of petro-
leum products at the consumer level. Rather it merely taxes the (mostly small,
independent) domestic producers and gives the money to (mostly large, multi-
national) international oil companies. Eliminating our current system of pseudo
price controls on oil might actually reduce consumer prices according to the
RAND study. In any event it is clear that ending the existing policy is the most
efficient single policy change to reduce our dependence on foreign oil.

Evaluation of the Carter Plan

I take it as given that neither of the above plans is politically acceptable. The
purpose of the Carter plan is to modify the economy’s incentive system to reduce
the use of energy below what it would be in the absence of the new policy.
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1. Price controls will be continued on oil, but a tax will be imposed on domestic
oll to bring it up to OPEC prices, This should eliminate the subsidy to oil im-
porters and thus reduce the present program'’s encouragement of ever more im-
ports. The tax will reduce the use of petroleum in all of its uses and is probably
the most important portion of the plan. This policy amounts to freezing oil prices
and imposing a 100 percent excess profits tax. It is an efficlent means of achiev-
ing the goal of reduced oil use. It causes oil users to value oil at world prices. It
passes the test of improving the current situation with flying colors.

It causes oil producers to value oil at a lower price than users. This leads to
inefficiently low production of oil. Wheather we are better off with the government
or the oil companies getting the money depends on what each will do with fit.
President Carter says the money will be rebated to consumers. This will increase
consumption at the expense of investment and will make future generations worse
off than if it were invested by the oil companies. If it were invested by the gov-
ernment in (say) solar energy research, the rate of return on this investment
would-have to be compared with that earned by the oil companies' use of the re-
sources commanded by this money.

2. New ofl is to sell at world prices. The strict definition of new oil insures that
this incentive for investment will be weak. Moreover, the profits on old oil if
decontrolled would not only provide the incentive for developing new oil, they
wounld also provide the financial resources to do so. The higher prices for both old
and new oil would provide both an incentive and the capital required for the de-
velopment of alternative energy sources. The rebates, however, will be dispersed
over all types of consumer goods thus weakening the effect of this incentive at the
same time that they reduce the resources, both financial and real, available for
investment of all types. Nonetheless, compared to possible alternative policies
this, too, passes our test for reasonable efficiency.

3. A tax on gasoline which will increase at 5 cents per year to a maximum of
perhaps 50 cents. It is fair to say that a big gasoline tax is the liberal economists’
solution to the energy problem. The gasoline tax is viewed with special favor be-
cause more than most other policies it reduces energy use rather than primarily
substituting one form of energy for another. In principle this is an effective means
of reducing the public's use of petroleum, but the small amount makes its impact
questionable. Revenue from such a tax should be used in whatever manner maxi-
niizes its return to society. The frequently followed policy of tying revenues to
uses. However, suggests a rebate to the States for the maintenance of highways.
Highway construction is often largely funded by the Federal Government, Main-
taining them is an increasing burden on State Governments.

4. A tax on big cars and a rebate on smaller ones is clearly less efficient than
a bigger gasoline tax. Apparently it is a compromise because a large enough
gasoline tax was deemed politically unacceptable, It would have greater effect
if it were an annual tax applicable to old as well as new cars. Moreover, it
applies to big cars even if they are driven very little and. therefore, use little
gasoline. Will a large family really use less gasoline by going in two small cars
instead of one LTD stationwagon? Using this tax to fund a rebate on small cars
would tend to reinforce its effects. Such a tax and subsidy scheme is, however,
an inferior substitute for a gasoline tax which is high enough to reduce the use
of gasoline to whatever amount the President desires.

3. The price for new natural gas would be increased in interstate markets but
controlled and reduced in intrastate markets. This will spread shortages to all
parts of the country. It will probably reduce the amount of new natural gas since
it reduces its price below the existing intrastate price. The proposal is con-
trary to the principles of sclentific economic planning. It requires people to act
confrary to the incentives inherent in our (or any other modern) economic
system. This will encourage people to want to use more gas, not less. It en-
courages suppliers to supply less gas, not more. If the price of natural gas cannot
be freed for political reasons, a tax similar to the Carter proposal on petroleum
would be preferable to this proposal. R

6. Tax credits would be granted to people to insulate their homes. If the price
of energy accurately reflects its value, people will choose the optical amount
of insulation for their homes. There is no need for a tax credit. This, like the
gasoline tax, would tend to reduce energy use, not largely shift demand from one
type of energy to another. Itl s the liberal economists’ housing analog to the
energy for transportation solution.
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7. A tax on firms which have not converted from natural gas and oil to coal
a9 quickly as government feels they should. This, like the gasoline tax, suggests
that even at the OPEC price oil i8 not priced high enough to meet the value the
Carter administration places on it. A more efficient solution is to raise the tax
on oil (or to free its price and then tax it too). Moreover, this proposal does not
save energy. It merely shifts demand from one form to another. Such a policy
implicitly assumes that coal is less valuable than other energy sources.

This is a borderline case. It secms to achieve the goal of reduced petrolenm

use, but at greater cost than a higher tax on gas and oil would inflict.
. 8 A tax credit for solar heating. Again, assuming the price of other sources
of energy accurately reflects the government's valuation of them, there is no
reason for this: It requires the inefficient use of resources. It can be justified only
if the government places an especially low value on solar energy. Perhaps some
case could be made that this subsidizes learning how to use solar energy which
will have external benefits for future users of the unpatentable techniques de-
veloper. Moreover, there is no consideration of the environmental problems asso-
ciated with solar energy which have resulted in solar heating/cooling being
banned in some places.

9. Energy efficiency standards will | e set for appliances. This is an inefficlent
means of achieving the goal of reduced energy use. If the price of energy
(through market price plus taxes) reflects the value which government places
on energy, no further action is required. Perhaps requiring manufacturers to
give consumers information on energy use could be justified, but certainly noth-
ing more, Even if reduced energy use by appliances is specifically desired, the
use of standards is contrary to the incentive system.

The preferred system is a tax or tax and subsidy system. The problem with
standards is not that they will fail to reduce energy use but they are an exces-
sively costly means of doing so. This policy should be eliminated or replaced
with a tax on energy inefficient appliances, possibly coupled with a subsidy on

highly efficient appliances.
CONCLUSION

President Carter's energy plans meet the requirements for scientific economic
planning about as well as they could given the political nature of the decision
making process. They should be effective and reasonably efficient in reducing
energy use. Taxes or taxes and subsidies are particularly efficient means of
achieving the administration's goals and should, therefore, be used more exten-
sively than the President proposes. All of this assumes that the most efficient and
effective means of solving the energy problem, ending the government policies
which cause it and letting the market work, is politically unacceptable.
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