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TAXATION OF IMPORTED OIL

THURSDAY. FEBRUARY 27, 1986

U.S. SENATE,
COMMITTEE ON FINANCE,
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION,
Washington, DC.

The committee met, pursuant to notice, at 9 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. Malcolm Wallop (chair-
man) presiding.

Present: Senators Chafee, Wallop, Symms, Grassley, Long, Bent-
sen, Boren, Bradley, and Mitchell.

[The press release announcing the hearing and the prepared
written statements of Senators Wallop, Chafee, Bentsen, Boren,
and Mitchell and a pamphlet explaining taxation of petroleum im-
ports by the Joint Committees on Taxation follow:]

[Press Release No. 86-004, Wednesday, January 29, 1986]

TAXATION OF IMPORTED O1L To BE CoNsiDERED BY FINANCE CoMMITTEE'S ENERGY
- SUBCOMMITTEE

The Senate Committee on Finance’s Subcommittee on Energy and Agricultural
Taxation has scheduled two days of hearings to review proposals to tax unported oil,
Chairman Bob Packwood (R-Oregon) announced today.

Senator Packwood said the Subcommittee would hear arguments for and against
the oil import issue Thursday, February 27, and Friday, February 28, 1986.

Senator Malcolm Wallop (R-Wyoming), Chairman of the Subcommittee on Energy
and Agricultural Taxation, will preside at the two days of hearings

Both hearings are scheduled to begin at 9 a.m. in Room SD-215 of the Dirksen
Senate Office Building in Washmgton

The hearings will specifically review two bills:

S. 1997, introduced by Senator Wallop on December 19, 1985, the bill would
amend the Internal Revenue Code of 1954 to impose a tax on the importation of
crude oil and refined petrolf-um products.

S. 1507, introduced by Senator David Boren (D-Oklahoma) on July 26, 1985, the
bill would increase the tariff on 1mported crude oil and refined petroleum products

M



STATEMENT OF SENATOR MALCOLM WALLOP
CHAIRMAN OF THE ENERGY AND AGRICULTURAL TAXATION SUBCOMMITTEE
OF THE SENATE FINANCE COMMITTEE
FEBRUARY 27, 1986

GOUD MORNING. 1 WANT TO THANK, IN ADVANCE, THE MANY EXPERT
WITNESSES WHO HAVE TAKEN TIME TO APPEAR BEFORE THIS COMMITTEE AND
PARTICIPATE IN WHAT [ EXPECT WILL BE A LIVELY DISCUSSION ON THE
MERITS AND POTENTIAL PROBLEMS OF AN OIL IMPORT FEE.

LET ME BEGIN THIS HEARING BY MAKING ONE POINT PERFECTLY CLEAR: IT
IS MY STRONG BELIEF THAT ENERGY TAXATION NISCUSSED WITHIN THE-
CONFINES OF TAX REFORM AND DEFICIT REDUCTION IS NOT A RATIONAL

. APPROACH. AN ENERGY TAX IN EITHER OF THESE FORMS, WILL FAIL TO
ACHIEVE REAL DEFICIT REDUCTION OR GENUINE TAX REFORM AND WILL
NEGLECT ENERGY POLICY,

AS I'VE REPEATEDLY SAID SINCE SENATOR BENTSEN AND ! INTRODUCED S,
1997, 1 AM NOT YET CONVINCED THAT AN ENERGY EXCISE TAX IS THE ONLY,
OR EVEN THE MOST APPROPRIATE COURSE TO TAKE. [IT IS THE PURPOSE OF
THESE HEARINGS TO DETERMINE JUST THAT.

IF THERE IS MERIT TO AN OIL [MPORT FEE OF ANY DESCRIPTION, THERE IS
ONLY ONE CHOICE IN MY MIND AND 1T 1S NOT THE FLAT TAX ADVOCATED BY
SOME OF MY COLLEAGUES. RATHER, IT IS THE FLOATING FEE APPROACH
TAKEN IN S. 1997, THOUGH THERE WOULD BE SOME EFFECT, THIS FLOATING
TAX CANNOT BE DUBBED A REVENUE-RAISER BECAUSE IT WOULD NEVER PROVIDE
TREASURY WITH A CONSTANT AND PRE-DETERMINED SOURCE OF REVENUE.
FURTHERMORE, THE TAX WOULD AUTOMATICALLY PHASE OUT WHEN THE WORLD
PRICE OF OIL HITS THE BILL'S SURVIVAL PRICE. MOST IMPORTANTLY, IT
WOULD PROVIDE A SOURCE OF STABILITY FOR QUR DOMESTIC ENERGY
PRODUCERS, INCLUDING COAL, RENEWABLES AND CONSERVATION.



IT IS MY HOPE THAT THE ARGUMENTS EXPRESSED TODAY AND TOMORROW WILL
RECEIVE CAREFUL CONSIDERATION FROM MY COLLEAGUES, AND THAT THE
SENATE WILL NOT CHOOSE AN ENERGY TAX AS SOME SIMPLE NARCOTIC TO
RELIEVE THE IMMEDIATE AND NAGGING PAINS OF TAX REFORM OR DEFICIT
REDUCTION. IT WOULD ONLY SERVE AS TEMPORARY RELIEF WITH SERIOUS,
LONG-LASTING RIPPLE EFFECTS FROM WHICH FUTURE GENERATIONS WOULD
SURELY SUFFER. IN CALLING FOR THESE HEARINGS, MY PURPOSE WAS, AND
IS, TO IDENTIFY THE ENERGY POLICY ARGUMENTS SURROUNDING ANY
POTENTIAL JUSTIFICATION AND CONSEQUENCE OF IMPLEMENTING AN OIL
IMPORT FEE.

RIGHT NOW, THESE HEARINGS ARE IRONICALLY TIMELY IN LIGHT OF THE
PRECIPITOUS DROP IN WORLD OIL PRICES WHICH HAS BROUGHT NEW
OPPORTUNITIES, PROBLEMS AND* EVEN MIXED BLESSINGS FOR OUR NATION AND
FOR MY HOME STATE OF WYOMING, IFf I SIT QUIETLY IN MY OFFICE, IT'S
POSSIBLE TO HEAR ALL THE WAY FROM WYOMING, THE JOYFUL WHOOPS AND
HOLLERS FROM RANCHERS NOW EXPECTING PRICE RELIEF IN ONE OF THEIR
BIGGEST FIXED COSTS. AND, MYASTATE, WHICH PRODUCES AND CERTAINLY
CONSUMES ENERGY, IS ALREADY OPTIMISTIC THAT POTENTIALLY LOW GASOLINE
PRICES THIS SUMMER WILL BOOST OUR SAGGING ECONOMY BY BRINGING MORé /
VISITORS TO YELLOWSTONE AND GRAND TETON NATIONAL PARKS.

ON THE OTHER HAND, WYOMING, LIKE EVERY ENERGY-EXPORTING STATE, HAS
SUFFERED DRAMATICALLY FROM FALLING OIL PRICES. A CASPER 0OIL MAN
RECENTLY POINTED OUT TO ME AS A GENERAL RULE OF THUMB, THAT FOR
EVERY $1.00 DECREASE IN THE PRICE OF CRUDE, MY STATE AT ALL LEVELS
SUFFERS AN INCOME L0OSS OF $15 MILLION PER YEAR IN AD VALOREM TAXES,

SEVERANCE TAXES, STATE ROYALTY AND FEDERAL ROYALTIES,



THE OTHER BOOT DROPS AS A RESULT OF LESS MONEY TO DRILL NEW WELLS,
WHICH TRANSLATES INTO LEANER REVENUES, FEWER J0BS ANO A FURTHER SAG
IN OUR ALREADY AILING ECONOMY. OTHER ENERGY RESOURCES SUFFER T0O.
WYOMING HAS SUBSTANTIAL OIL, NATURAL GAS AND COAL RESERVES. AS OIL,
THE GOLD STANDARD OF THE "BTU" BUSINESS DROPS, SO DOES THE VALUE OF
COAL AND NATURAL GAS, AS WELL AS INTEREST IN EMERGING, YET
EXPENSIVE, PROJECTS SUCH AS ENHANCED OIL RECOVERY, COGENERATION, AND
EVEN CLEAN COAL TECHNOLOGY.

1 HAVE BEEN A STUDENT OF ENERGY POLICY FOR MANY YEARS. [ HAVE
STUDIED THE VARIOUS TOOLS FOR ASSURING AMERICANS AN INDEPENDENT
ENERGY SUPPLY, AFT;R REFLECTION, I WOULD GENERALLY CONCLUDE THAT
TAXES ON ENERGY CONSUMPTION_;;E UNGAINLY TOOLS FOR IMPLEMENTING A
RATIONAL ENERGY POLICY. DEVELOPMENT AND CONSERVATION TAX
INCENTIVES, ALONG WITH AN EMERGENCY SUPPLY PROVIDED BY THE STRATEGIC
PETROLEUM RESERVE SEEM BETTER METHODS OF ASSURING ENERGY SECURITY

AND MARKET VIABILITY,

SOME MIGHT SAY THAT AN OIL [MPORT FEE IS JUST ANOTHER ATTENPT TO
SHMOTHER FREE MARKET FORCES FROM COMING INTO PLAY, THIS MAY BE ONE
CONCERN THAT WE WILL EXPLORE TODAY. AS WE ALL RECALL, GOVERNMENT
EFFORTS TO PREVENT FREE MARKET FORCES FROM ESTABLISHING OIL PRICES
BEGAN IN EARNEST IN THE EARLY 19705, AS THE OPEC CARTEL CAME TO
DOMINANCE. IN A RAGE, CONGRESS IMPOSED THE WINDFALL PROFITS TAX
WHICH ASSURED THAT THE FREE MARKETS WOULD NEVER REALLY OPERATE.



SOME MEMBERS WHO NOW ASSERT THAT THE NEW LOWER PRICES SHOULD NOW BE
PASSED COMPLETELY ON TO THE CONSUMER ARE THE SAME ONES WHO IMPOSED
THE WINDFALL PROFITS TAX WHICH DEPRIVED THOSE SAME CONSUMERS OF $77
BILLION IN ENERGY SAVINGS OVER THE COURSE OF ITS EXISTENCE., THEY
MAY ALSO BE THE ONES WHO CONTINUE TO IMPOSE OTHER SPECIAL TAXES ON
ENERGY LIKE SUPERFUND AND BLACK LUNG. CONGRESS HAS, OVER THE YEARS,
DEALT IN HARSH INCONSISTENCIES WITH THE ENERGY INDUSTRY AND THE
AMERICAN CONSUMER HAS CONTINUALLY PAID THE PRICE,

IN SPITE OF OURSELVES, WE HAVE MADE TREMENDOUS STRIDES IN REDUCING
OUR RELTANCE ON FOREIGN OIL, ON CONSERVING ENERGY IN OUR HOMES AND
INOUSTRIES., STILL, WE ARE TRAVELING TOWARD THE TWENTY FIRST CENTURY
WITHOUT AN ENERGY POLICY THAT IS EITHER FAR-SIGHTED OR COHESIVE.
WHAT WE HAVE HAS BEEN DEVELOPED IN.DRIPS AND DRABS, AT THE WHIMS OF
INDIVIDUAL MEMBERS OF CONGRESS AND BY 45 OR SO DIFFERENT GOVERNMENT
BODIES.

THE INCUNSISTENCIES IN CONGRESSIONAL ENERGY POLICY ARE WELL
DOCUMENTED AND TRULY OUTRAGEQUS -- WE HAVE BEEN IN AND OUT OF
NATURAL GAS, FIRST REGULATING AND PARTIALLY DEREGULATING IT. WE'VE
BEEN IN AND OUT OF SYNFUELS -- FIRST FUNDING IT AND THEN ORAINING IT
AWAY. TODAY, WE ARE ON EQUALLY DANGEROUS GROUND AND I TRUST WE WILL
ALL TREAD CAREFULLY, AS WE AGAIN CONSIDER THE TAXATION OF ENERGY 1
CHALLENGE CONGRESS TO CONSISTENCY -~ AND I OOUBT CONGRESS WILL LIKE
IT, ONE CAN NO MORE MAKE REVENUE POLICY WITHOUT REGARDS TO THE
ULTIMATE CONSEQUENCE THAN ONE CAN MAKE ENERGY POLICY WITH ONLY
REVENGE I[N THE HEART.



STATEMENT OF
SENATOR JOHN H. CHAFEE
BEFORE THE SURCOMMITTEE ON EMERGY AND AGRICULTURAL TAXATION
OF THE SENATE FINANCE COMMITTEE
FEBRUARY 27 AND 28, 1986

FIRST, ] WOULD LIKE TO THANK SENATOR WALLOP FOR CALLING THESE
HEARINGS ON THE TAXATION OF PETROLEUM IMPORTS. | AM VERY ANXIOUS
TO HAVE THE COMMITTEE EXAMINE THE VARIOUS PROPOSALS SO THAT WE CAN
SEE JUST HOW BAD THEY ALL ARE. WHETHER AN OIL IMPORT FEE IS
STRUCTURED AS A FLAT DOLLAR FEE ON AN IMPORTED BARREL OF OJL OR A
FLOATING FEE DESIGNED TO KEEP A “FLOOR" UNDER THE PRICE OF OIL, I
AM OPPOSED TO 1T. THESE PROPOSALS ARE A BAD IDEA FOR RHODE ISLAND,
FOR NEw ENGLAND, AND FOR THE NATIONAL AS A WHOLE-.

IF 1 WERE TO PROPOSE A BILL REQUIRING THE CITIZENS OF
OKLAHOMA, TEXAS AND LOUISIANA TO PAY 5 PERCENT HIGHER FEDERAL TAXFS
THAN CITIZENS IN OTHER STATES, THE CRIES OF FUROR WOULD ROLL LIKE
THUNDER ACROSS CAPITOL HILL. YET THAT IS PRECISELY WHAT ADVOCATES
OF AN OTL IMPORT FEE ARE PROPOSING FOR THE CITIZENS OF MY STATE AND



NEw ENGLAND AS A WHOLE: TAXES HIGHER THAN CITIZENS ANYWHERE ELSE
IN THIS LAND WILL HAVE TO PAY. | AM OUTRAGED, AND WILL FIGHT
THISINFAMOUS SCHEME WITH EVERYTHING | HAVE.

AN OIL IMPORT FEE, FIRST OF ALL, IS SIMPLY UNFAIR. NEw
ENGLAND LEADS THE NATION IN ENERGY CONSERVATION, BUT WE STILL
DEPEND ON OJIL FOR FULLY IWO-THIRDS OF OUR ENERGY NEEDS: A FIGURE
WHICH 1S NEARLY DOUBLE THE NATIONAL AVERAGE. RECAUSE AN OIL IMPORT
FEE WOULD RAISE THE COST OF ALL PETROLEUM PRODUCTS, FOREIGN OR
DOMESTIC, IT WOULD DEAL A SAVAGE BLOW TO THE HOMEOWNERS AND
BUSINESSMEN OF MY STATE.

THE AVERAGE CITIZEN OF MY STATE NOW PAYS OVER $1,000 pOLLARS
A YEAR TO HEAT A HOME WITH OIL, WHILE A HOMEOWNER IN OHIO TYPICALLY
PAYS ONLY $800 DOLLARS A YEAR TO HEAT HIS HOUSE WITH NATURAL GAS-

A $10 oIL IMPORT FEE COULD RAISE A RHODE ISLANDER’'S ANNUAL FUEL
BILL BY NEARLY $240 DOLLARS. IT Is UNFAIR TO NEw ENGLANDERS TO
BEAR THE BRUNT OF SUCH HIGHER COSTS FOR SUCH A BASIC COMMODITY AS
oIL.



NEw ENGLAND AS A WHOLE: TAXES HIGHER THAN CITIZENS ANYWHERE ELSE
IN THIS LAND WILL HAVE TO PAY. | AM OUTRAGED, AND WILL FIGHT
THISINFAMOUS SCHEME WITH EVERYTHING | HAVE.

AN OIL IMPORT FEE, FIRST OF ALL, IS SIMPLY UNFAIR. NEW
ENGLAND LEADS THE NATION IN ENERGY CONSERVATION, BUT WE STILL
DEPEND ON OIL FOR FULLY IWQ-THIRDS OF OUR ENERGY NEEDS: A FIGURE
WHICH IS NEARLY DOUBLE THE NATIONAL AVERAGE. BRECAUSE AN OIL IMPORT
FEE WOULD RAISE THE COST OF ALL PETROLEUM PRODUCTS, FOREIGN OR
DOMESTIC, IT WOULD DEAL A SAVAGE BLOW TO THE HOMEOWNERS AND
BUSINESSMEN OF MY STATE.

THE AVERAGE CITIZEN OF MY STATE NOw PAYS OVER $1,000 nOLLARS
A YEAR TO HEAT A HOME WITH OIL, WHILE A HOMEOWNER IN OHIO TYPICALLY
PAYS ONLY $800 DOLLARS A YEAR TO HEAT HIS HOUSE WITH NATURAL GAS.

A $10 OIL IMPORT FEE COULD RAISE A RHODE ISLANDER'S ANNUAL FUEL
BILL BY NEARLY $240 DOLLARS. IT IS UNFAIR TO NEw ENGLANDERS TO
BEAR THE BRUNT OF SUCH HIGHER COSTS FOR SUCH A BASIC COMMODITY AS
orIL-



AN OIL IMPORT FEE 1S UNFAIR TO BUSINESSES AS WELL AS
HOMEOWNERS. MAINTAINING ARTIFICIALLY HIGH DOMESTIC ENERGY COSTS,
THROUGH AN IMPORT FEE, WOULD ERASE ANY COMPETITIVE ADVANTAGE OUR
RECOVERING INDUSTRIES HAVE GAINED IN THE LAST FEW YEARS. WE HAVE
JUST SEEN OUR WAY THROUGH A DIFFICULT ECONOMIC RECESSION. MANY
INDUSTRIES, SUCH AS MANUFACTURING, ARE STILL STRUGGLING, AND
FOREIGN COMPETITION GETS TOUGHER BY THE DAY. NO WE REALLY WANT TO
COMPOUND OUR TRADE PROBLEMS WITH AN OIL IMPORT FEE? IN RHODE
ISLAND, WHERE OUR INDUSTRIES ALREADY PAY MORE FOR ENERGY THAN ANY
OTHER STATE, THE EFFECTS OF THE FEE COULD BE DEVASTATING --
ENDANGERING THOUSANDS OF JOBS AND PRICING OUT PRODUCTS OUT OF WORLD
MARKETS .

SECOND, AN OIL IMPORT FEE IS A COMPLETELY INEFFICIENT WAY OF
RAISING REVENUE. SUCH A FEE, BY DEFINITION, WOULD NOT APPLY TO
DOMESTIC OIL COMPANIES, YET DOMESTIC OIL PRICES WOULD CERTAINLY
RISE TO THE PRICE OF IMPORTED OIL. WITH A $10 PER BARREL IMPORT
FEE, U.S. CONSUMERS wOULD PAY $58 BILLION MORE EACH YEAR IN
ADDITIONAL ENERGY COSTS, BUT THE FEDERAL GOVERNMENT WOULD COLLECT
LESS THAN $16 BILLION IN ADDITIONAL TAXES.



THE REASON FOR THIS I[NEFFICIENCY IS SIMPLE. IMPORTED OIL
MAKES UP APPROXIMATELY 28 PERCENT OF ALL OIL, BUT THE OIL IMPORT
FEE WOULD CAUSE THE PRICE OF ALL OIL TO INCREASE. HOWEVER, FOR
EVERY DOLLAR OF INCREASE IN THE PRICE OF ALL OIL, THE FEDERAL
GOVERNMENT WOULD COLLECT ONLY 28 CENTS.

WE MIGHT ACTUALLY REALIZE MORE REVENUE FROM AN EXPANDING
ECONOMY IF GIL PRICES WERE TO FALL TO SUSTAINED LOW LEVELS. SOME
ECONOMISTS HAVE STATED THAT FOR EVERY $5 THE PRICE OF OIL DROPS,
THE CONSUMER PRICE INDEX WILL FALL 1 PERCENT, AND THE GNP wILL GROW
.6%. IF WE INTERVENE TO ARTIFICIALLY KEEP THE PRICE OF OIL HIGH BY
IMPOSING AN OIL IMPORT FEE, THE FEDERAL GOVERNMENT WILL LOSE ANY
REVENUES THAT MIGHT FLOW FROM THE INCREASED GROWTH IN THE ECONOMY
CAUSED BY THE FALLING ENERGY COSTS.

LOWER ENERGY COSTS CAN MEAN LOWER INFLATION, AN INCREASE IN
PER CAPITA INCOME, AND MORE JOBS FOR ALL AMERICAN. LET's NoT
INTERVENE TO KEEP THIS FROM HAPPENING.

MOST ECONOMISTS AGREE THAT AN OIL IMPORT FEE IS A BAD IDEA.
THe NATIONAL ASSOCIATION OF BUSINESS ECONOMISTS JUST ANNOUNCED THAT
THEY OPPOSE AN OIL IMPORT FEE. EARLIER THIS MONTH, | PERSONALLY
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ASKED FOUR ECONOMISTS - MARTIN FELDSTEIN, CHARLES SCHULTZE, NORMAN
TURE AND ALAN AUERBACH - WHO WERE APPEARING BEFORE THIS COMMITTEE
ON ANOTHER MATTER, ABOUT AN OIL IMPORT FEE. THEY DID NOT AGREE ON
MUCH IN THEIR TESTIMONY, BUT THEY ALL AGREED THAT THE OIL IMPORT
FEE 1S BAD ECONOMIC POLICY, AND TFHEY ALL AGREED THAT IF WE LET THE
PRICE OF OIL FALL, IT WILL BE GOOD FOR THE ECONOMY.

THE FEDERAL RESERVE CHAIRMAN, PAUL VOLCKER, HAS ALSO STATED
THAT HE OPPOSES AN OIL IMPORT FEE. | HOPE WE WILL HAVE TESTIMONY
TODAY FROM OTHERS WHO AGREE WITH ALL THESE EXPERTS.

FINALLY, AN OIL IMPORT FEE MAKES A MOCKERY OF TAX REFORM.
IT'S BEING PROPOSED AS A wAY TO RAISE REVENUE TO FINANCE THE
CONTINUATION OF LOOPHOLES WHICH THE COMMITTEE EVIDENTLY LACKS THE
COURAGE TO CLOSE. THESE LOOPHOLES INCLUDE TAX "INCENTIVES” FOR THE
OIL INDUSTRY SUCH AS EXPENSING OF INTANGIBLE DRILLING COSTS AND
PERCENTAGE DEPLETION. TO OBTAIN A REDUCTION IN RATES, A NEW TAX IS
PROPOSED. RIDICULOUS. ANY ADDITIONAL REVENUE FROM NEW TAXES
SHOULD BE ALLOCATED TO REDUCING THE DEFICIT, NOT TO FINANCING
CONTINUED TAX BREAXS: WE SHOULD NOT BE INCREASING ENERGY COSTS TO
ALL CONSUMERS IN ORDER TO "PAY" FOR TAX INCENTIVES AVAILABLE TO THE
PRIVILEGED FEW.
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IF THE COMMITTEE OR THE SENATE ITSELF INSISTS UPON INCLUDING
THIS UNFAIR AND DAMAGING PROPOSAL IN A TAX REFORM BILL, I wILL DO
EVERYTHING WITHIN MY POWER TO RESIST IT. NOW THAT THE PRICE OF OIL
IS FINALLY DECLINING, THE AMERICAN CONSUMER SHOULD RE ALLOWED TO

BENEFIT.
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STATTMENT BY
Senator Lloyd Bentsen
Senate Pinance Conmittee tlearings
0il Import Fee
'I‘l*uArsday Pebruary 27, 1986

If we learned anything from the Arab oil enbargo of 1973 it's that we
cannot afford to get hooked on forcign oil again,

We are the world's biggest consumer of oil, far ahead of everyone else,

We are also a big producer ol 0il; 8,9 wmillion Lawrels a day last year,
foughly twice the production of Saudi Arabia, even after their recent boost in
output, We are sccorxi only to the Soviet Union in 0il production,

I'll guarantee you, though, that you'll see U,8, 0il production decline
this yoar. “he only question is how far. '

We've already seen marginal wells start shutting down because it is no
longer cconomical to continue punping, And once you lose one ol those snall
wells, chances are the reservoir will collapse and it'l1 be gone forever.

We've pumped a lot of oil in this country but, remarkably, our proved
reserves were more than 6 billion barrels 'hig_het two years ago than they hacl
been in 1949, That's because of the continuing search for new oil and the
development of sophisticated — and expensive -- technicues for scqueczing nore
o0il out of existing wells,

The search for new oi) has declined sharply in recent ycars, though, 1lalfl
as nmany wells were drilled last yecar as in the peak year of 1982, aixl that
namber wil) plumet Lhis year,  Yesteiday, for exanple, Amoco announced it will
cut spending on exploratjon in 1986 by $1 1/2 billion,

Our proved reserves arce already down from two years ago, since they

included some 2 1/2 billion barrels of oil that could be recovered only through

enhanced technicpes that were cconomical at existing prices,



13

And the decline in exploration guarantees a further decline in reserves two
aix! three and [our years frow now.

And you can forget about alternnl.jve cnergy sources. You can forget about
converting coal to oil. Shale o0i)l is out the window, The Great Plains
gasification project in North Dakota has been described as a disaster.

We've made grcab strides in energy conservation amd energy production in
recent years, but you can forget all that if we fail to respond to the flood of
cheap oil from OPLC,

What's happening to oil prices today has nothing to do with the frec
market, 1t has everything to do with a decision made in Riyadh., An oPLC
deciston., They turned the spigot off in the Arab enbargo of 1973 and they
opened it several extra turns in the production wars of 1985.

Does anyone herc believe that Saudi Arabia is driving down the price of oil
because they want to keep it down? Of course not. What they're trying to do
ié whip other OPRC menbers in line and other producers around the world.

Are our nenories so short that we're going to once again put ourselves at
the mercy of OPDC?

last year we imported only-31% of the oil we used, compared with 47% in
1977. ‘That pendulum will start swinging back this year. There's no way to
stop it, the price plunge has already assured it. We can, though, slow it and
begin the process of turning it back around.

Last yecar we inportedd only 1.7 million barrels of oil a day from OPEC,
conpared with 6,1 milljon barrels ia 1977. ‘ihat pendulum, too, wil) start
swinging back this year.

ur oil refiners in this country have been buffeted by a conbination of
citcumstances in recent years., Oil producing countries give subsidies to their

own refiners and Rurope and Japan put up barriers to those refined products, so
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they've been flooding into the U.S. As a result, we've scen operating refining
capacity decline in this country by 3 1/2 million barrcls a day since 1901, A
study Jast year, by the Center for Strategic and Tnternatiopal Studics at
Georgetown University, concluded that our remninirng 14.6 million barrel a day
refining capacity is not cnough to "respond to a military mobilization
lnvqlving 0.5, al MO fecoes,”

Tf we fail to respond to the flood of cheap OPEC oil, by putting an oil
inport fce in place, there's no question but what we will soon sec the same
serious national security implications develqp with regard to oil production
that we have alrcady seen for cefining. ) \

Plunging oil prices have produced a gusher of optimistic economic
projections for coming months.

But we, as & nation, ought to be able to see at least to the ond of our
nose, We ought, also, to be able to look backward far enough and recall the
last time we were hooked on forelgn oil,then take rational steps to prevent
that from happening again, ‘

«30-
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GX. CHATRIAL:

I WOULD LIXE TO THANK YOU FOR THE OPPORTUMNITY w0 PARTICIPATE
IN THESE MOST IMPORTANT HEARINGS. I CERTAINLY AGREE UITH YOUR
EARLIER STATCHENTS THAT WL UST {IOVE TO TAKE ADVANTAGE OF OUR
CURRENT ENERGY PLANNING OPPORTUNITIES, AND HONOR OUR
RESPONSIBILITY TO PROVIDE FOR A'ERICA'S FUTURE ENERGY SECURITY.

OUR PRIMARY GOAL HAS BEEN TO PLACE A SAFLTY NLT UNDER THE
PRICE OF DONESTIC OIL THAT WOULD ALSO PROTECT THE FINAICIAL SYSTh
AGAINST THE SHOCK OF FURTHER DECREASES IN THE PRICE OF OIL. THE
VALUE OF OIL RESERVES IS USED AS SCECURITY FOR BILLIONS OF DOLLARS
Il LOANS HELD 3Y AAERICAN BANKS. SOIIE ANALYSTS HAVE EUTINATED THE
TOTAL DONCSTIC DEBT TO POTENTIALLY RIVAL THAT ANCUNT LOANED OUT TO
FOREIGN OIL PRODUCING COUNTRIES SUCH AS [ILXICO AND VEREZUELA.
SHOULD THE PRICI OF OIL STAY 30LOYW $20 PER BARRCL, AS MORE AND
HORE AMNALYSTS ARE PREDICTING, THE STABILITY OF THE BANKING AND
FINANCIAL SYSTEM IN OIL PRODUCING REGIONS OF THE COUNTRY WILL BE
THREATENCD. IT IS ONLY A UATTER OF TINE UNTIL THOSE DIFFICULTICS
SPRTAD TO HONIY CUNTLRS LINID L0 YORD AL CHICAGD.  IW IS
LWDURESTING TO NOCL W WS as gty o [PPSR PANNEANAD RO SN A
1 THE PRICE OF OIL, LOSSIS O T.. FUDIZRAL DERPOSIT INZURANLCS CTORD.
Ol POOR LOARS IT ACQUIRLD FRO!l COLTINLKNTAL ILLINOIS NATIONAL BANK
AND TRUST COULD EXCEED $1.5 BILLION. THL FDIC OHLY lIAS $22

BILLION IS ASSETS AND I ONE 1ID-SI2ED ENLRGY RELATED BANK FAILURE
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CAN CAUSE $1.5 BILLION LOSSES, WHAT WILL HAPPCH! IF TWO OR THREE
LARGE REGIONAL BANKS ARE FORCED UNDER?

THERE ARE THOSE WHO ARGUE THAT All OIL IL{PORT FiE WOULD SLOU
ECONOIIC GROUTH, COST ''IIE ECONO.1Y JOBS, AND CAUS:S INTLATION TG
INCREASE BY AS NUCH AS 12 PERCENT. AT OPPOMENTS OF A FRU FAIL
TO CONSIDER IS THE DISRUPTION THAT WILL OCCUR IN OUR ECONOMY IH
THE LONG RUN AS A RESULT OF THIS FORCED DECREASE IN THE ?RICE OF
OIL. WE ARE NOT HWITNESSING A NORhAL SUPPLY AND DENAND ARKET
REACTION. WL ARE CAUGHT IN THE UIDDLE OF A LIFE AND DEATH
STRUGGLS FOR HARKRET SHARL. UNFORTUIAYTELY DECAUSE liOST FOREIGN OIL
COHPANINS ARE CLOSELY TIED TO THLIR GOVERNIENTS THEY WON'T !AKE
HORIAL "ECONOHIC™ DECISIONS. AS TiE PRICC OF OIL APPIIOACHES %HE
COST OF PRODUCTION THOSE PRODUCERS WHO DON'T BENEFIT FRONM
FAVORABLE GOVCRNHENT POLICIES WILL BE THE FIRST TO PLUG THEIR
PRODUCTIO!N. SHOULD THE PRICE OF OIl. STABILIZE AROUND THE $15 PER
BARRUL LEVIL, ORILLT 0 b2 M0 1,0 oo oy, ULL 0P 1Y 50
PERCEN'. THE IMMEDIATE [1:PACTY 1S5, OLVIOUSLY, LOST JOBS I THC OIL
AND GAS AND RELATID IHOUSWRILS. SONHC BSTINATLS NAVE RANGED AS
HIGH AS 600,000 JOBS. MORE IIIPORTANTLY, THOUGH, IT HEANS FEWER
WELLS $#ILL BE DRiLLED NCXT YEAR AND THAT TRANSLATES INTO THE NEED
TO IYPORT MORE CRUDE OIL AND PETROLEUH PRODUCTS, ALHOST $9 BILLION

IN ADDITIONAL INPORTS - NEXT YEAR ALOHNE!



I HAVE OFTE! 3SAID TUAT IF THU LEADELRS OF OPEC RIALLY VANTED
TO GAIN TOTAL CONTROL OF TUHL IARXZT, THIY (JOULD DROP OIL PRICES
BELOY OUR LIFTING COSTS HICH IUCLUDING TAXLS RANGE FROI1 $12 TO
$18. THEY WOULD THEN KELP TlUE PRICE OF OIL AT THAT LEVIZL JUST
LOIG ENQUGH TO DLSTROY THI HAadIC UNERGY [ .DUSW.sY IRCLUDING Thib
SUPPLY AND SERVICE INDUSTRILS [UFRASTRUITURE. 4THUY COULD THEN LT
IN A POSITION TO RAISE THE PRICE OF OIL TO UXREASOUABLY HIGH
LEVELS, SHOULD THEY CHOOSZ TO DO 50, CGECAUSE VE YOULD BE'TOTALLY
DEPENDENT. THINK OF WWHAT THAT WOULD DO TO CUii NATIONAL SECURITY
INTEREST. CONSIDER WHAT THAT JOULD EAN TO AUIZRICA! CONUSUNERS. I
THIUN THOSEC CONSUNMERS WOULD I3 DENANDING TO KUOW THE NAMES OF THE
SHORT=-SIGUTLD HE!NBERS OF COUGRLSS WHO ALLOUEDR US TO FALL INTO
QPLI'S TRAP, .

SURELY WE HAVE NOT SO QUICKLY FORGOTTEN THE LESSONS OF EVEN

0

" RECENT HISTORY. DURING THE ENERGY CRISIS OF THE 1970'S WE LEARNED

Ci! JORLIGH LOURCES

WUAL G BADPPON WHEN N LUCOnN CVIRLY DU o

(DI s L T S L D A A A N e

TARQUSH W0 CONnULln s, T HAVT 15 DoULLYS TasT JoLioun»lTon WILL BUGIH

TO NISC AGAIN. POILIAPS GLOWLY AT FIRLT, TUT IT IS ONLY A IIATTER
OF TINE UNKRTIL WE WILL AGAIN 3L INPORWING OVER S0 PERCENT OF OUR
ENERGY NEEDS FRO! FORZIGH SOURCES., THENU AS THE GROVWING DE!AND FOR
OIL REDUCZS TilE CURRLNT OVIRSUPPLY, WE WILL QICE AGAIN BE CAUGHT
IN A SUPPLY CRUNCH 5O RCIINISCENT OF THE 1979 CRISIS. WE SHOULD

ALSO RENEMBER THAT RESTORING DOMESTIC PRODUCTION CAPABILITY AFTER



IT IS DESTROYED IS NOT AS SLIPLE AS TURNING Oil A WATER FAUCET. IT
TAKES YEARS OF LEAD TINE, SOUETHING WE HAVE NOW BUT (IAY FORFEIT
SHORTLY.

THE I{IPACT OF AN I!IPORT FEE EVEN IF PASSED DIRLCTLY THROUGH
TO THC COUSUNERS YWOULD B HTHIGAL.  Ii 1979 TUE AVLRAGEC PRICE FOR
A GALLON OF GASOLINE WAS 88.2 CCNTS, TO BUY THAT SAIE GALLON OF
GASOLINE WITH CURRENT DOLLARS JQULD COST YOU $1.25. CURREHNTLY, IN
OKLAHOMA YOU CAN BUY A GALLON REGULAR JULEADED GASOLINE EOR LESS
TilAN 90 CENTS. SO YOU CAN SEE THE RILAL COST OF ENERGY HAS
ACTUALLY DROPPED OVER THE PAST SIX YLARS. EVCN IF THE FULL COST
OF AN IIIPORT FEE WERE PASSED THROUGH TO THE CONSUMER, AND IT WON'T
BE, THE AVERAGE CONSUNER WILL ACTUALLY BL PAYING LESS THAlL! BEFORE.

Al IMPORT FE[L IS FAIR TAX POLICY AND WILL HELP TO PROHOTé
ENERGY INDEPENDENCE. DOMESTIC OIL PRODUCERS PAY THE WINDFALL
PROFITS TAX AS WELL AS STATE SEVERANCE TAXES. FOREIGN PRODUCERS
DO NOT.- K1Y SHOULD QUR TAX POLICY CONVINLUTZ TO ZNCOURAGE THE
Chnoth TR Tt NI Y LT TLS I 0THED DATIONS
INGTEND OF HERD AT HOLLL I LY 0 GWAGE OF OXLANOUA VIE IIAVE
LOST OVER 3,000 JOBS lil THi PAST TWO YEARS IN THE REFINING
INDUSTRY ALONE.

All IMPORT FEE CAl DL IMPLEMENTED IN A MANNER WHICH WILL
HAINTAIN REGIONAL FAIRNESS AND WILL PRESERVE OUR OUN
COMPETITIVENESS IN TRADE. MY PROPOSAL PROVIDES REBATES OF THE FEE
FOR HOME HEATING OIL IN 0R65R TO PROTECT THOSE IN NEW ENGLAND AND



THE NORTHEAST WHO DEPEND UPON THIS FUEL. IT ALSO PROVIDES A
REBATE TO AMERICAN MANUFACTURERS WHO USE IMPORTED CRUDE OIL IN THE
PROCESS OF MAKING PRODUCTS FOR EXPORT. TIHIS WOULD LENSURE THAT
AMERICAN BUSIKCSSES LIRE Tub CHENICAL [NLDUSTRY WOULD LOT BE PLACED
AT A COUPETITIVE DISADVALTAGE i 4L CCST OF WICIR PRODUCTS FOR
EXPORT TO OTHER_UARKETS.

FINALLY, BESIDES PRCVIDING NEUDED SECURITY FROY AN ENERGY
SUPPLY PERSPCECTIVE AND FRO!! A FILANCIAL STABILITY PERSPE?TIVE, THC
REVENUE RAISED BY AN IMPORT FCL CAN BE USED TO HELP REDUCE THE
DEFICIT AND PROVIDE ROOM FOR BUDGET NEGOTIATIONS TO HELP RESOLVE
THE CONTROVERSIAL ISSUES THAT WILL FACE US DURING THE COIMING
HONTHS .

MARKET CORDITIONS HAVE CHAUGED SO DRASTICALLY FROIl THE T}“E I
FIRST INTRODUCED MY BILL, THAT IT WILL BE NECESSARY TO MAKE SONE
CHANGES. 1 BELIEVE THAT THE REFERENCE PRICE SHOULD NOW BE IN THE
RANGE OF $20 TO $25. GIVE} THIZ IECUNT VOLATILITY COF THE MARKET ¥
DAY VUL TUVIE DL 00y PRACH N RINID Ot R sIEhn OF THD UL
COUCUCUENTLY, SilOULD T PRICE OF OIL PALL, T0 BLLOW $10 A BARREL
{/E 1JOULD NEED A F!E LARGER THAN $5 PER BARREL.

MR, CHAIRMAN, I CAN'T BEGIN TO DESCRIBE THE ECONOMIC IMPACT
THAT THE RECENT FREE FALL IN THE PRICE OF OIL HAS HAD ON !Y HOME
STATE. NOW IS THE TIME TO ACT. AN INPORT FEC WILL PROTECI AGAINST
FUTURE SHOCKS TO THE FINANCIAL INDUSTRY, PROMOTE ENERGY
INDEPENDENCE, AND HELP REDUCE DEFICITS.
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STATEMENT OF SENATOR GEORGE J. MITCHELL

I am stongly opposed to an oil import fee.

It would be hard to find a less economically or socially

defensible tax proposal.

The obvious attraction of the proposal ~-- that it is a
tax which can be hidden from the public because of declining
oil prices ~- is a key to all that is wrong with it.

Whenever we‘;re asked to support a tax increase on the
ground that the public won't notice it, we should be on our
guard, because it is likely to be a tax increase that cannot

-~

be defended on economic, budgetary or policy grounds.

An examination of the proposed oil import fee reveals

that it suffers all these defects.

Its economic effect will be to raise the price of a
commodity which is so important to our economy that it would
increase the rate of inflation by at least a full percentage
point all by itself.

Its budgetary impact will be zero, because the President
insists that a tax increase can be be used only to keep his

tax propcsal revenue neutral, not to reduce the deficit.
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And its policy implications are clear. It would be a
windfall for domestic oil producers which would exceed by
three or four times the revenues collected by the
government. It would be a regressive levy falling hardest
on people in the lowest income brackets. It would be an
artificial, government-sanctioned price prop that would
burden every business and industry which uses that

commodity.

The domestic imperatives driving this idea are clear,

but they are not persuasive.

The.oil producing states want to find a way to bail out
the o0il industry from the steep price decline of recent
weeks. But why is this declining commodity price special?
All our farm states have suffered tremendous losses because

of declining commodity prices.

It is a fundamental fact of free markets that prices can
move down as well as up. Why should government try to
institutionalize a price whose level was artificially

established in the first place?

The argument that the oil producing states are suffering
a decline in income is not a reason to saddle the rest of

the nation with the cost of maintaining their income.
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The other pressure driving this oil import fee idea is
the perceived need to preserve some corporate and individual
tax breaks that now exist but which may be reduced by the

tax reform bill.

But what kind of a tax reform is it that preserves
special privileges for a few by imposing a regressive tax on
an essential commodity? That is not reform. That is

unfairness of the most blatant kind.

The poorest one-fifth of our people spend four times as
much of their income on energy as the wealthiest one-fifth.
To impose additional costs on these wage earners to pay for
tax benefits for the top income groups in the country is
simply to tax lower- and middle-income people for the

benefit of the wealthy.

That would not reform our tax system., It would further

deform it.

This levy also has its supporters among those who think
the President's opposition to increased taxes for deficit
reduction will somehow be less if the increased tax is an
oil import fee rather than some other levy. That is a

belief unsupported by any evidence.
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The President has been as clear as he can be. He has
said he wants his tax reform bill. He is insisting on the
$50 to $125 billion in tax breaks he seeks to preserve. He
wants to maintain his defense buildup. But he doesn't want
higher taxes. He has said that any tax increase would be

vetoed on arrival.

Those who see in this some sign that an oil import fee
could reduce the deficit have seen something that eludes
me. There is simply no indication that deficit reduction is
a Presidential priority, and passage of an o0il import fee

will not make it one.

0il is a commodity which has been granted special
treatment by our government for many decades. Before the
OPEC price gouging that ripped through our economy in the
last decade, the northeast, which relies largely on imported
oil, was subjected to an import quota which artificially

propped up oil prices for twenty years.

During the heyday of OPEC price gouging the northeast
lost jobs, income and revenues as the billions in higher

prices surged to the producing regions.
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Now that the effects of increased production and
declining consumption are finally offering some hope of
price stability, we are again faced with a claim that oil

prices need artificial support.

That claim has never been persuasive to my region, where
families spend 15 times as much on fuel oil as families
living in the west; and where heating o0il accounts for

three-fourths of all energy consumed.

It is not persuasive today. If national security,
energy independence, and bank safety and soundness are
issues that need to be addressed, Congress can, and should,
deal with these problems directly, not indirectly through an

oil import fee.

And to claim that this commodity price support mechanism
-~ which is what this would be ~- ought to be part of a tax

reform effort is simply perverse.

Tax reform is more than an exercise in lowering tax
rates. It should be a vehicle to reduce distortions between
different kinds of economic activities, so that people
operate on the basis of economic incentives, not tax
incentives. What this o0il import fee would do is to add a

distortion, not eliminate one.
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1t is indefensible tax policy. And it is by no stretch of

the imagination tax reform.

This nation will enjoy the substantial economic benefits
that flow from a sharp decline in the price of a basic
commodity; benefits that will dwarf the stimulus we could
provide through the tax code. It would be folly for the
U.S. Congress to attempt to reverse those benefits through

an oil import fee.
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TAXATION OF PETROLEUM IMPORTS

ScHEDULED FOR HEARINGS

BEFORE THE

SUBCOMMITTEE ON
ENERGY AND AGRICULTURAL TAXATION

OF THE

SENATE COMMITTEE ON FINANCE
ON FEBRUARY 27-28, 1986

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The Subcommittee on Energy and Agricultural Taxation of the
Senate Committee on Finance has scheduled public hearings on
February 27-28, 1986, on the taxation of petroleum imports.

Part 1 of this pamphlet! provides an overview of present law
provisions relating to Federal tax treatment of petroleum. Part II
discusses economic data relating to petroleum consumption, pro-
duction and imports. Part III describes three legislative proposals
for the Subcommittee hearings: S. 1507 (introduced by Senators
Boren and Bentsen); S. 1997 (introduced by Senators Wallop and
Bentsen); and S. 1412 (introduced by Senator Hart). Pa:t IV dis-
cusses several issues relating to these proposals.

'"This pamphlet may be cited as follows' Joint Committee on Taxation, Taxatwon of Petrolev:m
Imports tJCS-5-86), February 26, 14%6

)
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ERRATA for JCS-5-86
("Taxation of Petroleum Imports")
February 26, 1986

On p. 3

] The third line in the first paragraph under the heading,
Petroleum tax, should read as follows:

"tax had not already been paid, on the use or export of
domestically"” (emphasis on words corrected)

On p. 8

In the fifth line of the first full paragraph under
Table 3, change 70 percent to "30 percent”.

On p. 22

In the second line of the first paragraph under the
heading, high cost producers, change $17 to "$16."

On p. 29

The first word of the last line of the first paragraph
under the heading, E. International Relations, should be
"net".
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I. PRESENT LAW

A. Highway Trust Fund Taxes

Under present law, an excise tax is imposed on gasoline sold by a
producer or importer thereof (sec. 4081), and on the sale (or use) of
diesel fuel and special motor fuels (sec. 4041). The tax rate for gaso-
line and special motor fuels is 9 cents per gallon; diesel fuels gener-
ally are taxed at a 15-cents-per-gallon rate. Exceptions are provided
for diesel and special motor fuels sold for export; used by a State or
political subdivision, or by a nonprofit educational organization;
used on a farm for farming purposes; and for certain other off-high-
way uses. Gasoline, diesel, and special motor fuels which are par-
tially derived from alcohol (i.e., gasohol) are taxed at reduced rates.

Amounts equivalent to the revenues derived from these taxes are
deposited in the Highway Trust Fund.2 Also allocated to this Trust
Fund are excise taxes on heavy trucks and trailers and on tires for
heavy highway vehicles (i.e., trucks), as well as an annual use tax
on certain heavy vehicles. The Highway Trust Fund taxes are each
scheduled to expire after September 30, 1988.

B. Aviation Excise Taxes

A series of excise taxes are imposed on aviation, in order to fund
the Airport and Airway Trust Fund. These include a 12-cents-per-
gallon tax on gasoline, and a l4-cents-per-gallon tax on other
fuels, used in noncommercial aviation. Taxes also are imposed on
commercial air passenger tickets, domestic air cargo, and interna-
tional passenger departures. These taxec are each scheduled to
expire after December 31, 1987.

C. Inland Waterways Trust Fund Tax

A tax is imposed on diesel and other liquid fuels used for com-
mercial cargo vessels on inland or intra-coastal waterways. The
present tax rate is 10 cents per gallon. Revenues from the tax are
deposited in the Inland Waterways Trust Fund.

t Amounts attributable to gasoline used in noncommercial aviation are instead deposited in
the Airport and Airways Trust Fund (see B., below). Amounts attributable to taxes on gasoline
and special motor fuels used in motorboats are deposited in the Aquatic Resources Trust Fund
($1 million in annual revenues are reserved for the Land and Water Conservation Fund.)

3The 12-cent gasoline tax incorporates the 9-cent-per-gallon rate described in A., above, as
well as a 3cent aviation tax. For gasoline used in noncommercial aviation, the equivalent of the
full 12 cents per gallon is deposited in the Airport and Airway Trust Fund.

(2
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D. Superfund Taxes

Prior to October 1, 1985, excise taxes were imposed on petroleum
and certain chemicals to fund the Hazardous Substance Response
Trust Fund (“Superfund”).

Petroleum tax

A tax of 0.79 cent per barrel was imposed on the receipt of crude
oil at a U.S. refinery, the import of petroleum products and, if the
tax had not already been paid, on the use of export or domestically
produced oil.

Domestic crude oil subject to tax included crude oil condensate
and natural gasoline, but not other natural gas liquids. Taxable
crude oil did not include oil used for extraction purposes on the
premises from which it was produced, or synthetic petroleum (e.g.,
shale oil, liquids from coal, tar sands, biomass), or refined oil.

Petroleum products which were subject to tax upon import in-
cluded crude oil, crude oil condensate, natural and refined gasoline,
refined and residual oil, and any other hydrocarbon product de-
rived from crude oil or natural gasoline which entered the United
States in liquid form. The term ‘“United States” was defined to
mean the 50 States, the District of Columbia, Puerto Rico, the
Northern Mariana Islands, the Trust Territory of the Pacific Is-
lands, and any possession of the United States, as well as the Outer
Continental Shelf and foreign trade zones located within the
United States.

The petroleum tax expired after September 30, 1985.

Tax on feedstock chemicals

The tax on feedstock chemicals applied to the sale or use of 42
specified organic and inorganic chemicals (“feedstock chemicals”)
by the manufacturer, producer, or importer. These chemicals gen-
erally are hazardous substances, or may create hazardous products
(or wastes) when used. The tax rates ranged from 22 cents to $4.87
per ton of the chemical concerned.

The tax on feedstock chemicals expired after September 30, 1985.

E. Crude Oil Windfall Profit Tax

An excise tax is imposed on the windfall profit element of the
price of domestically produced crude oil when it is removed from
the premises on which it was produced. Generally, the windfall
profit element is the excess of the sale price over the sum of its
adjusted base price and the applicable State severance tax adjust-
ment. The windfall profit element may not exceed 90 percent of net
income attributable to a barrel of crude oil.
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The tax rates applicable to taxable crude oil are as follows:

Tier Tax rate

Tier 1 oil (oil not in tier 2 or tier 70 percent; 50 percent for inde-
3). ndent producers (up to 1,000
arrels per day).
Tier 2 oil (stripper oil, Petrole- 60 percent; 30 percent for inde-
um Reserve oil). Bendent producers (up to 1,000
arrels per day).!
Tier 3 oil:

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

Heavy oil and incremental

tertiary oil.......cccoceinnennnenee 30 percent.

! Independent producer stripper well oil is exempt from the tax.

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

e windfall profit tax is scheduled to phase out over a 83-month
period, beginning after December 31, 1987, or (if later) after the cu-
mulative revenue raised by the tax reaches $227.3 biliion, but in
any event no later than January 1991. Receipts from the Windfall
Profit tax, net of refunds, were $6.3 billion in fiscal 1985, and are

rofected to decline in the Administration’s fiscal 1987 budget to
§4. billion in 1986 and $2.8 billion in 1987. (These receipts may be
overstated, since projections were made before the sharp decline in
the \\i%rglg )market price of oil during the first 6 weeks of calendar
year .

F. Import Fee Authority

Under the Trade Expansion Act of 1962, the President can
impose oil import fees or import quotas if he finds that imports
threaten the nation’s security. Congress m?{ roll back such fees by
passing a joint resolution of disapproval. However, this resolution
can be vetoed by the President, in which case the fees he im
would continue in effect unless the President’s veto is overridden
by a two-thirds vote of both Houses of Congress. These procedures
for Congressional vetoes and overrides were s;eciﬁed by the Crude
- Oil Windfall Profit Tax Act of 1980 (P.L. 96-223).

Under an exemption from the General Agreement on Tariffs and
Trade (GATT), a tariff imposed on national security grounds is not
a violation of trade agreements. Consequently, enactment of a
tariff on imported petroleum for legitimate national security rea-
sons would not result in the imposition of GATT-authorized coun-
tervailing duties or other trade penalties.

The presidential import fee authority was used, to various ex-
tents, by Presidents Nixzon, Ford, and Carter. President Nixon im-
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posed import license fees of 21 cents per barrel for crude oil and 63
cents on refined products in 1973 (this differential was intended to
encourage domestic refining). President Ford imposed an additional
$2 per barrel crude oil import fee in 1975, but lifted the fee early in
1976. President Carter raised the possibility of an import fee in
1977 and again in 1979, in response to which Congress adopted the
veto and override provisions contained in the Crude Oil Windfall
Profit Tax Act. (Both the Ford import fee and the original Carter
proposal were intended to encourage action on broader energy pro-
posals.) President Carter actually imposed a $4.62 per barrel
import fee in 1980, with allocation rules that effectively converted
the fee into a 10-cents-per-gallon gasoline tax. However, a resolu-
tion of disapproval was passed by the Congress, and President
Carter’s veto of that resolution was overridden.

G. Tariff on Imported Petroleum

Tariffs are imposed on various categories of articles that are im-
ported into the customs territory of the United States (including
the 50 states, the District of Columbia, and Puerto Rico). The tar-
iffs generally are imposed at a uniform rate for imports from most
noncommunist countries, with separate, higher rates imposed on
imports from certain communist nations. Preferential treatment
applies to certain imports from developing countries, specified Car-
ibbean basin nations, and Israel. Imports from U.S. insular posses-
sions, where the imported product is not comprised primarily of
foreign materials, may be made duty-free. Tariffs are imposed pur-
suant to the Tariff Act of 1930 (19 U.S.C. sec. 1202 et seq.), and are
generally subject to GATT lirvitations.

At present, a tariff of 0.125 cent per gallon is imposed on crude
petroleum, topped crude petroleum, shale oil, and distillate and re-
sidual fuel oils derived from petroleum, with low density (under 25
degrees A.P.1). For substances with higher densities (testing 25 de-
grees A.P.l. or more), the tariff is 0.25 cent per gallon.® (Imports
from certain communist countries are subject to a 0.5-cent-per-
gallon tariff, regardless of density.) A 1.25-cents-per-gallon tariff
(2.5 cents, for certain communist countries) also is imposed on cer-
tain motor fuels and a 0.25-cent-per-gallon tariff (0.5 cent, for cer-
tain Communist countries) on petroleum-derived kerosene and
naphtas (except motor fuels). Natural gas, together with methane,
ethane, propane, butane, and mixtures thereof may be imported
tariff-free. Certain Canadian petroleum also may be admitted
tariff-free, subject to an exchange agreement allowing like treat-
gxentdfor an equivalent amount of U.S. petroleum imported into

anada.

4 Degrees APl equals 141.5 divided by specific gravity, less 131.5.
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II. PETROLEUM CONSUMPTION, PRODUCTION AND
IMPORTS

Petroleum consumption

U.S. petroleum consumption peaked in 1978 at about 38 quadril-
lion British thermal units (Btus), and has declined by 18 percent to
31 quadrillion Btus in 1984 (see Table 1). This decline in petroleum
consumption occurred concurrently with a 12 percent increase in
the real output of the economy: the U.S. gross national product
(GNP) increased from $3.115 trillion in 1978 to $3.492 trillion in
1984 (in 1982 dollars). The achievement of higher levels of output
with smaller amounte of petroleum has been made possible by im-
pressive improvements in energy efficiency. In 1978, 12.2 thousand
Btus of petroleum were re%uired to produce one dollar of output
(measured in terms of 1982 dollars). By 1984, the petroleum re-
quir&eglent per dollar of ouiput had dropped 27 percent to 8.9 thou-
sand Btus.

Table 1.—U.S. Petroleum Consumption per Dollar of GNP,
1973-1984

{Dollar amounts measured in terms of 1982 prices}

Jetroleun  Avarage
Gongrlion  Grons  perdoliwer  acqisilon
Btu/$) oll ($/bbl)
34.840 2,144 12.7 8.38
33.455 2.729 12.3 16.80
32.731 2.695 12.1 17.50
35.175 2.827 124 11.26
37.122 2.959 12.5 17.17
37965 3.115 12.2 17.26
37.123 3.192 11.6 22.54
34.202 3.187 -10.7 32.76
31.931 3.249 9.8 37.49
30.232 3.166 9.5 31.87
30.054 3.275 9.2 27.93
31.051 3.492 8.9 26.48

Sources: Energy Information Administration, Monthly Energy Review, October 1985 (Janu-
ary 26, 1986), pp. 7, 12; Energy Information Administration, Annual Energy Review 1984
(April 1985), ? 123; Council of Economic Advisers, Economic Report of the President
(February 1986), p. 256.

Over the 1978-1984 period, the average refiner acquisition cost of
crude oil increased by 53 percent, from $17.26 per barrel to $26.48
per barrel (in 1982 dollars), in response to which the demand for

()]
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troleum per dollar of GNP dropped by 27 percent (see Table 1).

us, the historical experience shows that U.S. demand for petrole-
um is quite responsive to price.

The majority of domestic petroleum is consumed in transporta-
tion uses: almost 62 percent in 1983 (see Table 2). Motor gasoline
alone accounts for 42 percent of U.S. petroleum consumption, and
diesel fuel, jet fuel, and aviation gasoline together account for an
additional 17 percent. Industial uses of petroleum amount to one-
fourth of petroleum consumption. The remaining petroleum con-
sumption is divided between electric utility generation (5.1 per-
cent), residential use (4.8 percent), and commercial use (3.0 per-
cent). Heating oil (distillate fuel) comprises 70 percent of residen-
tial petroleum use (3.3 percent of U.S. petroleum consumption), and
about one-half of commercial petroleum use.

Table 2.—Petroleum Consumption by Sector, 1983
[Trillion Btu)

Resl- Com. Indus- Trans-  Electric Total

Petroleum product dential mercial trial portation utilities

Distillate fuel . 9957 4220 11,2864 2,919.4 0 5,623.5
Kerosene 86.2 30.0 146.6 NA 0 262.8
LPG!... 352.4 622 1,538.2 374 0 1,990.2
Motor gasoline 0 103.0 113.1 12,480.8 0 12,696.9
Residual fuel.... 0 270.7 728.5 821.6 0 1,820.8
Asphalt and road oil .... 0 0 904.1 0 0 904.1
Lubricants...........coocoeere 0 0 166.6 157.4 0 324.0
Other petroleum........... 0 0 2,697.4 0 0 2,697.4
Aviation gasoline [} 0 0 411 0 47.7
Jet fuel.............. 0 0 0 2,140.9 0 2,140.9
Heavy oil ? ... 0 0 0 0 1,4396  1,439.6
Light oil 4 ........ 0 0 0 0 96.2 96.2
Petroleum coke ............. 0 0 0 0 79 7.9

Total .....occeverne. 1,434.3 8880 17,5808 18,605.2 11,5437 30,052.0

Percent of total.. 438 3.0 25.2 619 51 100.0

! Liquefied petroleum gases include ethane, ethylene, propane, propylene, butane,
butylene, butane-propane mixture, ethane-propane mixture, and isobutane.

2 Motor gasoline use in the transportation sector includes: highway and marine
use; commercial sector use includes miscellaneous, public nonhighway, and unclassi-
fied only; industrial sector use includes: agricultural, construction, and industrial
and commercial use.

3 Heavy oil includes grade nos. 4, 5, and 6 residual fuel oils.

4 Light oil includes grade no. 2 heating oil, kerosene, and jet fuel.

Source: Energy Information Administration, State Energy Data Report: Consump-
tion Estimates, 1960-1983 (May 1985) pp. 5-9.

Petroleum production

Domestic oil and gas exploration and development activities
geaked in 1981. In that year, 681 seismic crews were employed and
3,970 rotary drillinf rigs were in operation. Over 90 thousand ex-
ploratory and development wells were completed, and total depth
drilled exceeded 400 million feet (see Table 3). By 1985, seismic
crews had drocrped 40 percent to 387, and rotar{' drilling rigs in op-
eration had declined by one-half. Over the 1981-85 period, the
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number of wells completed fell by 20 percent, and total footage
drilled declined by about 23 percent. These data indicate a substan-
tial decline in the number of men and rigs employed in the search
for oil and gas. Productivity in the oil and gas driling industry ap-
pears to have improved over the 1981-1985 period, since the decline
in well completions and footage drilled (20 and 23 percent) was
only half the magnitude of the decline in crews and rigs (40 and 50
percent).

Table 3.—O0il and Gas Resource Development, 1973-1985

Exploratory

Crews and Total “rude oi
¥y engaged in  Rotary rigs devel‘."’l;"em go.oﬁagel (v'vel;fheadl
ear seismic in operation co?neple- (r::ilﬁon price
exploration tions ! feet) (1982 $)
(1,000 wells)
250 1,194 27.69 139.42 7.86
305 1,472 33.03 153.79 12.72
284 1,660 - 38.89 181.05 12.93
262 1,658 40.94 187.29 12.98
308 2,001 45.86 215.70 12.73
352 2,259 50.05 238.39 12.47
400 2,171 51.91 243.69 16.08 .
530 . 2,909 69.73 312.03 28.69
681 3,970 90.13 409.13 33.80
588 3,105 83.59 375.77 28.52
473 2,232 74.41 313.30 25.23
494 2,428 83.68 365.25 23.94
19852................. 387 1,980 71.84 313.90 NA

! Excludes service wells and stratigraphic cores.
2 Through November 1985.

Sources: Energy Information Administration, Monthly Energy Review, October 1985 (January
26, 1986), %) 64, 65, Energy Information Administration, Annual Energy Review, 1984 (April
198255). p. 119; Council of Economic Advisers, Eceromic Report of the President (February 1986),
p. 256.

Table 3 shows that drilling activity is highly correlated wi.h the
price received by domestic producers. The average wellhead price
of crude oil peaked at $33.80 per barrel (1982 dollars) in 1981—the
same year that drilling activity reached its highest level. By 1984,
the wellhead price of crude oil had declined by 70 percent to $23.94
per barrel (1982 dollars). The decline in drilling activity over the
last four years is in striking contrast to the boom in oil and gas
exploration over the 1973-1981 period. During that period, well
completions and footage drilled increased by apgroxlmately 200
ﬁercent, in response to a 330 percent increase in the average well-

ead price of crude oil (see Table 3).

As a result of increased exploration and development activity,
annual additions to gross reserves of oil and gas increased from 2.9
billion barrels in 1976 to 7.3 billion barrels in 1981 (see Table 4).
Reserve additions exceeded production in 1981; consequently,
proved reserves of hydrocarbons increased slightly from 69.9 billion
barrels in 1980 to 70.3 billion barrels in 1981. However, since 1981,
reserve additions have not quite kept pace with production, and
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proved reserves declined to 69 billion barrels in 1983. At current

petroleum prices, it appears unlikely that future reserve additions
will exceed production.

Table 4.—-U.S. Production and Proved Reserves of Hydrocarbons,?

1976-1983
[Billion barrels)
Exploration
and Additions to Proved
Year development gTross reserves Production of reserves of

expenditures

of hydrocarbons
(b;lsllsozn;)ot hydrocarbons hydrocarbons

23.6 2.947 6.730 NA
25.3 3.165 6.177 NA
28.3 3.679 6.918 72.8 .
41.9 5.071 6.970 70.0
47.1 6.723 6.995 69.9
59.3 7.303 6.954 70.3
53.7 5.030 6.682 68.8
NA 6.408 6.397 69.0

* Hydrocarbons include crude oil, natural gas liquids, and natural gas.

Sources: Ene Information Administration, Annual Enerﬂ Review, 1984 (April 1985), pp.
;2579; Council of Economic Advisers, Economic Report of the President (February 1986'). p-

Table 4 shows that despite the doubling of exploration and devel-
opment expenditures from $23.6 billion in 1976 to $53.7 billion in
1982 (in 1982 dollars), reserve additions increased only two-thirds,
and production was virtually flat. These data show that the sub-
stantial increase in exploration and development activity since the
1973-74 oil price shock has not resulted in higher levels of hydro-
carbon production.

Petroleum imports

Net imports of petroleum peaked in 1977 at 8.6 million barrels
per day, or 46.5 percent of U.S. petroleum products supplied (see
Table 5). By 1982, net imports had declined by 50 percent to 4.3
million barrels per day, or 28.1 percent of domestic petroleum prod-
ucts supplied. About 70 percent of the reduction in import depend-
ence is attributable to the decline in domestic petroleum use from
* 18.4 million barrels per day in 1977 to 15.3 million barrels per day
in 1982. The relationship between net imports and domestic
demand is clearly indicated by the recent rise in import depend-
ence from 28.1 percent in 1981 to 30.0 percent in 1984, This in-
crease in the share of imports mirrors the rise in domestic petrole-
um consumption over the 1982-84 period.
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Table 5.—U.S. Dependence on Net Petroleum Imports, 1973-1984
[Thousand barrels per day)

Domestic Net imports
field Net Petroleum  as percent of
Year Imports Ex roduc troleum
pml“f' po Ports  imports 4 pplleg pperoducu
supplied
10,975 6,256 231 6,025 17,308 34.8
10,498 6,112 221 5,892 16,653 35.4
10,045 6,056 209 5,846 16,322 35.8
9,774 1,313 223 7,090 17,461 40.6
9913 8,807 243 8,565 18,431 46.5
10,328 8,363 362 8,002 18,847 425
10,179 8,456 47 7,985 18,513 43.1
10,214 6,909 544 6,365 17,056 37.3
10,230 5,996 595 5,401 16,058 33.6
10,252 5,113 815 4,298 15,296 28.1
10,299 5,051 739 4,312 15,231 28.3
10,544 5,437 722 4,715 15,726 30.0

ll l!Infludea crude oil, natural gas plant production, lease condensate, other hydrocarbons, and
alcohol.

Source: Energy Information Administration, Monthly Energy Review, October 1985 (January
26, 1986), pp. 13, 37.

Most petroleum imports come from sources outside of the Orga-
nization of Petroleum Exporting Countries (OPEC): in 1984, only
35.5 percent of U.S. imports were from OPEC (see Table 6). Less
than 9 percent of imports in 1984 were supplied by Arab member
countries of OPEC. Mexico, Canada, and Venezuela supplied the
largest shares of U.S. petroleum imports in 1984, accounting for
16.7, 15.2 and 12.2 percent of imports, respectively. Including petro-
leum products from Caribbean refineries, which account for an ad-
ditional 9 percent of U.S. imports, almost half of petroleum imports
in 1984 were from western hemisphere sources. In summary, U.S.
petroleum imports are diversified among many suppliers.

Table 6.—Imports of Petroleum by Source, 1984

[Thousand barrels per day]

Import Percent of
Country volﬁ(:ne total imports
186 3.7
5 0.1
123 2.5
United Arab Emirates...........cccourrvvvrcrvieenuene 48 1.0
INAONEBIA....c.cvcreeriiveecirirrecse s 306 6.1
IFAN oo rresibee s ias b saessreenee 30 0.6
NIZerifl ..cccvvrirriciririncneniircreinrer e seseseens 275 5.6
Venezuela .........ccoconeniiiiniininneereeeninnieinenens 607 12.2
Other OPEC.........cocoveininivmrinnrnniiseoesissens 193 3.9
Total OPEC 1..........cooverecivnncscrivarnininins L1112 35.5
Total Arab OPEC 2............ccccovvirrenrainns 434 8.7
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Table 6.—~Imports of Petroleum by Source, 1984—Continued
[Thousand barrels per day]

Import Percent of

Country volg?ne total imports
Bahamas ..........ocevvevimririininieenenninessresereeren 33 0.7
€Canada ......c.ocooverviieien e 756 15.2
MEXICO ceevinreieeiiticnreentiraeieetscaesenssernessesssibesenens 831 16.7
Netherlands Antilles...........cccoveveverneicnninennee 36 0.7
Trinidad and Tobago .........cccccvvirirerivcievrnnns 116 23
United Kingdom.........ccocornevccmnninicnenrnrvareeren, 317 6.4
Puerto RiCO.....ccccveevieinivnirnie i sveesnrinneenne 30 0.6
Virgin Islands.........ccocooceninennnnecsiencinconns 241 48
Other non-OPEC............cocooueeivieninrcrennirenneens 854 17.1
Total non-OPEC 3........ccoovverrviiiiirnrrenennens 3,213 64.4
Total IMPOTtS ...ccvveereeevecrnrerereererneeererseressees 4,986 100.0

! Includes Ecuador, Gabon, Iraq, Kuwait, and Qatar.

;Iacludes Algeria, Libya, Saudi Arabia, United Arab Emirates, Iraq, Kuwait,
and Qatar.

3Includes petroleum imported into the United States indirectly from OPEC
countries, primarily from Caribbean and West European areas, as refined petrole-
um products that were refined from crude oil produced in OPEC countries.

Source: Ener%g Information Administration, Monthly Energy Review, October
1985) (January 25, 1986), pp. 42-3.

To reduce vulnerability to sudden import disruptions, the United
States began filling the Strategic Petroleum Reserve (SPR) in 1977.
As of November 1985, the SPR contained 493 million barrels (see
Table 7). At 1985 import levels, the SPR now contains sufficient re-
serves to replace all net imports for a period of 117 days. Under the
Administration’s fiscal year 1987 budget, the SPR would not be in-
creased above 500 million barrels, about equal to its present level.

T'able 7.—Strategic Petroleum Reserve, 1977-1985

[Million barrels)
Days of net
Year End of year Net imports per imports in
reserve ay r‘e’:erve
7 8.6 1
67 8.0 8
91 8.0 11
108 6.4 17
230 5.4 43
294 43 68
379 4.3 88
451 4.7 96
493 4.2 117

! Data on net imports is through November 1985,
Source: Ene Information Administration, Monthly Energy Review, October
1985 (January 26, 1986), pp. 37, 41.
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Refineries

U.S. refinery output has declined 15 percent from 15.9 million
barrels per day in 1978 to 13.7 million barrels per day in 1984 (see
_Table 8). The contraction in the refinery industry is a direct conse-
quence of the reduction in domestic petroleum consumption over
the 1978-1984 period, which occured in response to higher oil
prices. Reduced demand has lowered capacity utilization in the na-
tion’s refineries, and forced many less efficient plants to shut
down. The recent decline in the world market price of oil, and con-
current growth in U.S. demand, would be expected to improve the
future financial situation of the domestic refinery industry.

Table 8.—U.S. Refinery Input and OQutput, 1973-1984
[Million barrels per day)

Out-  Processing Capacity Number of

Year Input put gain ‘:gl:::::;‘ refineries!
13.85 0.45 93.9 268
13.50 0.48 86.6 273
13.68 0.46 85.5 2179
14.68 0.48 87.8 276
15.87 0.52 89.6 282
15.97 0.50 87.4 296
15.76 - 0.53 84.4 308
14.62 0.60 75.4 319
13.99 0.51 68.6 324
13.39 0.53 69.9 301
13.14 0.49 71.7 258
13.70 0.56 76.1 247

1 All operable refineries on January 1 of each year. -

Source: Energy Information Administration, Annual Revenue Energy, 1984 (April
1985) pp. 103-5.

Table 8 shows that refinery output consistently exceeds refinery
input. This expansion in the volume of petroleum through the re-
fining process is known as the “processing gain.” In 1984, the aver-
age refinery gain was about 4 percent.5

World petroleum market

The United States consumes more petroleum products than any
other country in the world, accounting for 25.6 percent of world
consumption in 1982 (see Table 9A). The member nations of the Or-

8 As a result, a $1 per barrel tax on crude oil is equivalent, on average, to a $0.96 per barrel
tax on refined products. Consequently, a flat §! per barrel tax on petroleum imports favors
crude oil relative to refined products. .
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ganization for Economic Cooperation and Development (OECD) to-
gether account for 58.1 percent of world petroleum consumption.

Table 9A.—World Consumption of Petroleum

[Thousand barrels per day]

C ti f Percent of

AUBtrali@..........cocvvevmireeveiiicrrieieeescrenens 660 1.1
Canada ......ccvevirreerreni s 1,620 2.1
France ..ccriiiineciinecsiecrsnieescessessonens 1,940 3.2
2,320 3.9

1,780 3.0

4,550 7.6

1,010 1.7

1,590 27

United States .........cccoocoevveniiinnniecreerennns 15,300 25.6
Other OECD..........ccooovruens rrereeteenereabes 3,920 6.6
Total OECD.........cocvcvvvieverenrirnireens 34,690 58.1
Brazil .....cooovvevniirenreerenreennereseerniaien 1,080 1.8
Ching ..o ssenrens 1,660 2.8
MEXICO...ciivrirririrerirerrireree e esereeasaranes 1,360 2.3
USSR ...t ssssessesseseerosens 9,250 16.5
Total world..........ccocvreneverieerneriinns 59,740 100.0

Source: Ene Information Administration, Annual Energy Review, 1984 (April
1985), p. 225; Energy Information Agency, Monthly Energy Review, October 1985

(January 26, 1986), pp. 104-6.
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Table 9B.—World Production of Petroleum, 1984
[Thousand of barrels per day}

Percent of
Production of
Country crude oil, 1984 p“:,‘;'gt",on

AlZETIA ....coovierereeircerecrecere e eveenes 638 1.2
) £ Ye [P UD SR 1,209 2.2
Ruwait L.....ocvereirerierevncerieinnnesensioenns 1,157 2.1
Libya...cccverrirecnernncnereeneesrnsessresnesenees 1,087 2.0
QALAT ....oeveerrirereereeirnnee e eeeneaene 394 0.7
Saudi Arabia !........ccovrrennernncnniennnn 4,663 8.6
United Arab Emirates...........ccccevervianea. 1,146 2.1
Arab OPEC..........ooreererienresrereneninrsinns 10,294 19.0
Indonesia.......ccccceeeverivrrinennnricnnninneneenee 1,466 27
Iran .. 2,175 4.0
NIgeria ...cccovvrireirienrnerrnvrnncseesseneennseesnnaes 1,419 2.6
Venezuela.......oenrnnecnenininnennennenn 1,813 3.3

Total OPEC..........ccccecvvvvervinrrnnen. 17,576 325
Canada ......c.cceevurvceriininnnninninennnen e 1,436 27
MEXICO .cvvvveeverrreivecreeiritnrtesseireireserarereesessees 2,750 5.1
United Kingdom.......c...cccoverrvenrercreniennas 2,495 4.6
United States......c..ccevevvvveveevvinncrrenennes 8,879 16.4
ChiNa....c.coeceireereienenenee s eee e vaesesanens 2,269 4.2
USSR ...ooivrrrienrerieineineerssessssessssssseressensens 11,878 21.9
Other ...t reees 6,847 12.6

Total world..........ccovrvervrirevereenns 54,130 100.0

! Includes about one-half of the production from the former Kuwait-Saudi Arabia
neutral zone.

Source: EnerEy Information Administration, Annual Energy Review, 1984 (April
1985), p. 225; Energy Information Agency, Monthly Energy Review, October 1985
(January 26, 1986), pp. 104-6

Table 9B shows that the largest petroleum producers in the
world are not in the Middle East: in 1984, the Soviet Union and the
United States produced the largest shares of world petroleum
output, which were 21.9 and 16.4 percent, respectively. Total OPEC
froduction accounts for slightly less than one-third of world petro-
eum output, and Arab members of OPEC produce less than one-
fifth of world output. :

The price of petroleum products in the United States generally is
lower than in Western Europe, the United Kingdom and Japan.
For example, the average price of gasoline in the United States
was $1.21 per gallon in 1984. This was one-third less than the aver-
a%? price of $1.89 per gallon in ten International Energy Agency
(IEA) countries (see Table 10). This price differential primarily is
attributable to lower gasoline excise taxes in the United States.
The U.S. price advantage is considerably smaller for other petrole-
um products. For example, in 1984 industrial heavy oil was a
proximately $4 per barrel cheaper in the United States than in
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other IEA countries, a price advantage of 13 percent. Thus, a $5
per barrel tax would raise the price of heavy oil to U.S. industry
above the price to industrial customers in other IEA countries.



Table 10.—International Petroleum Prices, Fourth Quarter 1984

D Ii Heati . lndustr@al I . Electric
oty G Gmar Momeet G bawew  cRo,

gallon) gallon) gallon) gallon) ($/bbl) (8/bbD)
United States ! 119 121 105 86 21.64 29.89
CaRAdA. ...t 129 143 100 101 36.64 NA
France.......mioeeeceeeeeeeeeeseeses oo, 158 220 117 112 30.53 NA
West Germany 148 181 100 88 28.33 28.52
Italy 117 260 131 114 29.62 NA
United Kingdom ...........ooceoemevrveerreseonn 162 192 98 83 31.54 NA
SWEEN.c.....eeecveeivreeeeeeeeree oo 132 182 110 110 40.37 3111
Netherlands...............ooooeoemeeeoonrmreeooo 117 204 111 NA 29.80 NA
AUSLTIA. ..o 149 153 NA NA NA NA
Japan..... NA 237 146 131 31.87 NA
Average 137 189 113 103 31.82 32.04

' U.S. price of heating oil and industrial light oil does not includes taxes.

Source: Energy Information Administration, International Energy Review, 1980-1984. (August 1985), pp. 38-48.

”
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HI. LEGISLATIVE PROPOSALS
A. 8. 1507 (Senators Boren and Bentsen)

Explanation of Provisions

Tariff increase on imported crude oil and related products

The bill would increase the present tariffs imposed on imXorted
crude petroleum and related refined products by adding an “appli-
cable offset amount” to the present per barrel tariff rate. This
amount would be determined by the excess of the base price of an
article (as determined below) over the average world price of such
article. The average world price for a particular article is to be de-
termined by the prices of such article for the calendar quarter six
months preceding the quarter in which the tariff is imposed: The
Secretary of Energy is to determine, based on available informa-
tion, the average world ﬁrice.of each article for each calendar quar-
ter. The bill provides that the first determination of the average
world price for a calendar quarter is to be for the quarter begin-
ning on April 1, 1985 and further determinations would be made
for each calendar quarter thereafter. .

Determination of base price

The bill provides that for crude petroleum, the base price is $30
r barrel. The applicable offset amount for crude petroleum would
limited to a maximum of $5 per barrel although it could be a
lesser amount if the average world price exceeded $25 per barrel.
For motor fuel; kerosene derived from petroleum or shale oil; naph-
thas derived from petroleum, shale oil, or natural gas; and other
mixtures of hydrocarbons in liquid form; the base price is $35 per
barrel. The limit for the a{)plicable offset amount for each of these
articles is $10 per barrel. In the event the average world price of a
particular article equals or exceeds the base price for such article,
the present per barrel rate contained in the Tariff Schedules of the
United States would continue to be imposed. ’

Procedures and administration

The bill provides that the revenues generated from the increased
tariff are to be allocated into a new account in the general fund of
the Treasury known as the Petroleum Tariff Account. To the
extent the account is not reduced by any refunds (as discussed
below), the balance in the account is to be used to reduce the defi-
cit in the Federal budget. The increased tariff is to be imposed and
collected in the same manner as the present tariff.

The Secretary of Engery is directed to publish the average world
rice of each article for each quarter in the Federal Register by no
ater than 60 days following the close of each calendar quarter. The

Secretary of the Treasury is directed to publish the applicable

an
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offset amount for each article for each quarter in the Federal Reg-
ister by no later than 15 days before the beginning of each calendar
_quarter.

Exceptions to the tariff

The bille(frovides that the revenues genecrated by the tariff may
be refunded from the Petroleum Tariff Account if (i) any article is
shown to be used as heating fuel, or in the production of heating
fuel, or (2) it is shown that the article is necessary and inherent to
the manufacturing process of exports. The bill does not specify how
refunds are to be determined in certain situations (e.g., when the
average world price of an article fluctuates between the quarter in
which the article is imported and the quarter in which the article
is used)
Effective Date

The bill does not provide any effective date for the increased
tariff. Because the Secretary of Energy is directed by the bill to
begin determining the average world price for each article for the
calendar quarter beginning April 1, 1985, the earliest date the bill
could be effecti®e is for the quarter beginning January 1, 1986,

B. S. 1997 (Senators Wallop and Bentsen)

Explanation of Provisions

Excise tax on imported crude oil and petroleum products

This bill would impose an excise tax on crude oil or refined pe-
troleum products that are imported into the United States, in the
amount described below. The tax would be imposed, on the first
sale of the crude oil or refined product within the United States. If
the crude oil or refined product is used before tax otherwise has
been imposed, then the tax would be im on that use. The tax
would be paid by the seller of the taxable product (in the case of
use, by the user of the product).

All non-domestic crude oil (as defined for purposes of the crude
oil windfall profit tax) would be sub{'ect to the tax. Refined petrole-
um products subject to the tax would include imported refined oil,
fuels, and chemical feedstocks which are refined or derived from
oil, but would not include process fuels, heating oil for household
use, residual fuel oil, and topped crude oil imported for further re-
fining. Liquid natural gas imports would not be subject to the tax.

Amount of tax

For crude oil imports, the amount of tax ger barrel ¢ would equal
the excess (but not below 50 cents) 7 of (1) the reference price of $22
per barrel, over (2) the world price, determined by taking the aver-
age of the per barrel prices for Rotterdam brent crude, Saudi light,
and North Sea forties crude oil, as of the end of the preceding cal-

¢ A barrel is defined as 42 United States gallons.

71t is the staff's understanding that the intent of this provision is that no tax would be im-
yosed if the refi price ded the average price by lees than 50 cents (e.g., if the average
price were $21.50 or more in 1986).
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endar quarter. (This determination would be made by the Secre-
tery of the Treasury, after consulting with the retary of
Energy.)

For imports of refined petroleum products, the tax rate would be
determined by adding (1) the amount of tax per barrel of crude oil,
as determined above, and (2) an ‘“environmental outlay adjust-
ment” of $3 per barrel. This rate then would be multiplied by the
barrel-of-oil equivalent of the refined product. (One barrel-of-oil
equivalent equals 5.8 million Btu’s.) The environmental outlay ad-
justment appears to apply to imports of refined products even
when the world price of oil exceeds the reference price.

Both the $22 reference price and the $3 environmental outlay ad-
justment would be indexed for changes in per capita gross national
product (GNP), beginning in calendar year 1988. This would be ac-
complished by multiplying each amount by the percentage (if any)
by which the average per capita GNP for the 36-month period
ending the previous June 30 exceeds the average per capita GNP
for the 36-month period ending June 30, 1985. The amounts so de-
termined would be rounded to the next highest dollar. The Treas-
ury Department would be required to publish the adjusted amounts
not later than December 15, 1987, and in each succeeding calendar
year.

Exceptions to tax

As indicated above, the tax would not apply to process fuels,
liquid natural gas, heating oil for household use, residual fuel oil,
and topped crude oil imported for further refining.®

An exception to the tax also would be provided for crude oil or
refined petroleum products that are sold for export, or for resale to
a second purchaser for export. The tax would be reimposed on such
transactions unless, within 6 months after the sale, the seller re-
ceives proof that the crude oil or refined product actually has been
exported. For purposes of this exception, the term ‘“‘export” in-
cludes shipment to a United States possession.

Procedure and administiation

Procedures, tax returns, and penalties with respect to the tax
would be equivalent to those applicable to the crude oil windfall
profit tax, except as provided by Treasury regulations where such
treatment would be inappropriate.® Persons subject to the tax also
would be required to register with the Treasury Department before
actually incurring liability for the tax.

Deductibility against income tax

The tax imposed by the bill would be fully deductible against
Federal income taxes.

0 . Tht:x staff understands that the sponsors of the bill are considering narrowing the exemptions
rom .

® Except as otherwise provided in regulations, the windfall profit tax is required to be with-
held by the first purchaser of domestic crude oil from the price paid for the oil; if withholding is
not required, the tax is paid by the seller. The purchaser and operator also may elect to have
the operator the purch 's responsibilities under certain cases, Returns are filed on a
quarterly basis, with semimonthly deposita being required for major refiners and retailers and
monthly deposits (not later than 45 days after the close of the month) for most other purchasers.
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Effective Date

The provisions of the bill would apply with respect to sales of im-
ported crude oil and refined petroleum products in calendar quar-
ters beginning more than 30 days after the date of enactment.!?

C. S. 1412 (Senator Hart)

Explam}ion of Provisions

810 per barrel additional tariff

This bill would impose an additional $10 per barrel tariff on im-
ports of crude petroleum and refined products that are subject to
tariffs under present law.!! The additional tariff would not apply
to natural gas imports, or to any other import which presently may
be made tariff-free. Tariffs would be imposed (when applicable) on
imports into the customs territory of the United States (including
the 50 states, the District of Columbia, and Puerto Rico.)

Application of revenues

Under the bill, the Secretary of Health and Human Services and
the Secretary of Energy would determine the monetary effect of
the additional tariff on lower-income individuals and families ad-
versely affected by increased energy costs. An equivalent amount
of revenues from the tariff would be used to increase funding for
Federal programs under which financial assistance (including loans
and loan guarantees) is provided to such individuals and families.
Remaining revenues would be applied to reduce social security
taxes. This reduction would be allocated among States in propor-
tion to the monetary effect of the increased tariff on the residents
of that State, again as determined by the Secrctary of Health and
Human Services and the Secretary of Energy.!? The reduction
itself would be implemented by the Secretary of the Treasury, in
fiscal years beginning after the date of enactment. ’

19 The bill does not specify whether use of crude oil sold before the effective date would be
subject to the tax (e.g., by means of a floor stocks tax).

i1 See, Section 1.G., above, for present law tariff provisions.

12 This would appear to require the imposition of different social security tax rates in various
states.
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IV. ISSUES

A. Energy Policy

In general

A tax on the sale or use of imported petroleum (such as provided
by S. 1997) is economically equivalent to an increase in petroleum
tariff rates (such as provided by S. 1507). Both would raise the do-
mestic price of petroleum above the world market price by the
amount of the tax or tariff.!3 This would influence both the domes-
tic demand and supply for petroleum.

Domestic consumers confronted with higher petroleum prices
over time will reduce petroleum consumption. Demand reduction
occurs as consumers shift to alternative fuels, improve energy effi-
ciency, and curtail consumpticn of goods and services produced
from petroleum.

Domestic producers would receive an increased price for existing
production. In addition, some domestic petroleum and synthetic
fuels which are unprofitable to develop at world market prices may
be produced at a profit as a result of tariff protection. This would
tend to increase domestic petroleum production.

The supply and demand effects of an oil import tax both tend to
reduce the share of petroleum imports in the domestic market.
With higher domestic production and lower domestic consumption,
there would be a reduction in imports into the U.S. market.

Energy security .

The sharp increases in the world price of oil in 1973-74 and
1979-80 have raised concerns about the vulnerability of the U.S.
economy to world oil market shocks. Although net petroleum im-
ports have declined from over 46 percent to less than 30 percent of
U.S. petroleum supply, concern remains that the U.S. is overly de-
pendent on foreign petroleum. Some support a tax or increased tar-
iffs on imported petroleum to reduce import dependence.

Others argue that reducing the share of imports in the U.S. pe-
troleum market will not necessarily reduce U.S. vulnerability to oil
price shocks. Since oil is traded in a world market, a shortage
which pushes up the world price immediately will increase the do-
mestic price. Price controls, such as existed before 1980, can be
used to dampen price shocks; however, shortages may arise. As an
alternative, the Strategic Petroleum Reserve (SPR), which now con-
tains a 117-day supply of imports, may be used to drive down the
price of petroleum in the event of a world shortage.

13 At a sufficiently high tariff rate, imports would be eliminated and the domestic price of
petroleum might rise by less than the full amount of the tariff.

21
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Since petroleum reserves are finite, policies which encourage
substitution of domestic for imported petroleum may reduce import
dependence in the near term, while increasing long-run depend-
ence on foreign oil.

High cost producers

The spot market price of West Texas Intermediate has declined
by approximately 40 percent, from $26 to $17 per barrel, during the
first 6 weeks of 1986. Some attribute this precipitous decline in the
price of oil to an intentional flooding of the world market by Saudi
Arabia and other OPEC members. It is argued that OPEC intends
to drive high cost producers, such as tertiary recovery and heavy
oil producers, out of the market. This might allow OPEC to raise
prices sharply in the future.

An oil import tax could be used to protect high cost domestic pe-
troleum producers from the decline in world oil prices. However,
this approach would be expensive for consumers since both high
and low cost producers would be subsidized by an import tax. A
less costly alternative would be to target financial assistance to
high cost producers, although this would be complex to administer.

Government intervention in the oil market may be unnecessary
if the market anticipates a sharp increase in the world market
price of oil. If this scenario is anticipated by high cost producers,
then they will retain production capability until prices rise, or
their reserves may be purchased by investors who anticipate a
future price increase. -

Price volatility

Both S. 1507 and S. 1997 would impose a “floating tax” on im-
ported petroleum. The amount of the tax (tariff) depends on the
excess of a specified base price over the world market price of pe-
troleum. The floating tax boosts the domestic price of petroleum up
to the base price when the world market price drops below this
base price amount (under S. 1507 the floating tax is limited to $5
per barrel for crude oil and $10 per barrel for petroleum products).
The floating tax concept is advocated as a means of stabilizing the
domestic price of oil.

Rapid swings in the price of oil may impose real burdens on the
economy. However, the floating tax proposals do not reduce domes-
tic price volatility when the world market price is above the base
price. Under S. 1507, the volatility of crude oil prices also is not
reduced when the world market price falls below $25 per barrel
(due to the $5 per barrel tax ceiling). Under certain circumstances,
these proposals actually could magnify the volatility of the domes-
tic price of oil because of lags in measuring the world market price.
Under S. 1507, the base price of crude oil is $30 per barrel, and the
world market price of oil is determined with a 6-month lag. If the
world market price of oil increases from $25 per barrel, 6 months
before the floating tax takes effect, to $40 per barrel, on the effec-
tive date, a $5-per-barrel tax would be imposed (the excess of the
$30 base price over the $25 world market price 6 months earlier).
Thus, the domestic price of crude oil would increase $20 per barrel
(from $25 to $45 per barrel) over the 6-month period, even though
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the increase in the world market price is only $15 per barre! (from
$25 to $40 per barrel).

B. Industry Impacts

Industrial use of petroleum products

Industrial customers accounted for over 25 percent of petroleum
in the United States in 1984. A petroleum import tax would raise
the price of petroleum products to domestic consumers, and increase
production costs for industries that use petroleum products as
fuels or feedstocks. Industries that use natural gas also would
confront higher production costs to the extent that the price of
natural gas rises in response to a tax on petroleum. In addition,
manufacturers that use materials (e.g., plastics) and services (e.g.,
electricity) produced from petroleum would experience increased
production costs as a result of an oil import tax. These cost in-
creases are part of the way in which a tax on imported oil encour-
ages conservation.

An oil import tax may have adverse affects on energy intensive
manufacturers that compete with foreign producers in the United
States or in foreign markets. For example, under an oil import tax,
foreign petrochemical manufacturers would have an a vanta%
over domestic producers since foreign producers would not be su
ject to tax on their petroleum feedstocks. As a result, a petroleum
import tax creates an advanatge for imported over domestically
manufactured petrochemicals. Similarly, U.S. exports of petro-
chemicals would be disadvantaged relative to foreign-produced pe-
trochemicals.

The effect of a $5 per barrel petroleum import tax on manufac-
turing can be estimated from the energy intensity of domestic in-
dustries. Table 11 shows the quantity of petroleum products direct-
ly consumed in the major ingustry groups relative to the value of
shipments. The industries with the most intensive use of petroleum
products are: paper; stone, clay, and glass; chemicals; and primary
metals. The tax burden imposed by a $5 per barrel petroleum tax
as a percent of the value of shipments is: 0.4 percent in paper; 0.1
percent in stone, clay, and glass; 0.1 percent in chemicals; and 0.08

rcent in primary metals. These estimates understate the total

urden since indirect petroleum consumption (e.g., electricity), and
the effect of a petroleum tax on competing fuels (e.g., natural gas)
is not taken into account.

Table 11,—Industrial Use of Petroleum Products, 1980

Petroleum Value of Petroleum Import tax
Industry group "3:':«; t "('l I?l‘ieo:u d‘:).lfnr;f nee %efrcent
Tplion  Gollarey  *hipments  shipmens
Food and kindred
- products.......cceeiriniiinnne 108.3 256.2 422.9 0.03
Tobacco products............. 2.8 12.2 232.0 0.02
Textile mill products...... 423 473 896.0 0.07
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Table 11.—Industrial Use of Petroleum Products, 1980—Continued

Petroleum Value of Petroleum Import tax
Industry group pr:d“v.:lc " "(" |’|‘|‘|::;l“ d‘:).l:lr;l‘ e mrcent
I
Apparel and textile
products.........cccceceererenns 3.7 45.8 81.5 0.01
Lumber and wood
products..........ccccererernens 29.9 47.1 634.3 0.05
Furniture and fixtures... 4.8 22.3 216.5 0.02
Paper and allied
products..........ccceceenenens 366.7 72.8 5,037.0 0.40
Printing and
publishing............c....... 6.0 69.5 86.2 0.01
Chemical and allied
products..........coerverueene 193.7 162.5 1,192.1 0.10
Petroleum and coal
products.........cccoreeerenene 59.7 198.7 300.5 0.02
Rubber and plastic
products..........ccccevrrennens 28.3 47.3 597.4 0.05
Leather and leather
products.........ccccevevennnen 4.5 9.8 462.3 0.04
Stone, clay and glass....... 56.3 46.1 1,220.6 0.10
Primary metal
industries........c.cc.couvnne. 136.6 133.9 1,020.0 0.08
Fabricated metal
products........cc.ceeeerernenes 26.0 116.2 223.5 0.02
Machinery, except
electrical ..........coceenenen. 23.4 180.7 129.6 0.01
Electric equipment.......... 18.3 128.6 142.4 0.01
Transportation
equipment.........ccoereene 35.4 186.5 189.9 0.02
Instruments, related
products........cccceverennnnne 8.4 44.1 190.8 0.02
Miscellaneous
manufacturing............. 5.4 25.0 217.8 0.02
Total, all
industries........... 1,160.7 1,852.7 626.5 0.05

Source: U.S. Bureau of the Census, Census of Manufacturing, 1982.

If it is desired to reduce the impact of an oil import tax on U.S,
manufacturers, a refund (or income tax credit) for industrial use of
petroleum and petroleum products could be considered. However,
this would be difficult for a number of reasons.

Although the impact of higher petroleum prices affects all users
of oil products, only 32 percent of petroleum used in the United
States would be taxed under an import tax, A refund for all indus-
trial use of petroleum, which accounts for 25 percent of petroleum
use, potentially would forfeit 78 percent (25 divided by 32) of the
tax collected on imports. -
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A refund of tax for industrial use of petroleum might be limited
to petroleum products that are imported or refined from imported
crude oil, as is the case in S. 1507, However, tracing the use of im-
ported petroleum would be complicated because oil is fungible.
Also, no relief would be provided for industrial use of petroleum
products refined from domestic crude. As a result, there would be
an incentive not to refine domestic crude for industrial purposes.
Furthermore, industrial customers actually mi%};t Yay a premium
font: prgducts refined from foreign oil in order to be eligible for a tax
refund.

A refund of tax for industrial use of petroleum would not com-
pensate for higher electricity costs, and coal and natural gas prices
that would result from a petroleum import tax.

Increasing the Federal excise tax on gasoline and diesel fuels has
been suggested as a alternative to a petroleum import tax to
reduce adverse competitive impacts.

Refinery impact

Both S. 1507 and S. 1997 would impose a higher rate of tax on
imports of refined petroleum products than on imports of crude oil.
The tax differential for refined products provides some protection
for domestic refiners. This would allow domestic refiners to in-
crease profit margins, and encourages expansion of domestic refin-
ery output. Increased U.S. refining activity would reduce imports of
refined petroleum products relative to crude oil. (Refined products
accounted for 36 percent of petroleum imports in 1985).

The benefit that domestic refineries might obtain from a differ-
ential tax on imported refined products would be reduced to the
extent that exemptions are provided for certain petroleum prod-
ucts. S. 1507 exempts heating fuel and rproducta used to manufac-
ture exports; S. 1997 exempts process fuels and residual fuel oil.
Since the tax on imported crude oil raises production costs of do-
mestic refineries, exemptions for imported refined products favor
foreign over domestic refineries. The net effect of these legislative
proFosals on domestic refineries depends on whether the higher
profit margin on taxed petroleum products offsets the lower
margin on exempt products.

A tax on imported crude oil would increase refiner acquisition
costs above the world market price, which would reduce the export
competitiveness of U.S. refiners. Thus, a tax on imported petrole-
um would reduce profits from exports of refined products unless do-
mestic refiners are compensa for higher petroleum acquisition
costs.

Some argue that a differential tariff on refined petroleum prod-
ucts is justified because environmental regulations impose higher
complian¢e costs on U.S. refiners than on many of their foreign
competitors. Others contend that the logic of this argument implies
that the tariff on refined tas)roduct,s should vary according to the
stringency of environmental regulations in the country where im-’
ported refined products are produced. Also, many other domestic
industries confront high environmental compliance costs and do
not receive tariff protection. Some industries with high environ-
mental costs, such as chemicals and pulp and paper, could become
less competitive as a result of a tax on impo petroleum.
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Banking

The decline in the world market price of oil has reduced the
value of oil industry assets and the value of land located in oil pro-
ducing regions of the countries. Loans based on the value of oil in-
dustry assets are threatened by the recent decline in petroleum
prices. As a result, banks with a large portfolio of energy-related
loans may be confronted with reduced income and possible insol-
vency. One argument for a tax on imported oil is that it would
reduce the failure rate of banks with significant domestic energy
loans. This would reduce potential Federal government outlays to
the extent that these lending institutions are Federally insured.

Others argue that present law addresses the problem of bank
failures at a lower cost to taxpayers than would be the case under
an oil import tax. Under persent law, Federal expenditures are tar-
geted to financially troubled lending institutions. An oil import tax
would benefit all lending institutions with domestic energy loans,
regardless of risk of loss or insolvency, and the cost would in large
part be borne by energy consumers.

A number of U.S. banks have made large loans to Mexico, Ven-
ezuela, and other oil exporting countries. A tax on imported petro-
leum could reduce the ability of oil exporting countries to service
their debts to U.S. banks. Consequently, a petroleum import tax
could harm some banks with international loans to oil exporting
countries while helping other banks with domestic energy loans.
Thus, a tax on imported petroleum may not be beneficial to the
U.S. banking industry as a whole. :

C. Income Distribution of Tax Burden

A tax on imported petroleum may be passed through to individ-
uals in the form of (1) higher prices for products whose manufac-
ture requires petroleum, (2) lower wages paid by getroleum using
firms, (3) reduced dividends and distributions made by petroleum
using firms, and (4) higher wage, dividend, and royalty income
from petroleum production and related activities. Since petroleum
is used in virtually all sectors of the economy, it is difficult if not
impossible to trace the full effect of a tax on imported petroleum
on prices. A tax on imported petroleum may result in higher prices
of petroleum substitutes such as natural gas. These price increases
also may redistribute domestic income.

One way to analyze the distributional impact of a petroleum tax
is to limit consideration to direct household consumption of refined
petroleum products. Table 12 shows that low-income households
spend a much larger portion of household income on refined prod-
ucts than high-income households. Households with income below
$5,000 in 1980-81 spent 52.8 percent of household income on re-
fined products, while households with income over $50,000 devoted
only 3.1 percent of income to refined products. As a result of this
consumption pattern, the burden of a $5 Yer barrel tax on petrole-
um would fall relatively more heavily on lower income households.
Such a tax would amount to a 5.0-percent tax on the income of
households in the below-$5,000 income class, compared to a 0.3-per-
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cfnt t;a‘nx on the income of households in the above-$50,000 income
class.

Table 12.—Income Distribution of Petroleum Consumption,

1980-1981

Household Household

petroleum ! petroleum Import tax 2

tncome class(dollars)  SXPTditures  consumption e percentof

income income (Btu/ (percent)

(percent) dollar)
52.8 53,001 5.0
11.5 11,454 1.1
8.8 8,720 0.8
6.9 6,802 0.6
58 5,742 0.5
4.8 4,117 0.5
3.1 3,034 0.3
7.9 7,840 0.7

! Includes home heating oil, liquefied petroleum gas, gasoline, diesel fuel,
kerosene, and motor oil.

2 Assumes $5 per barrel tax on imported crude oil and refined products with no
exemptions.

Source: U.S. Bureau of the Census, Consumer Expenditure Survey.

D. Regional Impacts

A tax on imported petroleum would have varying effects on re-
gional income as a result of differences in petroleum production
and consumption in different parts of the country. Regions that
derive most of their energy from coal and nuclear power would
benefit relative to regions that are dependent on petroleum. Petro-
leum producing areas of the country generally would benefit rela-
tive to areas without petroleum reserves. However, -to the extent
that shareholders of petroleum companies reside outside of produc-
ing regions, some of the benefits of higher oil prices would accrue
in net energy consuming regions of the country. The adverse effect
of an oil import tax on manufacturing income would be felt by the
owners and employees of petroleum intensive companies in every
region of the country.

One way to assess the regional impact of an oil import tax is to
compare the consumption of petroleum products in different re-
gions of the country.1® Table 13 shows the regional distribution of

14 This analysis considers only direct petroleum consumption b{t‘ holds and that
a petroleum tax is passed through to consumers in the form of higher prices for refined prod-
ucts.

18 This analysis assumes implicitly that the burden of a petroleum tax on an industrial user
falls in the reéion of the country where the use occurs. Also, this analysis does not take into
account the effect of higher petroleum prices on the income from petroleum producing and re-
lated activities, nor the effect on prices of competing fuels such as natural gas. For a discussion
of issues involved in modeling regional effects of energy price changes see, Joeseph P. Kalt and
Robert A. Leone, “A Model of Regional Income Accrual Under Energy Price Decontrol,” Har-
vard Institute for Economic Research, Discussion Paper 1041 (February 1984).
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petroleum product consumption in 1983. On average, 11 thousand
Btus of petroleum were consumed per dollar of personal income in
the United States in 1983. In the west south central states, petrole-
um consumption was 20.2 thousand Btus per dollar of personal
income, almost twice the national average. These data suggest that
the west south central states would be adversely affected by a pe-
troleum import tax compared to the middle Atlantic and north cen-
tral states where petroleum consumption is about 20 percent less
than the national average.

Table 13.—Regional Distribution of Petroleum Consumption,!
1983

[Thousand Btu’s per dollar of personal income} 2

Industrial
Region Repder Tramapor- - and " poua
cial
New England.................... 1.6 4.9 4.4 10.9
Middle Atlantic ............... 0.9 4.7 3.2 8.8
Eastern North Central... 0.4 5.6 27 8.7
Western North Central .. 0.7 7.3 3.5 114
South Atlantic................ 6.5 7.5 2.8 10.7
Eastern South Central ... 0.3 9.1 3.2 12.6
Western South Central .. 0.2 99 10.2 20.2
Mountain ........cccceeevveenene, 0.3 8.3 3.0 11.6
Pacific Coast.............c....... ) 0.1 11 2.1 9.3
U.S. average.......... 0.5 6.8 3.7 11.0

! Includes road oil, aviation gas, distillate fuel, kerosene, liquified petroleum gas,
lubricants, motor gasoline, residual fuel, and other petroleum products.

2 Personal income is defined as income from all sources before tax, excluding
military employees stationed abroad.

3 New England includes CT, ME, MA, NH, Rl, VT; Middle Atlantic includes NJ,
NY, PA; Eastern North Central includes IL, IN, MI, OH, WI, Western North
Central includes 1A, KS, MN, MO, NE, ND, SD; South Atlantic includes DE, FL,
GA, MD, DC, NC, SC, VA, WV, Eastern South Central includes AL, KY, MS, TN;
Western South Central includes AR, LA, OK, TX: Mountain includes AZ, CO, ID,
MT, NV, NM, UT, WY; and Pacific Coast includes CA, OR, WA.

Source: U.S. Dept. of Energy, Energy Information Agency, State Energy Data
Survey, 1983.

Table 13 shows that the high rate of petroleum consumption in
the southwest is due to transportation and industrial use of petro-
leum, rather than residential use. Residential petroleum consump-
tion is less than half the national average in the west south central
and pacific coast states, and more than three times the national av-
erage in New England. This is due primarily to the greater con-
sumption of home heating oil in the northeastern region of the
United States. Consequently, an oil import tax would more adverse-
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ly affect residential petroleum consumers in the northeastern than
in the southwestern States.

In contrast to residential petroleum use, industrial and commer-
cial use of petroleum is three times the national average in the
southwestern states. Transportation use of petroleum, primarily
gasoline, is almost 50 percent above the national average in the
southwest, compared to 30 percent below average in New England
and the middle Atlantic States.

While the oil-producing States would benefit substantially from
higher oil prices that would result from an import tax, the data in
Table 13 show that part of this benefit is likely to be offset because
these States spend a much higher proportion of personal income on
petroleum products. To determine the net effect of a petroleum
import tax on any region of the country requires tracing the in-
crease in oil-related income to the ultimate recipients of this
income, and tracing the increase in the price of products derived
from petroleum to the consumers of these products.

E. International Relations

The effect of a tax on an increased tariff on petroleum would be
to raise the domestic price of petroleum relative to the world
market price. This relative price shift occurs either because the do-
mestic price of petroleum increases, or because they world market
price falls. In the former case, the tax merely distributes income
from domestic consumers to domestic producers and the govern-
ment. In the latter case, the tariff has no effect in the United
States; instead, the effect of the tariff is to transfer wealth from
countries that are net. petroleum exporters to countries that are
not importers, such as the United States.

An importing country may be able to shift the burden of a prod-
uct tariff to exporting countries in situations where it consumes a
large portion of world production, and its demand for the product
is relatively sensitive to price changes. Some argue that a U.S. tax
on imported oil is desirable because some of the tax would in effect
be paid by exporting countries in the form of a reduced world
market price of oil. Importers such as Japan and Europe would
benefit from a decline in the world price of oil resulting from a
U.S. tariff on oil imports.

To the extent that a U.S. tariff or import tax lowers the world
market price of petroleum, countries thst are net petroleum ex-
porters would experience a decline in export income. This could
reduce the ability of countries such as Mexico and Venezuela to
service their debts to U.S. banks. In order not to jeopardize debt
repayment agreements with Mexico and Venezuela, some have sug-
gested that these countries should be exempt from a U.S. tax on
Imported petroleum. Others argue that only Mexico should be ex-
empted because Venezuela is a member of OPEC. However, under
a treaty of friendship, commerce, and navigation (FCN), the United
States obli%ed to tax Venezuelan products at the most favorable
rate applicable to other nations. Thus, an exemption for Mexico
might require a similar exemption for Venezuela.
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Exemption from a petroleum import tax also has been proposed
for Caribbean countries that export refined products to the United
States (principally the Virgin Islands, Puerto Rico, the Netherlands
Antilles, the Bahamas, Trinidad, and Tobago). Such an exemption
might be desirable to avoid overriding the zero rate of tariff ex-
tended to most Caribbean countries under the Administration’s
Caribbean Basin Initiative.

Some argue that Canada also should be exempted as a reward for
recent concessions granted on energy sales to the United States.
However, under the most favored nation provisions of the General
Agreement on Tariffs and Trade (GATT), special tariff treatment
provided to one signatory country (such as Canada) must be ex-
tended-to all GATT signatories, unless a waiver is approved by the
GATT Council. (The trade benefits extended by the Caribbean
Basin Initiative are permitted by GATT as a result of such a
waiver.) Thus, an exemption for Canada may necessitate exemp-
tions for the United Kingdom as well as a number of OPEC coun-
tries to which GATT rules apply, namely: Indonesia, Nigeria, Alge-
ria, the United Arab Emirates, Gabon, Kuwait, and Qatar.

Mexico, Venezuela, the Caribbean, and GATT signatory coun-
tries supplied 90 percent of U.S. petroleum imports in 1985. Conse-
quently, exempting these countries from a petroleum import tax
would reduce tax revenues by 90 percent. More revenue might be
lost as a result of exempt countries shifting oil exports to the
United States, or diversion of oil from non-GATT producers (such
as Saudi Arabia) through GATT producers (such as Algeria). While
rules could be adopted to deny exemption to diverted oil, it may
not be possible to make these rules work effectively.

F. Revenue Effect

A $5-per-barrel tax on imported crude oil and petroleum prod-
ucts, with no exemptions, beginning in fiscal year 1987 (October 1,
1986), is estimated to increase net tax receipts by $7.4 billion in
1987. Over 5 fiscal years, such a tax is estimated to increase net
tax revenues by $37.8 billion. These estimates take into account in-
creased windfall profit tax collections, reduced gasoline excise tax
collections, and lower income tax receipts as a result of the deduct-
ibility of the tax on business petroleum expenditures.

Exemptions from a petroleum import tax could reduce revenues
significantly. For example, Mexico and Canada accounted for 32
percent of petroleum imports in the first 11 months of 1985. Conse-
quently, an exemption for imports from these two countries would
reduce gross revenues from a petroleum import tax by about one-
third. Caribbean countries supplied 9.1 percent of U.S. imports in
1985 (through November), and Venezuela supplied 12.2 percent. If
exemptions also were provided to Venezuela and the Caribbedn
countries, the reduction in gross revenues from a petroleum import
tax would rise to over one-half.

Exemptions for home heating oil and industrial use of petroleum
also may be expensive. About 3 percent of petroleum is used for
residential heating oil, and an additional 26 percent is used by in-
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dustry.!® Thus, industrial use of petroleum products and residen-
tial use of heating oil together account for 29 percent of U.S. petro-
leum consumgtion. Bly contrast, gross imports accounted for only 32
percent of U.S. petroleum consumption in 1985. Thus, 90 percent of
gross revenues from an import fee might be lost if rebates were
provided for home heating oil and industrial petroleum use. Re-
funds could be limited only to home heating oil and industrial use
of products refined from imported oil (as in S. 1507). However, to
maximize refunds it is likely that imported oil would be used pri-
marily to refine products qualifying for a rebate.

Both S. 1507 and S. 1997 would impose a floating rate of tax on
imported petroleum, depending on the world price of oil, rather
than a specific dollar amount of tax per barrel. Thus, the amount
of revenue raised by these bills depends on the future price of oil in
the world market. Given the tremendous uncertainty about the
future course of world oil prices, any revenue estimate of these leg-
islative proposals must be viewed as subject to a large margin of
error. If Congress wishes to use a petroleum import tax to achieve
a specific revenue target, the rate of tax would need to be set equal
to a fixed amount per barrel to avoid revenue fluctuations due to
unanticipated swings in the world price of petroleum. .

M G. Macroeconomic Effect

A tax on imported petroleum can be expected to increase the do-
mestic price of petroleum products and competing fuels, such as
natural gas. At least initially, this would increase the overall price
level. With higher prices, consumer demand for money increases.
Unless the Federal Reserve System accommodates the increased
demand for money by increasing the money supply, the result
would be somewhat higher interest rates. Higher interest rates
may adversely effect investment in plant and equipment and con-
sumer durables, and this may reduce economic growth. During the
oil price shocks of 1973-74 and 1979-80, inflation and interest rates
both increased sharply, and real GNP declined.!?

Data Resources, Inc. estimates that a $5 per barrel decline in the
price of oil will add 0.6 percentage points to real GNP growth and
will cut the consumer price index inflation rate by a full percent-
age f)oint in the first year.!® A $5 per barrel petroleum import tax
would be expected to offset much of the anticipated macroeconomic
benefits from a fall in world oil prices.

To the extent that petroleum imports are reduced by an oil
import tax, the value of the dollar would be expected to increase
relative to other currencies. This would tend to put downward pres-
sure on U.S. prices which would offset, to some degree, the increase

.'® Distillate oil cc d in the residential sector amounted to 3.3 percent of total U.S. petro-
léum consumption in 1983. More recent data indicate that industrial use of petroleum products
accounted for 25.8 percent of U.S. consumption in 1984.

7 Real GNP declined by 0.6 percent in 1974 and by 0.2 in 1980. Inflation, as measured by the
GNP implicit price deflator, increased from 6.5 percent in 1973 to 9.1 percent in 1974, and from
1.3 percent in 1978 to 8.9 gercent in 1979. Three-month Treasury Bill rates increased from 7.0 to
78 Percent over the 1973-74 period, and from 10.0 to 11.5 percent over the 1979-80 period.

14 Data Resources, Inc., Forecast Summary, p. 5.
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in the price level caused by higher energy prices. However, the
merchandise trade balance may not improve, even if petroleum im-
ports decline, because the higher value of the dollar may cause im-
ports of other products to increase.

O
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Senator WaALLor. Good morning.

I want to begin by thanking in advance the many expert wit-
nesses who will have taken time to appear before the subcommittee
and participate in what I expect will be a lively discussion on the
merits as well as potential problems of an oil import fee.

Let me begin this hearing by making one point perfectly clear. It
is my strong belief that energy taxation, discussed within the con-
fines of tax reform and deficit reduction, is not a rational ap-
proach. An energy tax in either of these forms will fail to achieve
real deficit reduction for genuine tax reform and will neglect
energy policy.

As I have repeatedly said since Senator Bentsen and I introduced
S. 1997, I am not yet convinced that an energy excise tax is the
only or even the most appropriate course to take. And it is the pur-
pose of these hearings to determine just that.

If there is merit to an oil import fee of any description, there is
only one choice in my mind, and it is not the flat tax advocated by
some of my colleagues. Rather, it is the floating fee approach taken
in 8. 1997 that Senator Bentsen and I have designed. Though there
would be some revenue effect, this floating tax cannot be dubbed a
revenue raiser because it would never provide Treasury with a con-
stant predetermined source of revenue. And, furthermore, the tax
would automatically phase out when the world price of oil hits the
bill’s survival price. Most importantly, it would provide a source of
stability for our domestic energy producers, including coal, renew-
als and conservation.

It is my hope that the arguments expressed today and tomorrow
will receive careful consideration from my colleagues, and that the
Senate will not choose an energy tax as some simple narcotic to re-
geve the immediate and nagging pains of tax reform or deficit re-

uction.

It would only serve as temporary relief with serious long-lasting
ripple effects from which future generations would surely suffer.

In calling for these hearings, my purpose and that of Senator
Bentsen was and is to identify the energy policy arguments sur-
rounding any potential justification and consequence of implement-
ing an oil import fee. Right now, these hearings are ironically
timely in light of the precipitous dryp in world oil prices, which
has brought new opportunities, new problems and even mixed
blessings for our Nation and for my home State of Wyoming.

If I sit quietly in my office, it is possible to hear all the way from
Wyoming the joyful whoops and hollers from ranchers now expect-
ing price relief in one of their biggest fixed cost. And my State,
which produces and certainly consumes energy, is already optimis-
tic that potentially low gasoline prices this summer will boost our
sagging economy by bringing more visitors to Yellowstone and
Grand Teton National Parks.

But on the other hand, Wyoming, like every other energy export-
ing State, has suffered dramatically from falling oil prices. A
Casper oil man recently pointed out to me that as a general rule of

“thumb that for every $1 decrease in the price of crude, my State at
all levels suffers and income loss of $15 million per year in ad valo-
rein taxes, severance taxes, State and Federal royalties.
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The other boot drops as a result of less money paid to drili new
wells, which translates into leaner revenues, fewer jobs and a fur-
ther sag in our already ailing economy.

Other energy resources suffer too. Wyoming has substantial oil
and natural gas, but it is also the second largest coal producer in
this Nation. As oil, the gold standard of the Btu business drops, so,
too, do the values of coal and natural gas, as well as interest in
emerging yet expensive projects, such as enhanced oil recovery, co-
generation and even clean coal technology.

I have been a student of energy policy for many years. and I
have studied the various tools for assuring Americans an independ-
ent energy supply. After reflection, I would generally conclude that
taxes on energy consumption are ungainly tools for implementing
a rational energy policy. )

Development and conservation tax incentives, along with an
emergency supply provided by the strategic petrolenm reserve,
seem better methods of securing energy security and market viabil-
ity.

Some might say that an oil import fee is just another attempt to
smother free market forces coming into play. And this may be one
concern that we will explore today.

As we all recall, government efforts to prevent free market
forces from establishing oil prices began in earnest in the early
1970’s as the OPEC cartel came into dominance. In its rage, Con-
gress imposed the windfall profits tax which assured that the free
markets would never really operate.

Some members who now assert that the new lower prices should
now be passed completely on to the consumer, are the same ones
who imposed the windfall profits tax which deprived those same
consumers of some $77 billion in energy savings over the course of
its existence.

They may also be the ones who continue to impose other special
taxes on energy, like Superfund and black lung.

Congress has, over the years, dealt in harsh inconsistencies with
the energy industry, and the American consumer has continually
paid the price. In spite of ourselves, we have made tremendous
strides in reducing our reliance upon foreign oil, on conserving
energy in our homes and industries. Still we are traveling toward
the 21st century without an energy policy that is either farsighted
or cohesive. '

What policy we do have has been developed in drips and drabs at
the whims of individual Members of Congress and by 45 or so dif-
ferent government bodies. The inconsistencies in congressional
energy policy are well documented and truly outrageous. We have
been in and out of natural gas; first, regulating and then partially
deregulating it. We have been in and out of synthetic fuels. First,
funding it and then draining it away.

And, today, we are on equally dangerous ground. And I trust we
will all tread carefully as we again consider the taxation of energy.
I challenge Congress to some consistency, and I doubt that Con-
gress will like it. One can no more make revenue policy without
regards to its ultimate consequence than one can make energy
policy with only revenge in our hearts.
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Now we have two members of this committee who wish to make
openin% statements. And 1 will call first on my colleague from
Rhode Island, Senator Chafee.

Senator CHAFEE. Thank you very much, Mr. Chairman. And first
of all, I. want to thank you, Senator Wallop, Mr. Chairman, for call-
ing these hearings on the taxation of oil petroleum imports. I am
very anxious to have the committee examine these various propos-
als so theﬁ' can see how bad they all are.

Now whether an oil import fee is structured as a flat dollar fee
on an imported barrel of oil, or a floating fee designed to keep a
floor under the price of oil, I am opposed to it.

These proposals are a bad idea for Rhode Island, for New Eng-
land and, I believe, for the Nation as a whole, Mr. Chairman.

Now if I were to propose a bill requiring the citizens of Oklaho-
ma or Alaska or Louisiana to pay 5 percent higher Federal taxes
than the citizens in other States, the cries of indignation would roll
a}clross this Capitol. I think we would all recognize the unfairness of
that.

Yet that is precisely what advocates of an oil import fee are pro-
posing for the citizens of my State and of New England as a whole.
They are proposing taxes higher than citizens elsewhere in this
land would have to f)ay. I am deeply disturbed over this proposal,
and I suppose I could go so far as to say, indeed, I am outraged.

And, Mr. Chairman, I certainly will fight this proposal with ev-
erything I have.

ow an oil import fee, first of all, as I say, is unfair. New Eng-
land leads the Nation in energy conservation, but we still depend
on oil for fully two-thirds of our energy needs, a figure which is
nearly double the national average.

Because an oil import fee would raise the cost of all petroleum
ﬂroducts, foreign or domestic, it would deal a savage blow to the

omeowners and the businesses of my State. The average citizen of
Rhode Island now pays over $1,000 a year to heat his or her home
with oil, while a homeowner in Ohio typically pays only $800 a
year to heat a house with natural gas.

A $10 oil import fee would raise a Rhode Islander’s annual fuel
bill by nearly $240. This is unfair to New Englanders to bear the
brunt of such higher costs for this basic commedity of oil.

An oil import fee is unfair to business as well. Maintaining artifi-
cially high domestic energy costs through an import fee would
erase any competitive advantage our recovering industries have
gained in the last few years. We have just seen our way through a
difficult economic recession. Many industries, such as manufactur-
ing, are still struggling, and foreign competition, as we all know,
gets tougher every day.

Do we really want to compound our trade problems with an oil
import fee? In Rhode Island where industries are already paying
more for energy than any other State, the effects of this fee woul
be devastating, endangering hundreds and perhaps thousands of
jobs and perhaps pricing our products out of world markets. That is
the first reason I am opposed to it. It is unfair.

Second, an oil import fee is a completely inefficient way of rais-
ing revenue. Such a fee, by definition, would not apply to domestic
oil. Yet domestic oil prices would certainly rise to the price of im-
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ported oil. With a $10 per barrel import fee, U.S. consumers would
pay $58 billion more each year in additional energy costs, but the
Federal Government would not collect $58 billion, but would collect
less than $16 billion in additional taxes.

The reason for this inefficiency is simple. Imported oil makes up
approximately 28 percent of all oil, but the oil import fee would
cause the rise of the price of oil, all oil. However, for every dollar
of increase in the price of oil, the Federal Government would only
collect $0.28.

We might actually realize more revenue from an expanding econ-

-omy, if oil prices were to fall to sustained low levels. Some econo-
mists have stated that for every $5 the price of oil drops, the Con-
sumer Price Index will fail 1 percent, and the GNP will grow by 0.6
percent.

If we intervene to artificially keep the price of oil high by impos-
ing an oil import fee, the Federal Government will lose any reve-
nues that might flow from the increased growth of the economy
caused by the falling energy cost.

Lower energy costs can mean lower inflation, an increase in per
capita income, and more jobs for all Americans. Let us not inter-
vene to keep this from happening. :

Most economists agree that an oil import fee is a bad idea. And I
think, Mr. Chairman, you have sat through these hearings, as have
1, ?nd finding economists who agree on anything is extremely diffi-
cult.

Earlier this month, I personally asked four economists that were
before us—Martin Feldstein, Charles Schultze, Norman Ture and
Alan Auerbach—who were appearing before this committee, as you
remember, in connection with tax reform—I asked them about an
oil import fee. They did not agree, as I said, in much in their testi-
mony. However, they all agreed the oil import fee is bad economic
policy, and they all agreed that if we let the price of oil fall, it will
be good for the economy. i

The Federal Reserve Chairman, Paul Volcker, has also stated
that he opposes an oil import fee.

I hope we will have testimony from others who will agree with
these experts.

Finally, an oil import fee makes a mockery of tax reform, Mr.
Chairman. It is being proposed by some as a way to raise revenue
to finance the continuation of the locpholes which the committee
evidently does not choose to close. These loopholes include tax in-
centives for the oil industry, such as expensing of intangible drill-
ing costs and percentage depletion. To obtain a reduction in rates,
tq new tax is proposed; namely, some are suggesting this oil import

ee.

Now this, to me, is ridiculous. Any additional revenue from new

taxes should be allocated to reducing the deficit, not to financing
continuing tax rates or a lower rate. That is what tax reform is all
about—getting lower corporate and individual rates. And to fi-
nance that by an additional brand new tax just does not make
sense,

We should not be increasing energy costs to all consumers in
order to “pay’”’ for tax incentives available to a few.
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If the committee or the Senate itself insists upon including this
unfair and damaging proposal in a tax reform bill, I will do every-
thing within my power to resist it.

Now that the price of oil is finally declining, the American con-
?un&er should be allowed to benefit, and that includes Rhode Is-
anders.

Thank you very much, Mr. Chairman.

Senator WaLLor. Thank you, Senator Chafee. I will put you down
as doubtful. [Laughter.]

Senator CHAFEE. A strong letter follows.

Senator WALLOP. Just in passing, do you happen to recall which
side of the fence you were on in the windfall profits tax?

Senator CHAFEE. I probably was for it, Mr. Chairman.

Senator WaLLoP. Probably for it. Well, that was $77 billion that

ou took out of the same consumers’ pockets, including those in
hode Island. It was never assessed against the industry. It was
always paid for by the consumer.

Senator Bentsen.

Senator BENTSEN. Mr. Chairman, does anyone really believe that
Shiek Yamani, the Saudi Arabian Oil Minister is driving down the
price of oil today because the Saudi's want to keep it down? Is
anyone really that naive? Don’t they understand that what the
Saudi’s are trying to do is to whip into line the members of that
cartel, to discipline them. And once they get control again, then
they will reall gut high prices to us. Have we forgotten the oil em-
bargo of 19737 Can’t we do anything but look to tomorrow? Can’t
we do any long-term planning in this country? Don’t we under-
stand we can’t afford to get hooked on foreign oil again?

We are the world’s biggest consumer of oil, far ahead of anyone
else. We are also a big producer of oil; 8.9 million barrels a day,
last year, roughly twice the production of Saudi Arabia today. And
that is even r their recent boost in output.

We are second only to the Soviet Union in oil production. I will
guarantee you, though, that you will see U.S. oil production decline
this year. The question is only how far.

We have already seen the ma;?inal wells start shutting down be-
cause it is no longer economical to continue pumping. And once
you stop pumping one of those small wells, the chances are that
that reservoir is going to colla you have lost it; it is gone.

We have pumped a lot of oil in this country, but remarkably, our
crude reserves were more than 6 billion barrels higher 2 years ago
than they were in 1949. That is because of the continuing search
for new oil, and the development of sophisticated and expensive
techniques for squeezing more oil out of existing wells.

The search for new oil has declined sharply in recent years,
though. Half as many wells were drilled last year as in the peak of
1982. And that number is going to plummet this year.

This week, for example, Amoco announced it is going to cut its
exploration in 1986 by one and a half billion dollars. And our crude
reserves are already down from 2 years ago, since they included
over 2 billion barrels of oil that can be recovered only through en-
hanced techniques that are economical at higher prices.

The decline in exploration guarantees a further decline in re-
gerves 2, 3 and 4 years from now. You can just forget about alter-
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native energy sources. You can forget about converting coal to oil.
Shale oil is out the window. The Great Plains gasification project
in North Dakota has been declared a disaster.

We made great strides in energy conservation and energy pro-
duction, in recent years. But you can forget all of that if we fail to
respond to the “loss-leader” flood of cheap oil from OPEC.

You are already seeing the change in attitude in this country.
And you have seen it in the administration, because they have
backed down from tough requirements for automobile fuel efficien-
cy ag(cii rules to increase that mileage for a gallon of gas that is con-
sumed.

So we are headed away from conservation, and you are going to
accelerate that without an oil import fee. You are going to get
away from the idea of moderating those thermostats in the winter,
and keeping them up in the summer for additional conservation.

What is happening to the price of oil today does not have any-
thing to do with the free market. It has everything to do with deci-
sions made in Saudi Arabia. It is an OPEC decision. They turned
the spigot off in the Arab embargo of 1973, and they turned it up
several turns in the production wars of 1985. Does anyone here be-
lieve that they are going to keep that price down once they get con-
trol of the situation? Are our memories so short that we are going
to again put ourselves at the mercy of OPEC?

Last year, we imported only 31 percent of the oil we used. It was
down to 28 percent if you look just at crude. Now that was com-
pared—and my colleague did not mention that—that was compared
with 47 percent in 1977.

But that pendulum will start swinging back this year, and there
is no way to stop it. The price plunge has already assured it. We
cannot slow it. But we can begin the process of turning it around
again. '

What happens, though, in the meantime without an oil import
fee is you stack the rigs. Exploration and shipper people go out of
the business. Bankruptcies take place. A lot of the oil reservoirs
will collapse. And you will not have shipper well production avail-
able to you to try to protect against rising oil imports.

Oil refineries in this country have been buffeted by a combina-
tion of circumstances in recent years. Oil producing countries give
subsidies to their own refineries. Europe and Japan put up barriers
to those refined products. So subsidized oil products have been
flooding the United States. And as a result, we have seen operating
refining capacity decline in this country by 3% million barrels a
day since 1981.

A Stlﬁdy last year by the Center for Strategic and International
Studies' at Georgetown University concluded that our remaining
14.6 million barrels a day of refining capacity is just not enough to
respond to a military mobilization involving the United States and
the NATO forces.

We will raise national security risks if we fail to respond to the
flood of cheap OPEC oil b{ putting an oil ithport fee in place. There
is no question but we will soon see the same serious national secu-
rity implications develop with regard to oil production that we
have already seen for refineries. ’
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Plunging oil prices have produced a gusher of optimistic econom-
ic projections for coming months. But I think we will see more bad
economic news than good news in the short term. Moreover, we
should be looking at what is in the long-range benefits for our
country—whether we are talking about Texas or Rhode Island,
New England or the West. We ought to have learned from the past.
We ought also to be able to look back far enough to recall the last
time that we were hooked on foreign oil, and then try to take some
rational steps to avoid repetition.

Thank you, Mr. Chairman.

Senator WaLLoP. Lloyd, thank you. Just to jump the gun a little
on some of the warnings that you laid out in there, I would note
that we in recent years dropped down to the point where only 28
percent of our oil consumption was with imported oil. This past
year, we were at 32 percent, a 4-percent increase, and it is climbing
already this year. And to give some emphasis to your remarks on
abandoning some of the conservation procedures, I would note that
yesterday a letter went out from GSA both raising the heating
temperatures in public buildings and lowering the cooling tempera-
tures for summer. So already we are sliding into that area where
our only reaction is ultimately going to be another set of rage.

Senator Mitchell.

Senator MiTcHELL. Thank you very much, Mr. Chairman, for the
opportunity to be here this morning.

I join Senator Chafee in strong opposition to an oil import fee. In
my judgment, it would be hard to find a less economically or social-
ly defensible tax proposal. The obvious attraction, that it is a tax
which can be hidden from the American people because of declin-
in%v<;‘il prices, is a key to all that is wrong with it.

enever we are asked to support a tax increase, on the grounds
that the public will not notice it, we should be on our guard, be-
cause it is then likely to be a tax increase that cannot be defended
on economic, budgetary, or policy grounds. An examination of the
pro oil import fee reveals that it suffers from all these defects
and more.

Its economic effect will be to raise the price of a commodity
which is so important to our economy that it would increase the
rate of inflation by a full percentage point all by itself.

Its budgetary impact will be zero because the President insists
that a tax increase can be used only to keep his tax proposal reve-
nue neutral; not to reduce the deficit.

And its policy implications are clear. It would be a windfall for
domestic oil producers, which would exceed by three or four times
the revenues collected by the Government.

It would be a regressive tax levgefalling hardest on people in the
lowest income brackets. It would be an artificial Government-sanc-
tioned price prop that would burden every business and industry
which uses that commodity.

The domestic imperatives driving this idea are clear, but they
are not persuasive.

The o1l producing States want to find a way to bail out the oil
industry from the steep price decline of recent weeks. But why is
this declining commodity price special? It is a fundamental fact of
free markets that prices can move down as well as up. Why should
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Government try to institutionalize a price whose level was artifi-
cially established at a higher level in the first place?

The argument/that the oil producing States are suffering a de-
cline in income is not a sufficient reason to saddle the rest of the
Nation with the cost of maintaining their income.

The other pressure driving this oil import fee is the perceived
need to preserve some corporate and individual tax breaks that
now exist, but which may be reduced by the tax reform bill. But
what kind of a tax reform is it that preserves special privileges for
the few by imposing a regressive tax on the many? That is not tax
reform. That is unfairness of the most blatant kind.

The poorest one-fifth of the American people spend four times as
much of their income on energy as the wealthiest one-fifth. To
impose additional costs on these wage earners to pay for tax bene-
fits for the top income groups in the country is simply to tax lower-
and middle-income Americans to the benefit of higher-income
Americans. That would not reform our tax system; it would further
deform it.

This levy also has supporters among those who think the Presi-
dent’s opposition to increased taxes for deficit reduction will some-
how be lessened if the increase in tax is in the form of an oil
import fee rather than in some other form.

That is an allegation unsupported by any evidence. The Presi-
dent has been as clear as he can be. He says he wants his tax
reform bill. He insists on the $50 to $125 billion in tax breaks that
he seeks to preserve. He wants to maintain his defense buildup. He
does not want higher taxes. He has said that any tax increase
would be vetoed on arrival.

Those who see in this some sign that an oil import fee could be
used to reduce the deficit have seen something that eludes me and
most other observers. There is simply no indication that deficit re-
duction is a Presidential priority and passage of an oil import fee
will not make it one. &

Oil is a commodity which has been granted special treatment by
our Government for many decades. Before the OPEC price gouging
that ripped through our economy in the last decade, the Northeast-
ern part of the United States, which relies largely on imported oil,
was subjected to an import quota which artificially propped up oil
prices for 20 years. During the heyday of OPEC price gouging, the
Northeast lost jobs, lost income, and lost revenues as the billions in
higher prices surged to the producing regions.

ow that the effects of increased production and declining con-
sumption are finally offering some hope of price stability, we are
again faced with a claim that oil prices need artificial support im-
poscd by the Government. That claim has never been persuasive,
especiaﬁ'y in my region of the country where families spend 15
times as much on fuel oil as families living in the western part of
the United States, and where heating oil accounts for three-tfourths
of all energy consumed.

I know that it will be alleged that there is an exemption pro-

sed for home heating oil. But there is no way to insulate the

ew England home heating oil market from the price effects of an
oil import fee for two reasons: Although diesel fuel and home heat-
ing oifx;re not the same products, they are in the same tariff cate-
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gory. Therefore, an importer of oil products under that category
will have to certiffv that the product is exempt home heating o1l
rather than diesel fuel. There undoubtedly will be widespread
cheating and enormous problems of enforcement.

But that is the minor part of the problem. The real problem is
that prices will rise to the level of the i)roduct that is in greatest
supply. Over 90 percent of the New England home heating oil now
being used is refined in the United States. That leaves approxi-
mately 10 percent which is imported product. The 90 percent re-
fined in the United States will not enjoy the exemption. Inevitably,
the ﬁrice of imported home heating oil products will tend to rise to
the higher prices enjoyed in the United States.

The arguments for an oil import fee are less persuasive today
than ever before. If national security, energy independence, and
bank safety and soundness are issues that need to be addressed,
then Congress can and should deal with these problems directly,
not directly, through an oil import fee.

And to claim that this commodity price support mechanism,
which is what an oil import fee would be—a price support mecha-
nism—ought to be part of a tax reform effort is simply perverse.
Tax reform is more than an exercise in lowering tax rates. It
should be a vehicle to reduce distortions between different kinds of
economic activities so that businessmen operate on the basis of eco-
nomic incentives, not tax incentives. What this oil import fee
would do would be to add a distortion; not eliminate one.

It is indefensible tax policy and it can be by no stretch of the
imagination described as tax reform. This Nation will enjoy the
substantial economic benefits that flow from a sharp decline in the
price of basic commodities, benefits that will dwarf any stimulus
we could provide through the tax code. It would be folly for the
Congress to attempt now to reverse those benefits through an oil
import fee; a regressive, regionally unfair, economically unfair and
burdensome tax that OUﬁht not to be adopted.

I thank you very much, Mr. Chairman.

Senator WaLLop. Thank you, Senator Mitchell.

Senator Boren.

Senator BoreN. Thank you very much, Mr. Chairman.

I appreciate the opportunity to participate in these very imFor-
tﬁnt hearings, and I commend you for participating in calling
them.

I certainly agree with earlier statements which you made that
we must move to take advantage of our current energy planning
opportunities, and use this opportunity to honor our responsibility
to provide for America’s future energy security.

en Harry Truman was President, he used to have a sayin
hanging on the wall of his office from Mark Twain. And it said,
“Alvy’ays do right. It will gratify some people and astonish the
rest.

I think it is time for us to astonish the country and for a change
look beyond the ends of our own noses, look beyond our short-range
usual view of 2 or 3 months out into the future, and perhaps even
look as far as a year or 2 or 3 or even 5 years down the road in
terms of what is good for this country. And to also realize for a
change that one region of the country is not well served when any
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other region of the country is suffering or contributing to economic
instability.

We have certainly learned the lesson in our part of the country
that you cannot sustain a boom if other parts of the country are in
trouble. As a member of this committee, I tried to take the nation-
al view when other regions were suffering. For example, we had
proposals for trade adjustment assistance, other forms of economic
policy that would have helped to restore health to those regions of
the country that were suffering.

It is time for us not only to take a long-range view. It is time for
us to take a national view and to realize that no region of this
country can insulate and isolate itself from the economic difficul-
ties in any other region. We are all Americans, and we should look
at what is good for our whole Nation and what is good for our na-
tional economic policy. We should try to find a policy that is not
only right for Oklahoma or Texas or New Mexico, but one that is
right for Maine and Rhode Island as well.

And I happen to believe that this proposal for an oil import fee
at this particular time is sound national policy for the good of all of
us and for the good of our economy.

It is appropriate that one of our goals should be to place a safety
net under the price of domestic oil so that we will also protect the
financial system against the shock of further decreases, sudden de-
creases, in the price of oil.

The value of oil reserves is used as security for billions of dollars
in loans to American banks. Some estimates have been as high as
$160 billion. That would mean that the amount of debt to Ameri-
can banks in this country collateralized by the value of oil in the
ground is roughly -equivalent to the amount owed to American
banks by the entire Third World.

We have had a lot of focus on that particular problem. We have
been told that if the Third World were to default on its basic debt
t(})) this country that it could plunge the entire globe into economic
chaos.

How is it then that we are so shortsighted that we cannot under-
stand the danger to the financial system when you talk about cut-
ting in half the value of the collateral for some $160 billion of debt
owed to banks all across the country?

It is interesting to note that as a result of the recent dramatic
drop in the price of oil, losses to the Federal Deposit Insurance Cor-
poration on four loans it acquired from the Continental Illinois Na-
tional Bank and Trust Company, for example, have exceeded $1.5
billion. The FDIC has only $22 billion in reserves. And if one mid-
sized energy-related bank failure—we remember that situation. It
began with the Penn Square Bank—could cause a $1.5 billion indi-
rect loss to the FDIC. What would happen if the value of $160 bil-
lion in collateral in bank loans is suddenly called into question?

I can tell you that the ripple effects will not just be felt in Dallas
or Houston or in one region of the country. They are going to reach
the money centers in Chicago, New York and elsewhere. And it is
not in the national interest—I am not talking about any region. It
is not in the national interest of this country to destabilize the
banking system in such a sharp way.
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There are those who argue that an oil import fee would slow eco-
nomic growth, cost the economy jobs and cause inflation to in-
crease by as much as 12 percent. But what opponents of a fee fail
to consider in that discussion is the disruption that will occur in
our economy in the long run as a result of the sudden collapse in
the price of oil.

We are not witnessing a normal supply and demand market re-
action. Wec have heard that in real markets prices can go up and
down. Of course, this is not a real market. Prices are being manip-
ulated to bring it below the cost of production very directly by one
or more governments. We are caught in the middle of a life and
death struggle for market shares. Unfortunately, because most for-
eign oil companies are closely tied to their governments, they won't
make the normal economic decisions. As the price of oil approaches
the cost of production, those producers who don’t benefit from fa-
vorable government policies will be the first to have to plug their
production.

Should the price of oil stabilize around $15 for barrels, drilling
expenditures in the United States will drop by 50 percent. The im-
mediate impact, obviously, is lost jobs in the oil and gas and relat-
ed industries. Some estimates have ranged as high as 600,000 jobs
in the immediate first period alone. More importantly, though it
means fewer wells will be drilled in the next year, it also translates
in the need to import more crude oil and petroleum products.
Almost $9 billion in additional imports projected for next year
alone, only in the first year, if the price were to stay at this level.

Now half of our trade imbalance already is due to the amount of
oi; that we import. How in the world is it in the national interest
_ of this country to have to increase the trade imbalance more by im-
porting more and more of our 0il? How is it in the national interest
to move back from the level of some 34 percent of imports in terms
of the oil we use in this country back to a level above the 50-per-
cent mark or higher?

I have often said that if the leaders of OPEC really wanted to
gain total control of the markets, they would drop oil prices below
our lifting costs or our production costs, which, including taxes,
range from $12 to $18 per barrel in this country.

In my State, it takes about $16 to lift and produce a barrel of oil.
Now if OPEC were really smart, and they wanted to destroy the
domestic industry of this country and other competing countries,
they would simply force the price of oil below those lifting costs
and hold that price there long enough to wipe out our domestic in-
dustry; to wipe out the infrastructure that goes along with it.

And we all know that it is not easy to recreate an industry once
it is destroyed. Recreating our ability to produce oil in this country
is not like turning on the water taps. It takes years to rebuild that
infrastructure once it is destroyed.

Now once we allow ourselves to be put in that position, and once
we fall into the OPEC trap, then you talk about artificiality in oil

rices. We would put OPEC in the driver seat so that they would
ge in a position to raise the price of oil to unreasonably high levels
any time they should choose to do so because we would be totally
dependent upon them.
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As Senator Bentsen asked, when in the world are we ever going
to learn the lessons of history? We are not even talking about the
lessons of history a century old. We are talking about the lessons of
the last decade when we learned what happens when we have an
embargo imposed and a shortage of foreign oil, and the price goes
through the ceiling. That was not in the best interest of anybody in
this country. It was not in the interest of anybody in Rhode Island.
It was not in the interest of anyone in Maine or Klew York or Cali-
fornia or any place else.

Think of what it would do to our national security interest. Con-
sider what it would mean to American consumers if we allow this
to happen.

We sit back here and just take the short-range view, 2 or 3
months, into the future, and do not look even 2 or 3 years out into
the future. Think of the position in which we could put American
consumers and our national security. By falling into the OPEC
trap, we will absolutely make ourselves hostage to any kind of
action that they want to take.

And I think those consumers will be back demanding, if we allow
ourselves to do this, to know the names of the shortsighted Mem-
bers of Congress who allowed this country to fall into that kind of
trap; who allowed them as consumers to be totally dependent on
foreign producers for the source of their oil.

I hope we will not so quickly forget the lessons of recent history
that we should have learned. We also have to consider that once
the full impact of falling oil prices is fassed through to consumers,
I have no doubts the consumption will again begin to rise and that
we will lose the gains that we have made from conservation in
recent years.

And so I think we need to stop and think. We need to think
about what is in the national interest. We also have to think about
what is fair. An import fee is fair tax policy and it will help pro-
mote energy independence.

Domestic oil producers pay the windfall profits tax as well as
State severance taxes, as well as income taxes more fully than any
foreign producers. Foreign producers do not pay it. Why should our
tax policy continue to encourage the creation of jobs for explora-
tion and refining in other nations instead of the creation of jobs
here at home.

Mr. Chairman, I will just insert into the record the balance of
my statement. But, again, let me just close again by making an
appeal to what is in the national interest. Let us not divide our-
selves along lines of whether we are from New England or whether
we are from the Southwest or whether we are from the west coast.
Let us ask ourselves the question about what is good for the nation-
al interest.

Is it good for Rhode Island or Maine or Oklahoma or Wyoming
or Louisiana or New Jersey or any other State? Is it good for
America for us to again encourage the wasteful use of energy, to
encourage probable consumption, to lose our gains in conservation
because we allow for a sudden, artifically induced drop in the price
of oil even below the amount that it cost to produce it? Is it good
for this Nation to create massive instability in an already fragile
financial system that is being buffeted by sudden drops in the price
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of land in the agricultural sector and by a depression in the mining
and timber industry and many others?

-Is it good for this Nation to have our national security depend
upon foreign sources for a precious commodity like oil that we
would need in times of national emergency? Is it good for this
Nation to further increase the trade imbalance by another $20 or
$30 billion over the next 2 or 3 years. And is it good for this coun-
try to put the consumers of this country absolutely at the mercy of
OPEC 2 or 3 years down the line by destroying the ability of our
own producers here in this country to compete with foreign produc-
tion. I go back to Mark Twain who said, “Always do right. It will
gratify some people and astonish the rest.”

.It is time for us to do what is right, and to take a long-range
view and astonish the people of the country in the process by the
fact that we do look into the future for a change.

Senator WaLLop. Thank you, Senator Boren.

Senator Grassley, did you have an opening statement?

Senator GrRASSLEY. No statement, Mr. Chairman.

Senator WALLOP. Senator Bradley.

Senator BRADLEY. Mr. Chairman, I don’t have any questions for
the witnesses, but I thank them for their very strong testimony. I
think it very clearly joins the issue for the committee and does so
eloquently on both sides.

I guess my hope is that the committee will be able to make a
judgment as to whether the need for an oil import fee, in a world
where the price of oil is dropping and where U.S. foreign suppliers
are neighbors in the hemisphere, is any different than the need for
an oil import fee when the price of oil was going up and our suppli-
ers were primarily in the Middle East.

The Congress rejected an oil import fee several years ago when
the ﬁrice of oil was skyrocketing and our suppliers were OPEC. I
think there were about nine votes for it.

And now the price of oil is dropping and our suppliers are in this
hemisphere. And I think that we need to consider if there is a
changed rationale, and, if so, what, and on what basis will the Con-
gress make a decision to reverse itself.

And I hope that the other witnesses will be able to address that.

Senator WaLLop. Thank you, Senator Bradley.

Senator Long.

Senator Long. No questions, Mr. Chairman.

Senator WALLOP. Senator Symms.

Senator Symms. No questions, Mr. Chairman.

Senator WaLLor. Thank you all very much.

We get the statements from the administration: Hon. Danny
Boggs, Deputy Secretary of the Department of Energy; and Acting
Assistant Secretary for Tax Policy, Roger Mentz from the Depart-
ment of Treasury. -

Secretary Boggs.

Secretary Bogas. Yes.
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STATEMENT OF HON. DANNY BOGGS, DEPUTY SECRETARY,
DEPARTMENT OF ENERGY, WASHINGTON, DC

Secretary Boggs. Thank you, Mr. Chairman, members of the
committee. It is my pleasure to appear before you today on the
question of oil imports and proposals to enact an oil import fee.

My comments will specifically address the energy policy and
energy economics of import fees. You will hear from other adminis-
tration witnesses on the tax policy and foreign policy implications
of import fees. -

Let me say that fundamentally, from the energy perspective, we
believe that the primary problem with proposals for import fees is
that they artificially raise the cost of energy to the economy. We do
not believe that the Government can set the right price for oil
when it is falling any more than we thought that it could set the
right price for oil when it was rising, and it was suggested by many
that price controls be imposed to set a right price.

An import fee will essentially reverse the economic benefits that
have been obtained from the fall in the price of oil which has been
going on, let me point out, in the United States not just over the
past 2 months but over the past 5 years. Even before the latest de-
cline, the real price of imported oil to the United States had de-
clined by 45 percent as of the end of last year. Clearly, it will have
damaging effects on our international competitiveness and on our
domestic competitiveness because just as it will raise the price of
products that are used in making something that is exported when
that same price increase does not apply to foreigners, it has the
same effect in the domestic market, which means that we will be
more vulnerable to penetration from foreign imports because of
this artificial increase.

Now there have been a series of proposals, some of them em-
bodied in these two bills, some of them in others, for various types -
of exemptions designed to alleviate one or another of the problems.
But we have to realize that each of those exemptions introduces yet
further distortions into the economy and into the original set of ar-
guments.

For example, exemptions by country not only mean that the oil
coming from that country will be exempt and, therefore, we will
not get the revenue from it, but it means there will be a much
greater impetus to import more and more from that exempt coun-
try which further changes the initial situation.

An exemption by individual product, such as heating oil, or other
product, will mean that there will be a tendency to import all of
that product from abroad rather than manufacturing it at home;
thereby, putting further distorting effects on the American refining
industry, which in some proposals is supposed to be helped.

If there are exemptions for certain types of production, such as
the production of goods for export, again, there will be a tendency
to import more oil in those areas rather than buying it at home.
There will be tremendous distortions between a factory which
makes a product using American oil and a factory who makes one
using imported oil if there is an exemption.

The market not only reacts to situations, it reacts and adg:ts to
these types of distortions. I have no doubt that the Energy Depart-
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ment and you, Senators, will be flooded with applications, schemes
and proposals for adjustments of these adjustments, the very thing
that led us to the entitlements program, to the enforcement prob-
lems that filled Washington with bureaucrats in the 1970’s. We are
still dealing with the “tail”’ of these programs. Setting aside what
effects each of these adjustments would have on any supposed reve-
nue. -

Now let me point out that there are, indeed, pluses to an import
fee proposal. Compared to most other means of intervening in the
market to supposedly reduce dependence, in our view, it is one of
the least silly. That is to say, it does not try to pick winners and
losers among the ways to diminish imports. It just says imports are
_more expensive and everything else can compete.

It is true that it will mean to some extent—and these analyses
are all subject to great variety—but it will clearly mean to some
extent more production of oil and of other domestic energy re-
sources and less consumption of oil.

But this is always true. It was true when oil was $40 a barrel,
and it is true if oil is $15 a barrel.

Now some, I suppose, think this is fine. The New York Times has
editorialized in favor of what they call an oil conservation tax and
saying that it is good policy at any time. In other words, that no
matter how high the price of oil is, it ought to be yet higher. I don’t
think that we believe that.

Energy is not a morality play in which we fight some type of
sinful uses of energy. The question is allowing market signals to
operate both on the production and on the consumption side. Qur
goal is not to reduce imports no matter how high the cost of that
reduction is. Indeed, an oil import fee to reduce imports was
argued for and rejected at a time when we were much more de-
pendent. At that time, the administration said that we believed
that by decontrol, by allowing the market to operate, we could
bring that import dependence down and, indeed, we have.

A lot of numbers have been thrown around, and we would be
happy to submit particular analyses for the record, but it is clear
that the U.S. dependence on imported oil has been down since
1980. It has remained steady or down over the last several years. In
1985, U.S. dependence on imported oil as a percentage of consump-
tion was at a 12 or more year low by any means of calculation.

The U.S. production was at a 12-year high. Our efficiency in
terms of economic output per unit of energy was at a historic high.

Now this does not mean, let me reiterate, that falling prices do
not moderate those effects. But certainly when we look at the
statements that were made in the early 1980’s about what would
happen with the price decline that we have already had, it should
lead us to at least be somewhat skeptical about statements that
there will be a vast and immediate reversal in these trends.

Finally, I would note that an import fee would indeed hurt the
oil producers outside the United States. The full effect of a $5 fee
would not all be passed through to consumers because there would
be some decline in the world oil price. Again, analyses may differ,
but most analyses would say that $1 or $2 of the $5 would be re-
flected in a decline in the world oil price.
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But those producers that would be hurt most would not necessar-
ily be the OPEC producers. The reason the price would fall would
be a decline in consumption and a decline to meet it in production.
That decline would tend to come from the higher cost non-U.S. pro-
ducers who would not tend to be the OPEC people.

This, in a sense, reminds me of the statement that was made
that the Puritans outlawed bear baiting not because it brought
pain to the bear but because it brought pleasure to the spectators.
Now that does not seem too sensible. I would indicate that a fee for
the particular purpose of hurting foreign producers without looking
at the overall effect on the American economy would not be sensi-
ble either.

I would conclude by saying, however, that none of this means
that we do not still need to do the sensible things that we can do to
continue to improve America’s energy situation. These are things
that we should have been doing all along—natural gas decontrol,
nuclear licensing reform, sensible regulations in the energy area.

I would certainly urge any of those who have had a sudden
access of support for the free market based on what has happened
in oil prices to examine some of these sensible things that we
should have been doing already and for which we definitely should
not slacken our efforts to do because of an oil price decline.

Thank you, Mr. Chairman.

Senator WaLLopr. Thank you, Mr. Boggs. I am going to ask Acting
Secretary Mentz to give his testimony, and then we can question
them as a panel.

[The prepared written statement of Secretary Boggs follows:)



76

Statement
by
Danny J. Boggs
Deputy Secretary
U.S. Department of Energy

Before the
Senate Finance Committee
Subcommittee on Energy and Agricultural Taxation

February 27, 1986



77

Mr. Chairman and Members of the Committee, it is my pleasure to appear
before you today an the quest;m of oil imports and proposals to enact an
oil import fee. My comments will specifically address the energy policy
and energy economics of import fees. 1 will defer to others on the tax
policy implications of import fees.

Introduction

Various energy taxes have been suggested to reduce payments to foreign
energy suppliers, or to curtail U.S. foreign energy dependence or to aid
domestic energy producers or to raise federal revenues. Because energy
taxes have such far-reaching consequences in the national economy, the
proposals have proven very controversial. The inescapable conclusion is
that any energy tax, no matter what its specific form, raises energy costs
in the economy. A fee on oil imports of $5 per barrel would raise costs
to U.S. consumers. A fee would make it more difficult for domestic
industries to compete with imported manufactured goods, and for U.S.
exports to compete in foreign markets.

while all estimates should be taken with caution, and are only
indicative of wide ranges, our analysts estimate that a $5 import fee
would increase U.S. oil prices by a somewhat lesser amount, perhaps $3 per
barrel 'or more beginning in the first year. This price increase would
reduce consumption and raise the revenues of domestic producers, and
eventually tend to stimulate or maintaln-u.s. production by about 100,000
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to 200,000 barrels per day above levels that would otherwise prevail and ~
increase use of U.S. and Canadian natural gas. The overall effect would
be tc reduce currént net oil import demand of about 4.3 million barrels
per day for crude cil and products combined by perhaps 600,000 to 800,000
barrels per day, beginning in the first year. Consumption of petroleum
would fall by a smaller amount than the reduction in imports, since
supplies of other oil substitutes would increase in the face of increased
market prices. U.S. 0il prices will not rise above current price levels
by the full amount of the $5 per barrel import fee because the fee will
reduce U.S. imports and cause world oil prices to fall. It is important
to recognize, however, that after imposition of a $5 per barrel fee, U.S.
prices will be abcve future prevailing world oil prices by the full amount
of the fee. Thus, U.S. consumers and energy intensive industries will
suffer a competitive disadvantage rela.tive to our trading partners that is

fully equal to the $5 per barrel fee.

The import reduction would probably come largely at the expense of
non-OPEC producers, whose costs are generally higher than those of the
OPEC producers. It is therefore questionable whether the fee would
significantly improve U.S. energy security. We are not sure whether
imposing a higher fee on refined products would improve energy security
either, since it would merely shift imports from products to crude oil.
In addition, there is ample excess refining capacity available throughout
the world in the unlikely event that certain foreign refinery operations
were disrupted but crude oil supplies to the U.S. were not. For example,

-2-
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if a1l refJ_.ned product exports from the Middle East and North Africa

ceased, it would take only about a 4 percent increase in the utilization
of other free world refining capacity to replace these refined product
supplies. By restricting access to foreign petroleum products, an import
fee would raise U.S. energy costs, by reducing competition from foreign

refineries.

Energy Effects

An oil import fee would raise oil prices and reduce 0il consumption in
the U.S. The fee would reduce oil imports by an even larger amount than
the consumption drop, because the fee would also increase domestic produc-
tion of oil and natural gas, and increase impGrts of natural gas. The
revenue gain from an import fee would be small compared to its price
impagt on the economy through higher energy prices, because the 1lfport fee
would only apply to about 20 percent of U.S. oil consumption and 10 _per_oent
of total energy consumption. Imposition of the fee; however, even ohly on
imports, raises the price of all energy commod!ties. Therefore, the ‘-

. Inflation impact of the fee reflects price increases on all domestic
sources as well as the added tax liability on imports. Because some
Federal budget expenditures are indexed to the price level, future
spending increases may take up a significant part of import fee revenue.
Higher energy prices would also reduce GNP growth, and consequently reduce
tax receipts from regular sources, possibly offsetting most or all of the
direct repeipts from an import fee.
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Imposition of a $5 per barrel fee on oil imports would raise prices on
domestic oil production. Since foreign oil is our marginal energy source,
the landed cost of foreign oil sets the price for domestic production. As
the cost of 1mpérted oil rises, natural gas becomes more attractive as an
alternate fuel. Demand for gas from both domestic production and Canadian

imports would rise, increasing their price.

An increase in domestic oil production, coupled with increased use of
natural gas and decreased energy consumption, would reduce import volumes,
and measurably reduce anticipated import fee revenue. Even modest shifts
in consumption patterns following imposition of an import fee could reduce
import levels by 600,000 to 800,000 barrels per day, beginning in the
first year, with a comensuta;te reduction in the initially anticipated

revenue base. .

DOE's analysis of the import fee at $5 per barrel indicates that world
oil prices could likely fall by perhaps as much as $1.25 per barrel by the
end of the first year, and $2 per barrel by 1990. Because a fee would
lowe; world oil prices somewhat, prices to U.S. consumers would rise by
approximately $3 to $4 from current levels. U.S. oil production would
rlsé by up to 200,000 barrels per day, following imposition of a $5 per
barrel import fee. At the same time, oil consumption would fall by about
200,000 barrels per day due to price effects, and 300,000 to 400,000

barrels per day due to fuel switching. - /
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The fee would likely affect high cost producers more than low cost
producers. Since most of our imports now come from Canada and M'exico the
fee is likely to reduce imports from non-OPEC nations rather than reducing
OPEC sales. The fee is n;)t likely to reduce significantly our or the

world's dependence on OPEC suppliers.

In the context of the current oil market, we see little national
security risk from the current level of oil imports. Market prices are
low by recent standards and sources of supply are diverse. Furthermore,
there is excess production capacity available in widely separated producing
regions, and the Strategic Petroleum Reserve now stands ready to protect
our economy against any foreseeable near-term supply interruption. Thus,
the import fee cannot be justified in the current market by the need to

curtail imports.

The principal remaining rationale for the import fee is to bolster the
domestic oil industry. We do not dispute the difficult financial condi-
tions that the domestic industry has experienced with falling oil prices,
but the limited respite that producers can be granted from the realities
of world oil pricing does not justify raising costs to all domestic oil
users. The Department has concluded that an oil fee is simply not a wise

energy policy, in the absence of overriding national security concerns.

5=
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Energy Security Effects

In discussing energy security, it is useful to distinguish between oil
supply vulnerability and oil import dependence. Even if our economy were
self sufficient in oil production, a supply disruption elsewhere in the
world would raise energy costs in the U.S. Our exposure to higher oil
costs is not limited to the level of our imports, so long as trade is
unrestricted. Our economic vulrerability to higher oil costs is related
to our dependence on 0il, not our purchases of imports or their source.
The difference is important because while we all may agree that improving
energy security is a worthy objective, we may differ considerably in terms

of how to achieve that objective.

A significant drop in world oil prices will likely stimulate U.S. oil
consumption and, in the long run, discourage U.S. oil production so that
net J.S. oil imports increase--including U.S. imports from unstable Middle
Eastern countries. However, this does not necessarily increase our
vulnerability to an oil supply disruption, as long as we have adequate
strategic stocks. An oil import fee intended to reduce our dependence on
Middle Eastern oil may actually result in little reduction in our future

vulnerability to oil supply disruptions.

In summary, we can harm foreign oil producers by imposing an import
fee—but only at the cost of direct economic damage and loss of

competitive position relative to foreign economies.
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Even 1f the U.S. imported no oil, price increases caused by supply
disruptions would impose large costs on our economy. Certain sectors
(e.g., agriculture, chemicals, petrochemicals and the eutomobile industry)
would suffer unemployment end idle resources due to large oil price
increases. In addition, the effect of a disruption on our import
dependent trading partners would be transmitted back to our economy in the
form of reduced demand for some U.S. exports and higher prices for goods
imported by the U.S.

The most effective energy security policy is to maintain an adequate
strategic oil stockpile (as we do in the U.S.) and to encourage other oil
consuming countries to increase their stockpiles to reasonable levels and
to encourage flexible response measures for use in the event of an_oil
supply disruption. Such flexible policies would include a market response

to higher oil prices or to lower oil prices.

Mandatory 0il Import Program

The proposed oil import fee brings memories of an earlier era. From
1959 to 1973 the U.S. imposed an import quota under the Mandatory 0il
Import Program (MOIP) that elevated the price of oil in this country above
market levels. The MOIP quotas are blamed for rapid depletion of domestic
oil reserves, and for placing U.S. manufacturers of durable goods at s

competitive disadvantage relative to manufacturers in other major

7=
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industralized trading nations that had access to cheaper foreign crude
oil. Estimates of the costs to consumers due to higher petroleum prices
caused by the import quotas range from $4 to $7 billion per year from 1959
to 1973. The import quotas were replaced by a system of fee-paid licenses
in April 1973. 1n 1979 the import license fees were suspended to lower
t.he cost of imports following the Iranian Revolution. 1In 1983 the import
fees were dropped entirely.

Revenue Effect

Mr. Roger Mertz, from the Department of the Treasury will provide
greater detail on revenue issues. I would like to note, however, that
responses to higher U.S. oil prices will engender fuel switching and
increased U.S. production that will, in turn, reduce import levels by
600,000 to 800,000 barrels per day. Therefore, actual revenues will
certainly fall short of the $7.8 billion per year suggested by current
import levels of 4.3 million barrels per day.

Proposed Fee Differences for Crude 0il and Products

Senate 8111 1507 would tax imported crude oil at $5 per barrel, but
levy $10 per barrel on imported refined products. The differential fee
would raise the price of refined products in the U.S. markets more than
the increase for entering crude oil. This measure would not only raise

wellhead prices, but it would benefit refiners by increasing profit
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opportunities for domestic refiners. The higher fee on products would
raise refining costs by reducing the benefits of competition. As I
described earlier, the higher fee may not improve energy security. We
would import less refined product but more crude oil and domestic
refineries would operate more intensively. But the major energy security
problem that we and other consuming countries face is the potential loss

of crude oil supplies, not refined products.

The added levy on products could be costly to the national economy by
raising the cost of imported products sometimes needed to balance sudden
fluctuations in product demand. As recently as February 1984, the U.S.
imported heating oil to combat a price increase that occurred when
domestic refiners were caught short by a sudden cold spell that both
increased heating Qemand, and temporarily shut down some Gulf Coast
refineries. Quick access to reasonably priced imports is often important

to our own energy needs.

I should add that import fees may be inconsistent with our stated
position within the International Energy Agency (IEA) to allow product

trade in response to market forces.

Proposed Fee Exemptions

Certain proposals for the oil import fee would exempt specified oil
users of certain oil producers from the import fee. These exemptions

-9-
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would soften the impact of higher oil prices in certain price-sensitive
uses. As was noted earlier, export manufacturers would be adversely
affected by higher energy costs. An exemption from the oil fee for the
manufacture of goods for export would not fully remove this disadvantage.
Users of oil for residential heating might also plead financial hardship
and win an exemption. Every exemption granted would reduce the revenue
iield of the fee, and would create an incentive to buy imported oil for
the exempt use, or to import from exempt sources. If widespread exemptions
were allowed, the fee might prove to have little of its intended revenue
-effect. Furthermore, the administrative task of managing fee exemptions,
and the need to pfevent use of exempt oil in non-exempt uses, could prove
immense. Enacting widespread exemptions from the tax would raise many
enforcement problems reminiscent of the entitlements period. Indeed, five
years after President Reagan decontrolled the oil markets, we are still
prosecuting violations of the former petroleum price and allocation

control program.

Exemptions would give rise to complaints from non-exempt users that
they were being unfairly denied the same cheap oil that others were
getting. Granting country exemptions would also provoke complaints about
unequal treatment and violation of earlier commitments to free trade.
Separate treatment for Canada and Mexico would raise problems with
Venezuela and the North Sea producers. Fee exemptions may also violate
our IEA commitment to foster open energy trade and may violate other

international obligations.

=10~
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The definitional problems that proved so vexing in enforcing
compliance with entitlement rights would be equally unworkable if enacted

as import fee exemptions. In the era of Gramm-Rudman limits, we should
avold proposing or enacting provisions with built-in administrative

burdens.

I would be pleased to respond to any questions at this time,
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STATEMENT OF ROGER MENTZ, ACTING ASSISTANT SECRETARY
FOR TAX POLICY, DEPARTMENT OF THE TREASURY, WASHING-
TON, DC

Mr. MeNTz. Fine.

Good morning, Mr. Chairman. Good morning, members of the
committee.

It is my pleasure to be here with you this morning to discuss the
Treasury Department’s position regarding the imposition of excise
taxes on the importation of crude oil and refined petroleum prod-
ucts.

In particular, the subcommittee is reviewing 8. 1507 and S. 1997,
each of which would impose an excise tax or tariff on crude oil and
geﬁued petroleum products that are imported into the United

tates. '

Before getting into these bills in detail, I would like to emphasize
the administration’s strong opposition to any tax increase, includ-
ing any new or increased taxes on petroleum or other sources of
energy, for any purpose other than as a component of a fundamen-
tal tax reform bill that is revenue neutral in total.

While the Federal budget deficit remains a major problem, the
administration believes strongly that the deficit can and should be
eliminated through substantial reductions in nonessential domestic
spending; not by a tax increase in any form.

The administration remains firmly committed to the enactment
this year of a revenue neutral tax reform bill. It is in that context,
if at all, that the administration would be willing to consider sup-
porting taxes of the type proposed by these bills.

I will describe the bills briefly. S. 1507, which is sponsored by
Senators Boren and Bentsen, would increase the existing tariff on
imported crude oil by $5 a barrel and the existing tariffs on refined
petroleum products by $10 a barrel. The $5 additional tariff would
begin to phase out when the average world price of crude as deter-
mined quarterly reached $25 a barrel and would be phased out
dollar for dollar so that it would be completely eliminated when
the average world price hit $30.

Similarly, the $10 additional tariff on refined products would be
phased out for each product as the average world price of the par-
ticular product moved from $25 a barrel to $35 a barrel.

The increased tariffs imposed by this bill would be refunded with
respect to any barrel of crude oil or refined petroleum product that
was used as a heating fuel or in the production of heating fuel. In
addition, the tariff would be refunded for any crude oil or refined
petroleum that was necessary and inherent to the manufacture of
any product destined for export. In each case, those would be im-
plemented by Treasury regulations.

S. 1997, which is sponsored by Senators Wallop and Bentsen,
would impose an excise tax on the first sale or use within the
United States of crude oil or refined petroleum products that have
been imported. The amount would be based on a sliding scale. For
crude oil, it would equal the difference between the average world
price ot'l crude and a statutorialy prescribed floor set initially at $22
a barrel.
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The amount of the floor would be increased annually to take into
account inflation. As in the other bill, the world price would be de-
termined quarterly.

For refined products, effectively, the excise tax would be $9 per
Btu equivalent of a barrel of c.ude so that in the case where a re-
fined product had a greater Btu content, the excise tax would be
more than $9 proportionately. If it were less than the Btu equiva-
lent of a barrel of crude, the exise tax would be less. This is a well-
designed sliding scale to take the Btu content into account.

S. 1997 would exempt from the tax any refined products import-
ed for use as home heating fuel. It would also provide exemptions
for residual fuel oil and for top crude oil imported for further refin-
ing, for processed fuels and for LNG.

Finally, S. 1997 would exempt from the new excise tax any crude
oil or refined petroleum product that was sold for export within 6
months following importation.

Although these two bills differ in some respects, they, obviously,
share the characteristics of imposing a fee on most imported oil
and refined petroleum products, and, thus, they raise a series of
common considerations, which I will discuss rather generally.

We face today crude prices that have fallen dramatically. Spot
price for west Texas intermediate crude, for example, closed Tues-
day at $14.55 a barrel, as compared to its recent high of $31.80 on
November 21, 1985.

The falling price of crude and its effect on prices of refined petro-
leum and other sources of energy and the effect of these price re-
ductions on both the economy in general and the particular regions
of the country must obviously influence your consideration of these
proposals to impose a fee on imported oil.

First, let us consider the effect of Federal revenues. As already
noted, the administration has indicated its willingness to consider
the imposition of a fee on imported oil and refined petroleum only
in the context of a revenue-neutral tax reform bill. The President
has stated that the House-passed bill, H.R. 3838, fails in several re-
spects to meet his minimum requirements for an acceptable bill.

Many of the improvements suggested by the President as well as
others that have been mentioned by members of the Senate Fi-
nance Committee, particularly at last month’s retreat, would entail
a significant loss of revenues. Thus, the revenue raised by a tax on
imported oil could be used to maintain the revenue neutrality of a
bill that included these suggested changes.

Accordingly, the revenue effects of the proposals being consid-
ered are an important factor. I might say that if you all can come
up with a tax reform bill that does everything that the President
wants it to do and meets your own objectives, without getting into
an oil import fee, God bless I))vou. The purpose of considering this
pro 1 and the reason the President has got it on the table and
wishes to leave it on the table is that we are concerned as we move
forward in tax reform that we may come up with a revenue short-
fall, and if that happens, it is aﬁpropriate to consider alternative
revenue sources and certainly the oil import fee is one that has
some highly attractive features as well as some negatives. I will go
into them both.
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The potential revenue raised by the imposition of a tax on im-
ported oil and refined products really differs depending upon the
structure of a proposal. If you had an oil import fee that was a
fixed fee not dependent upon the price of oil, our conclusion is that
it would raise roughly the same amount of revenue irrespective of
world oil prices. Thus, if you had a $5 fee on crude, it would raise
roughly the same amount of revenue whether the world price was
$20 or $25 a barrel.

The two bills that are being considered at this hearing, however,
establish in varying ways an import fee that is explicitly dependent
upon the level of world oil prices and, thus, the revenue raised by
each, unlike a fixed fee, would be sensitive to changes in the world
oil price.

If we assume that the effective date of either proposal were to be
October 1 of this year and that oil prices are $4 below the adminis-
tration’s latest forecast, which was their December forecast, and as-
suming all other elements of the forecast remain unchanged, we es-
timate that S. 1507, which would impose the $5 dollar tariff on
crude and a $10 tariff on refined products, would increase revenues
by approximately $35.7 billion over the 1987 to 1991 budget period.
That number is different than the $41.4 billion in the written testi-
mony. _

Because the tariff is phased out as the world price of oil in-
creases from $25 to $30 and refined products increase from $25 to
$35, we would note that the revenue would not be realized if the
current decline in world prices were reversed and prices started to
rise.

On similar assumptions, the estimate for S. 1997 comes in at $26
billion instead of the $31 billion indicated in the written testimony.
There, again, if the average world price drops more than $4 a
barrel below the CEA forecast, which certainly is a distinct possibi-
liy in the current market, there would be a greater amount of reve-
nue raised.

S. 1997 actually raises even greater uncertainty than S. 1507 in
estimating the likely revenue effects. That is because the tariff is
based on a totally sliding scale no matter what the world price of
oil is. It depends more directly on the price of oil whereas S. 1507

‘has a fixed fee except that it starts to phase out as the price of oil
gets above $25 a barrel.

Given the volatility of world oil prices, and the influence of for-
eign governments on these prices, it is hard to depend on this
taxing mechanism really in either bill but particularly S. 1997 as a
stable source of a specified level of revenue over an extended
period of time.

Thus, as this analysis suggests, we must be careful not to assume
that the revenue raised by an oil import fee of the types provided
in either of these bills will constantly be available to maintain the
revenue neutrality of a tax reform hill.

There is a high degree of uncertainty in predicting the revenue
effects of any variable oil import fee. Under tcday’s market condi-
tions, this uncertainty is a major detriment. It has to be regarded
as a major detriment of an oil import fees whose purpose is to
ensure that a tax reform bill is revenue neutral.
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You will note in the joint committee pamphlet, the joint commit-
tee did not estimate the revenue effects of these bills, regarding the
price of oil as so inherently unpredictable as not to be subject to a
reliable estimate.

National security considerations play a prime role in this consid-
eration on an oil import fee. The tax treatment of our natural re-
sources has long been an important element in maintaining a
viable domestic energy industry, which clearly is an integral ele-
ment of our national security. Thus, the effect that an oil import
fee would likely have on domestic energy industry is a critical
facter that must be considered.

As you know, there has been a slow, steady decline in world oil
prices since 1981. This has had an impact on the domestic oil indus-
try which includes not only production but oil drilling, well service
contractors, oil tool and pipe manufacturers, and many other busi-
nesses. These businesses have been forced to adjust gradually to
this decline in energy demand.

However, the rapidly falling world oil prices encountered recent-
ly, if continued, raises the possibility of a greater threat to the
strength of the domestic oil industry. This will significantly affect
the level of exploration and development of our domestic resources.

Indeed, as you know, several major oil companies have an-
nounced substantial reductions in their domestic exploration and
production budgets. Furthermore, if the price of oil continues to
fall, many of this country’s stripper wells, which comprise approxi-
mately 15 percent of domestic oil production, will be made unprof-
itable and may be prematurely abandoned.

Because the price of other sources of energy are related to the
price of oil, this reduction in exploration and development may
eventually spread to other energy sources such as coal and natural
gas. Ultimately, reduced levels of domestic exploratory and devel-
opmental activity will lead to reduced domestic production.

In the face of both this lower domestic production and greater
domestic demand resulting from falling prices, oil imports will in-
crease, leading to greater dependence upon foreign oil in the near
term.

While a greater demand for oil will generally provide pressure
for an increase in oil prices, such prices are now significantly af-
fected by the production policies of the major oil producing nations.
That is really the wild card in this whole picture. Thus, prices
might possibly drop to relatively low levels before heightened
demand would cause them to increase.

Many producers, drilling contractors and others dependent upon
the oil industry might not be able to survive while waiting for the
price to rebound.

By imposing taxes solely on imported petroleum, both of the bills
under consideration today would generally increase the prices of
domestic energy and refined products above the prevailing world
prices. Because the prices of all energy sources are somewhat inter-
related, the price of other domestic energy sources would also be
increased. Thus, the effects on the domestic energy industry that
are caused by falling oil prices would be relieved in each proposal.

60-592 0 - 86 -. 4
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Moreover, the higher price for domestic resources may encourage
exploration and development in this country, or, at the very least,
stem the reduction in such activities resulting from lower prices.

Let us consider the general impact on business and industry in
general. The imposition of a tax on imported petroleum would have
some clearly delineated effects. It would increase energy costs, and
the result of that would have the most serious impact on industries
that are heavy energy users or that rely on petroleum feedstocks.
Thus, domestic manufacturers of products such as plastics, glass,
cement, paper, limestone, steel, textiles, aluminum, chemicals and
paint would face substantially higher costs, dependent upon what
their source of energy is. '

The agriculture sector, particularly farmers, also would be hurt
because of the likely decrease in the cost of fuel and fertilizer re-
sulting from falling oil prices. That would be partially or fully
offset by the imposition of an oil import fee. In other words, those
costs either would not decline as fast as they would otherwise or
might, indeed, rise.

In addition to the direct impact, an oil import fee aiso would
make it more difficult for many domestic industries to sell their
products abroad. In other words, there would be an impact on ex-
ports. Exports would face tougher competition in two respects: One,
the cost of manufacture of the domestic products for export would
be increased by the higher cost of energy; and, two, because the
cost of the world price of energy would be below what the U.S.
grice of energy would be, foreign imports would have an advantage.

o there would be that impact, sort of a double-barreled impact on
our balance of trade.

Each of these effects would offset the reduced imports of foreign
crude oil on refined products that would undoubtedly result from
the imposition of an oil import fee. Thus, we cannot really tell you
which way the result would go in terms of the effect on our trade
balance—whether we would have lower imports because of the
effect of the excise tax or whether that would be offset or more
than offset by the lack of competition of our exports generally.

Even if an exemption were provided to manufactured goods des-
tined for export, which is contemplated in varying degrees by each
of these bills, it is likely that relief would be effective only in a lim-
ited number of cases, and that the international competitiveness of
many industries would, nevertheless, be negatively affected.

It is just very hard to get that relief targeted to where it belongs.
Particularly a company that is not completely vertically integrated
does not have the ability to take advantage of that targeted relief
and provide the export incentive that is desired by the architects of
these bills.

Thus, although the effects of an oil import fee on domestic indus-
try would be generally negative, I would like to point out that the
fee would encourage, it would aid, several energy producing areas.
As noted, it would significantly benefit certain sectors of the do-
mestic energy industry. It would have a major effect on the domes-
tic refining industry. Domestic refiners would clearly benefit from
a structure that imposes a hiﬁher fee on refined products than on
crude oil, as both of these bills do. That would discourage the im-
portation of refined products.
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Accordingly, both of these bills would aid domestic refiners. In
addition, we note that oil royalties, severance taxes and other
energy-related receipts are a significant source of revenues to cer-
tain States. Certainly, the fiscal health of these States, which has
been hurt by the steep decline in oil prices, would be improved
through imposition of an oil import fee.

Rapidly declining oil prices also has an effect on banks, which
have made energy loans. That was noted earlier by the testimony
of others, certainly Senator Boren. Many of those banks have re-
cently made provisions, additional provisions, for loan loss reserves.

Nevertheless, the continued instability of oil prices may have se-
rious effects on such banks and could trigger bank failures.

A softening of the fall of domestic energy prices by the imposi-
tion of an oil import fee would protect those banks from declines in
market price.

This effect, I would note, would be offset somewhat because some
banks also would be helped out by falling oil prices and certainly
banks with loans to oil exporting nations would be hurt by imposi-
tion of an oil import fee which would curtail their exports to the
United States.

It is ‘difficult to determine precisely how the energy cost result-
ing from a tax on imported petroleum would be distributed
throughout the economy. However, it is also difficult to determine
how the exemptions would work in terms of attempting to target
the relief to home heating fuel, for instance.

But because prices for almost all sources of energy are interrelat-
ed and depend to a great extent on the prevailing price of oil, con-
sumers would face increased cost through purchases of other
sources of energy, including natural gas and to a lesser extent elec-
tricity generated by burning coal or natural gas.

Furthermore, consumers would indirectly bear higher costs in
their purchases of all goods and services because of the higher
energy costs that would be faced by producers of energy-intensive
basic materials and by the construction and transportation indus-
tries which in turn would be reflécted in higher prices generally.

The amount of the increase in cost to consumers is not a one-to-
one relationship to the benefit to the Federal Treasury. Indeed, be-
cause there is some benefit to the oil industry and related indus-
tries and to some lesser extent other energg areas, there would be,
we calculate, about $1.75 of benefit to the domestic oil industry for
every $1 of tax collected by the Treasury. Thus, the oil import fee
is a less efficient means of raising revenue than would a—a
more direct excise tax where it would be $1 for §1. A counterba-
lancing consideration, of course, is there is this effect on the domes-
tic energy sector which may well be a desirable effect and one that
is in the interest of our overall national security.

1 would simply call that effect to your attention.

The distributional impact is something else that I think has to be
considered, particularly in the context of a revenue-neutral tax
reform bill. In the context of tax reform, not only is revenue neu-
trality important, but distributional effects are very important. An
oil import fee is a fairly regressive form of tax. Because low income
individuals tend to have a greater portion of their disposable
income spent on energy than higher income individuals, the tax

[ —
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would result in a greater reduction ic their disposable income than
would be true of the higher bracket individual.

Indeed, if you look at the tables in the back—look at the bottom
part of table 1 on S. 1507—you will see that even in conjunction
with the reduction in tax produced by the President’s tax propos-
als, you still wind up with an increase in burden for the lower
income individuals and going all the way up to where you only get
a reduction when you get to $100,000 or more.

Indeed, I think our conclusion is that this distribution is almost
perfect except that we have the signs wrong.

I would say that there are ways of correcting this. One way of
doing it is to provide for a change in either the standard deduction
or the Kersonal exemption for lower income individuals to target it
through the income tax system. That is only partially effective be-
cause some of the low income individuals are not on the tax rolls at
all so that would not do any good. .

Probably a better way would be a refundable credit. We believe a
refundable credit could be designed for this purpose. It has some
complexities but, nevertheless, it could be fashioned to ameliorate
this regressive effect.

As has been indicated previously, the regional impact of an oil
import fee also has to be taken into account. The energy consump-
tion in different regions of the country vary fairly significantly.
This is reflected in table 8. An oil import fee without any excep-
tions would be felt most heavily in the Northeast. I believe Sena-
tors Chafee and Mitchell observed this point.

Both proposals made in these pending bills woud mitigate that
disproportional regional impact by providing exceptions for heating
fuel and in the one case crude oil that is to be refined into home
heating fuel. Those exceptions are difficult. They provide adminis-
trative difficulties and don’t provide a complete answer. ,

They clearly will impose bureaucratic burdens on segments of
the domestic oil industry. They will really offer only limited relief
to the affected people, as the table indicates.

I think, without getting into the gory detail—let us just say an
administrative burden would be created by both proposals, similar
to what we had when we had oil price controls. In particular, pro-
viding exemptions for crude oil and refined products imported from
particular countries or for particular uses might necessitate an ex-
tensive regulatory and enforcement apparatus. Such regulation
could amount to unreasonable Federal Government intrusion into
the oil business, a role that we properly abandoned with the remov-
al of oil price controls in 1981.

Indeed, a Member of the House of Representatives from an oil
producing State characterized this as an effort to remove the may-
onnaise from tuna fish salad.

Without getting into the effects that an oil import fee would
have on other countries, which I believe the State Department will
handle, and also the GATT effects, which are covered in my writ-
ten testimony—and I believe also will be covered by the State De-
partment—I would simply summarize, Mr. Chairman, by saying
that there certainly are significant benefits and significant detri-
ments that would result from the imposition of an oil import fee.
The President has not ruled it out. We suggest that you keep it on
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the table as we get into tax reform. As I indicated before, if tax
reform can be accomplished without the imposition of any kind of a
new revenue raiser, that is fine with the administration. But if
that cannot be done—and, indeed, that is a formidable objective—if
it cannot be done, the President has made it clear that he would
not foreclose consideration of an oil import fee in the context of a
revenue-neutral tax reform bill.

Thank you, Mr. Chairman, for being very patient with me. We
would be glad to answer your questions.

Senator WaLLopr. Thank you, Mr. Mentz.

[The prepared written statement of Secretary Mentz follows:]
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STATEMENT OF
J. ROGER MENTZ
ACTING ASSISTANT SECRETARY (TAX POLICY)
BEFORE THE
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
COMMITTEE ON FINANCE
UNITED STATES SENATE

Mr. Chairman and Members of the Subcommittee:

I am pleased to have this opportunity to discuss the Treasury
Department’s views regarding the imposition of excise taxes on
the importation of crude oil and refined petroleum products. In
particular, the Subcommittee is reviewing S. 1507 and S§. 1997,
each of which would impose an excise tax or tariff on crude oil
and refined petroleum products that are imported into the United
States.

Before discussing these bills in detail, I wish to emphasize
the Administration's strong opposition to any tax increase,
including any new or increased taxes on petroleum or other
sources of energy, for any purpose other than as a component of a
fundamental tax reform bill that is revenue neutral in total.
While the Federal budget deficit remains a major problem, the
Administration believes strongly that the deficit can and should
be eliminated through substantial reductions in nonessential
domestic spending, not by a tax increase in any form.

The Administration remains firmly committed to the enactment
this year of a revenue-neutral tax reform bill. It is in the
context of such a bill, if at all, that the Administration would
be willing to consider supporting taxes of the type proposed by
S. 1507 and S. 1997.

Background

Tax Provisions. There are presently a variety of specific
taxes applicable to crude oil and refined petroleum products.
Under the Crude 0Oil Windfall Profit Tax Act of 1980, a Federal
excise tax is imposed on certain domestic crude oil. 1In general,
the amount of the tax depends upon certain characteristics of the
oil, such as when it was discovered and its method of production,
and the difference between the value of the oil upon removal and
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statutorily specified base prices. Because the removal price of
oil has been falling, while the inflation-adjusted base prices
have been increasing, the revenues generated by the windfall
profit tax have been rapidly declining. 1/ The tax is scheduled’
to phase out over a 33-month period beginning in 1991. g/

Imported crude oil is not subject to the windfall profit tax.
Under the Tariff Schedules of the United States, however, a
tariff is imposed on imported crude oil and cecrtain refined
petroleum products at rates ranging from approximately five cents
per barrel on certain crude oil {0.125 cents per gallon) to 84
cents per barrel on certain refined products (two cents per
gallon). A higher rate applies to products imported from certain
communist countries, and some refined products may be imported
from Canada without any duty. These tariffs, which are imposed
under the Tariff Act of 1930, are not designed principally to
raise revenue and do not significantly affect the cost of oil ot
refined products. 3/

Finally, Federal excise taxes, at rates ranging from three
cents per gallon to 15 cents per gallon, are imposed on gasoline
and other fuels. These excise taxes do not increase general
revenues, but are dedicated to the Highway Trust Fund, the
Airport and Airway Trust Fund, and the Inland Waterways Trust
Fund. The Highway Trust Fund excise taxes are currently
scheduled to expire on September 30, 1988, and the Airport and
Airway Trust Fund taxes are scheduled to expire on December 31,

9

Energy Consumption. The percentage of U.S. energy
consumption supplied by imported crude oil and refined petroleum
ptoducts has been declining since 1977, when nearly 48 percent of
our gross oil supply was produced abroad. B8y 1981, our reliance
on imported oil and oil products had declined to 36 percent of
domestic consumption. This trend continued in 1985, during which
31 percent of U.S. gross oil consumption was supplied by imported
products. Net imports in 1985 represented only 27 percent of
domestic consumption.

1/ During 1984, the windfall profit tax raised $3.9 billion in
net revenues. If the average removal price during 1986 decreases
to $18 per barrel, the revenue raised by the windfall profit tax
will be negligible.

2/ The phase-out period could begin in 1988 if the cumulative net
revenues raised by the tax exceed $227.3 billion. Under current
assumptions regarding oil prices, however, we do not expect the
phase-out period to begin before January 1991,

3/ In addition to the general Tariff Schedules of the United
States, the President has authority under the Trade Expansion Act
of 1962 to impose oil import fees or other restrictions if he
finds that imports threaten national security. This authority,
whichigas been used several times, is subject to Congressional
override.
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Description of the Bills

S. 1507, sponsored by Senators Boren and Bentsen, would
increase the existing tariff on imported crude oil by $5 per
barrel, and would increase the existing tariffs on refined’
petroleum products by $10 per barrel. The $5 additional tariff
on crude oil would begin to phase out when the average world
price of crude o0il, as determined quarterly by the Secretary of
Energy, reached $25 per barrel, and would be eliminated when the
average world price reached $30 per barrel. Similarly, the $10
additional tariff on refined products would be phased out for
each product as the average world price of the particular product
moved from $25 per barrel to $35 per barrel.

The increased tariffs imposed by S. 1507 would be refunded
with respect to any barrel of crude oil or refined petroleum
product that was used as heating fuel or in the production of
heating fuel. 1In addition, the tariff would be refunded for any
crude oil or refined petroleum that was "necessary and inherent"”
to the manufacture of any products destined for export. In each
case, the bill contemplates that the Treasury Department would,
by rules and regulations, provide the procedures under which
qualification for a refund of the tariff would have to be proven.

Finally, §. 1507 would express the sense of the Congress that
the net increase in Federal revenues resulting from the new
tariffs should be used to reduce the Federal budget deficit.

S. 1997, sponsored by Senators Wallop and Bentsen, would
impose a new excise tax on the first sale or use within the
United States of crude oil or refined petroleum products that
have been imported. The amount of the excise tax on each barrel
of imported crude oil would be equal to the difference between
the average world price per barrel of crude oil and a statutorily
prescribed floor, set initially at $22 per barrel. The amount of
the floor, sometimes referred to as the "survival price" of oil,
would be increased annually to account for growth in per capita
nominal gross national product. 4/ The average world price of
crude oil would be determined quarterly by the Secretary of the
Treasury, in consultation with. the Secretary of Energy, based on
the average per barrel prices for three principal classes of
foreign crude oil. 5/

4/ The GNP-adjusted reference price would be rounded off to the
next highest dollar. Based on current budget projections, this
annual increase would average approximately six percent per year
over the fiscal 1986-1991 budget period.

5/ The three classes of foreign crude oil are Rotterdam brent
crude, Saudi light, and North Sea forties.
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The amount of the excise tax imposed under S. 1997 on each
barrel of imported refined petroleum products would be equal to
the per barrel excise tax on imported crude oil, increased by a
$3 per barrel "environmental outlay adjustment,” 6/ multiplied by
a barrel of oil equivalent factor. This factor appears to be the
ratio of the Btu content of a barrel of refined product to 5.8
million Btu, the content of a barrel of oil. Thus, for example,
if the average world oil price were $16 per barcel, the excise
tax on a barrel of imported motor gasoline, which yields 5.25
million Btu, would be approximately $8.15. 7/

S. 1997 would exempt from the tax any refined products
imported for use as home heating fuel. Unlike §. 1507, however,
the bill would not exempt from tax imported crude oil that is
imported and refined for use as heating fuel. Further, the bill
would provide exemptions for residual fuel oil and for topped
crude oil imported for further refining, for "process fuels," and
for liquid natural gas. While the scope of the "process fuels"
exemption is not clear, it would presumably apply to petroleum
products used in certain industrial applications. Finally,

S. 1997 would exempt from the new excise tax any crude oil or
refined petroleum product that was sold for export within six
months following its importation.

Discussion

Although the two bills described above differ in various
respects, they share the obvious characteristic of imposing a fee
on most imported oil and refined petroleum products, and thus
raise a series of common considerations. Except as otherwise
indicated, the discussion below applies to both proposals.

We face today crude oil prices that have fallen dramatically.
The spot price for West Texas intermediate crude oil, for
example, closed Tuesday at $14.55 per barrel, as compared

6/ The environmental outlay adjustment would be increased
annually to account for per capita GNP growth in the same manner
as described above with respect to the statutory floor on the
price of oil.

7/ The $8.15 excise tax on a barrel of motor fuel would be
computed as follows:

Reference price $22
World oil price ($16)
Tax on crude oil 56
Environmental Outlay Adjustment $. 3
Tentative refined product fee -]
"Barrel of oil equivalent" factor -

(5.25 Btu + 5.8 Btu) x .905

Motor fuel excise tax $8.15
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to its recent high price of $31.80 per barrel on November 21,
1985. The falling price of crude oil, its effect on the prices
of refined petroleum and other sources of energy, and the effect
of these price reductions on both the economy in general and on
particular regions of the country must obviously influence our
consideration of these proposals to impose a fee on i1mported oil.

Effect on Federal Revenues. As already noted, the
AdminTstration would consider the imposition of a fee on imported
oil and refined petroleum products only in the context of a
revenue-neutral tax reform bill. The President has stated that
the House-passed tax reform bill (H.R. 3838) fails in several
respects to meet his minimum requirements for an acceptable bill.
Many of the improvements suggested by the President, as well as
others that have been mentioned by members of the Finance
Committee, would entail a significant loss of revenues. Thus,
the revenue raised by a tax on imported petroleum could be used
to maintain the revenue neutrality of a bill that included the
suggested changes. Accordingly, the revenue effects of the
proposals being considered by this Subcommittee are an important
factor to be considered.

The potential revenue raised by the imposition of a tax on
imported oil and refined petroleum products differs depending
upon the structure of the proposal. Our analysis shows that the
overall revenues (including windfall profit tax collections)
raised from a fixed fee or excise tax are not acutely sensitive
to the precise level of world oil prices. Thus, a fixed $5 per
barrel excise tax would raise roughly the same amount of revenue
regardless of whether the world price of crude oil was $20 or $25
per barrel. S. 1507 and S. 1997, however, establish in varying
ways an import fee that is explicitly dependent upon the level of
world oil prices. Accordingly, the revenue raised by each of
these proposals, unlike a fixed fee, would be sensitive to
changes in the world oil price.

Assuming an October 1, 1986 effective date and oil prices
that remain $4 per barrel below the Administration’s latest
forecast, 8/ and assuming all other elements of the forecast are

8/ The latest Administration forecasts, prepared in December
T985, assume that crude oil prices will be as follows:

Year Price per barrel
1986 $24.76
1987 23.98
1988 . - 23.55
1989 24.07
1990 24.95

1991 i 25.37



101

-6 -

not affected by the imposition of the fee, we estimate that

S. 1507, which would impose a $5 per barrel tariff on imported
crude oil and a $10 per barrel tariff on imported r 3251
products, would increase revenues by approximately billion
over the fiscal 1987-1991 budget period. 3/ Because ariff is
phased out as the ‘world price of oil increases from $25 to $30
per barrel and the world price of refined products increases from
$25 to $35 per barrel, however, we note that this revenue would
not be realized if the current decline in world prices were
reversed and prices rose again to their former levels.

Again assuming that the average world price of crude oil
remains $4 per barrel lower than the latest Administration
economic forecast, that all other elements of the forecast are
not affected by the imposition of the fee, and that the bill
becomes effective on Octobg 1986, we estimate that S. 1997
hbillion over the five-year budget
Fd~price drops more than $4 per barrel -
of course, a greater amount of revenue
inder S, 1997. 10/

2

The provisions of‘k. 1997 raise even greater uncertainty than
S. 1507 in estimating likely revenue effects. In particular,
because the rate of tax under S. 1997 depends more directly upon
the price of oil, the revenue that it would raise would be even
more sensitive to fluctuations in world oil prices than the
revenue raised under S. 1507. Given the volatility of oil prices
and the influence of foreign governments on these prices, it is
difficult to depend upon the taxing mechanism provided in s. 1997
as a stable source of a specified level of revenue over an
extended period. Moreover, in a manner similar to S, 1507, the
revenue that would be raised by S. 1997 would vanish if the
average world price of oil exceeded the adjusted reference price.

, 35.1 4
9/ Thllxon estimated to be raje€ed consists of $36.9 1.2
Billio €t oil import fees (whje mflects a reduct '
imports resulting from the fee) ar(d $4 8 blillion in additional
net windfall profit tax collectionss h estimate of the
revenue effect of S. 1507 takes into account the exemptions
contained in the bill for heating fuel, and oil or refined
products used in the manufacture of goods destined for export.
If the exemption for home heating fuel were deleted, we estimate
an additional revenue increase of $5.7 billion per year.
Deletion of the exemption for oil and refined products used to
manufacture exports would increase the revenue gain by
approximately $1.2 billion.

26 'Q\q
10/ Th illion revenue estimate consists o billion

Tn net o mport fees (which reflects a reduction mports)

and $6.6 billion in additional net windfall profit taxes. Our
estimate of the revenue effects of S. 1997 reflects our
interpretation of each of the exemptions contained in the bill.

If the provisions of §. 1997 were applied without the exceptions for
products and for petroleum products exported within six months of
importation, we estimate that an additional $24.3 billion would

be raised during the budget period.




As the foregoing analysis suggests, we must be careful not to
assume that the revenue raised by oil import fees of the types
precposed in S. 1507 or S. 1997 will always be available to
maintain the revenue neutrality of a tax reform bill. Indeed,
there is a high degree of uncertainty in predicting the revenue
effects of any variable oil import fee. Under today’s market
conditions, this uncertainty is a major detriment of an oil
import fee whose purpose is to ensure that a tax reform bill is
revenue neutral.

National Security Considerations. The tax treatment of
natural resources has long been iImportant in maintaining a viable
domestic energy industry, which is an integral element of out
national security. Consequently, the effect that an oil import
fee would likely have on the domestic energy industry is a
critical factor that must be considered.

There has been a slow, steady decline in world oil prices
since 1981. 11/ The domestic oil industry, which includes
0il-drilling and well-service contractors, oil tool and pipe
manufacturers, and many other businesses, as well as oil
producers and refiners, has been forced to adjust gradually to
this decline in enorgy demand, oil prices, and drilling activity.
However, the rapidly falling world oil prices encountered
recently, if continued, raises the possibility of a greater
threat to the strength of the domestic oil industry and will
significantly affect the level of exploration and development of
our domestic energy resources.

Indeed, several major oil companies recently announced
substantial reductions in their domestic exploration and
production budgets, and similar announcements from other
companies are widely expected. Moreover, if the price of oil
continues to fall, many of this country’s "stripper wells"
(i.e., wells producing on average less than ten barrels of oil
each day), which comprise approximately 15 percent of domestic
oil production, will be made unprofitable and may be prematurely
abandoned.

Because the prices of other sources of energy are related to
the price of oily this reduction in exploration and development
may eventually spread to other energy sources such as coal and
natural gas. Ultimately, reduced levels of domestic exploratory
and developmental activity will lead to reduced domestic
production. 1In the face of both this lower domestic production
and greater domestic demand resulting from falling prices, oil
imports will increase, leading to greater dependence on foreign
0il in the near term.

11/ In 1981, the averag2 domestic oil well-head price was $31.77
per barrel. This price has been declining steadily until 1985,
when it reached $23.88 per barrel.
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While a greater demand for oil would generally provide
pressure for an increase in oil prices, such prices are now
significantly affected by the production policies of the major
ofl-producing nations. Thus, prices might possibly drop to
relatively low levels before heightened demand would cause them
" to increase. Many producers, drilling contractors, and others
dependent upon the oil industry might not be able to survive
while waiting for the price to rebound.

By imposing taxes solely on imported petroleum, both of the
bills being considered by this Subcommittee would generally
increase the prices of domestic energy and refined products above
the prevailing world prices. Because the prices of all energy
sources are to some extent interrelated, the prices of other
domestic energy soucces would be increased. Thus, the effects to
the domestic energy industry that are caused by falling oil
prices would be relieved by each proposal. Moreover, the higher
price for domestic resources may encourage exploration and
development in this country or, at the least, stem the reduction
in such activities resulting from lower prices.

General Impact on Business and Industry. The imposition of a
tax on imported petroleum would have several clearly delineated
effects on non-energy domestic businesses and industries. The
increase in energy costs resulting from the tax would obviously
have the most serious impact on industries that are heavy energy
users or that rely significantly on petroleum feedstocks. 1In
particular, domestic manufacturers of products such as plastic,
glass, cement, paper, limestone, steel, textiles, aluminun,
chemicals, and paint would face substantially higher costs. The
agriculture sector, particularly farmers, also would be
especially hurt, because the likely decrease in the costs of fuel
and fertilizer resulting fcom falling world oil prices would be
partially or fully offset by the imposition of an oil import fee.

In addition to the direct impact that higher energy costs
would have on most domestic industries, an oil import fee also
would make it more difficult for many domestic industries to sell
their products abroad. Exports from the United States would face
tougher competition because .foreign producers of comparable goods
would benefit from falling energy costs at the same time that the
import fee would be maintaining U.S. energy prices at a
relatively higher level. 1Indeed, many of the industries that
would be most affected by higher energy costs have previously
complained about the relatively low energy costs enjoyed by some
foreign competitors. Moreover, the impact of an oil import fee
on the international competitiveness of many industries would be
exacerbated by an increase in imports of energy-intensive
manufactured products, which would continue to enjoy the benefit
of lower foreign energy costs.
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Each of the effects described above would offset the reduced
imports of foreign crude oil and refined products that would
result from imposition of an import fee. Accordingly, imposition
of an 0il import fee ultimately could negatively affect our
balance of trade.

Even if an exemption from the tax were provided for crude oil
or refined petroleum products imported to manufacture goods
destined for export, as contemplated in varying degree by S. 1507
and S. 1997, it is likely that the relief would be effective in
only 2 limited number of cases, and that the international
competitiveness of many industries would, nevertheless, be
negatively affected by an oil import fee. 1In particular, an
exemption would probably effectively benefit only vertically
integrated producers that directly import petroleum for use in
the manufacture of exports. The benefit of such an exemption
would be of limited effectiveness, at best, for the many
independent producers of intermediate and final products.
Finally, imposition of an oil import fee would likely hurt
independent marketers of petroleum, who cannot rely on increased
production income to offset the reduced demand for their products
that an oil import fee would likely entail.

Although the effects of an oil import fee on domestic
industry would in general be negative, such a fee would aid
several energy-producing areas. As discussed in the context of
national security, imposition of an import fee would
significantly benefit certain sectors of the domestic energy
industry. An oil import fee also could have a major effect on
the domestic refining industry. Due largely to declines in U.S.
petroleum consumption and decontrol of oil prices, we have faced
recently a reduction in U.S. operating refining capacity. 12/
Although domestic refiners, like all purchasers of oil, would
face the higher energy costs resulting from an oil import fee,
they would benefit from a structure that imposes a higher fee on
refined products than on crude oil and thus discourages the
importation of refined products. In this regard, it should be
noted that S. 1507 and S. 1997 in different respects would both
establish a higher fee on imported Tefined products than on
imported crude oil. Accordingly, both of those proposals would
aid domestic refiners.

In addition, we recognize that oil royalties, severance
taxes, and other energy-related receipts are a significant source
of revenue for some States. Consequently, the fiscal health of
these States. which has been hurt by the steep decline in oil
prices, would be improved through imposition of an oil import
fee. Rapidly falling oil prices also may have an adverse impact

12/ Data compiled by the Energy Information Administration
Tndicate that U.S. operable refinery capacity has declined from
18.62 million barrels per year on January 1, 1981, to 15.7
million barrels on January 1, 1985. This capacity did not
decline further during 1985.
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on banks that have made energy loans. Many of these banks have
recently made provisions for additional loan loss reserves and
have reduced their volume of new energy loans. Nevertheless,
continued instability in oil prices may have more serious effects
on such banks, and could trigger some bank failures. By
softening the fall of domestic energy prices, an oil import fee
would protect those banks from declines in market prices. This
beneficial effect may be offset, however, because other banks may
be helped by falling oil prices and certain banks with loans to
gil-exporting nations may be hurt by imposition of an oil import
ee.

Effects on Energy Consumption. Higher energy costs have
encouraged greater energy conservation. Some of these
conservation efforts have resulted in the development of more
fuel-efficient cars and appliances, and the design and
installation of more energy-efficient industrial facilities.
While these developments are likely to represent more permanent
changes, a number of other conservation efforts, such as the
installation of greater insulation in older homes and the
willingness to tolerate lower winter or higher summer
temperatures by adjusting thermostats, may well be dissipated by
a drop in energy costs.

Policies that raise the prices of energy for consumers, such
as an oil import fee, would encourage the continuation of these
efforts and would deter energy use. This would be a step toward
further reducing our reliance on uncertain foreign supplies.

Effect on Consumers. It is extremely difficult to determine
precisely how higher energy costs resulting from a tax on
imported petroleum would be distributed throughout the economy.
To some extent, these costs would be shared by foreign oil
producers and refiners, domestic businesses that use energy, and
consumers. While tracing the precise incidence of these costs is
difficult, consumers would clearly be directly and adversely
affected by higher energy prices through purchases of gasoline
and, depending upon the scope and effectiveness of any
exemptions, home heating oil and electricity generated by burning
residual fuel oil. Moreover, because prices for almost all
sources of energy are interrelated and depend to a great extent
cn the prevailing price of oil, consumers would face increased
costs through purchases of other sources of energy, including
natural gas and, to a lesser extent, electricity generated by
burning coal or natural gas. In addition, consumers would
indirectly bear higher costs in their purchases of all goods and
services, because the higher energy costs that would be faced by
producers of energy-intensive basic materials and by the
construction and transportation industries would, in turn, be
reflected in higher prices generally.
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While the effects described above would occur in the case of
most consumption-based taxes, their nature is altered in the case
of an oil import fee, because the Treasury would realize an
increase in revenue only with respect to oil imports, while
consumers would bear higher prices on all petroleum products and
natural gas (and other goods), regardless of whether the oil,
natural gas, or refined product was produced in the United States
or abroad. Thus, while the turden of the tax would fall upon
foreign producers and domestic consumers, the benefits would be
shared by the Federal government and the domestic oil industry.
In general, our analysis indicates that, based solely on the
increase in oil prices, the domestic oil industry would realize
after-tax benefits equal to $1.75 for every $1 of tax collected
by the Treasury. 13/ To the extent that higher oil prices also
lead to higher prices for natural gas and coal, the enecgy
industry would realize an even greater share of the benefit in
proportion to Faderal revenue.

Distributional fmpact. The Administration has proposed that,
to the greatest extent possible, the distribution by income class
of taxes paid should generally be the same following tax reform
as under current law. Moreover, we have proposed that the tax
system should not be an additional burden on those below the
poverty line, and that such poor families should, insofar as
possible, totally escape Federal income taxation. We also have
sought to reduce the tax burden on middle-income working
Americans. Accordingly, we must carefully evaluate the
distributional impact of an oil import fee when considering the
advisability of such a tax.

Lower income families spend a relativei} larg;_portion of
their income on energy consumption. Families with incomes below
$12,000, for example, spend approximately 25 percent of their

13/ The allocation of the benefits of an oil import fee could be
partially shifted away from domestic producers by enactment of an
alternative windfall profit tax. Such a tax, which would apply
to domestic oil, would withhold from the o0il industry a portion
of the increase in the price of domestic o0il that would result
from an import fee, by assuring that all oil producers would pay
some excise tax with respect to the increased price of oil, and
would thus shift more of the benefit to the Federal government,
An alternative windfall tax also would permit the import fee to
be set at lower rates, and still raise the same aggregate
revenue. An alternative windfall profit tax equal to 50 percent
of the oil import fee, for example, would provide an
approximately equal split of the benefit between the Federal
government and the domestic oil industry.
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incomes on gasoline, fuel, and other energy uses, while families
with incomes above $42,000 spend less than seven percent of their
incomes on such expenditures. Consequently, any energy tax tends
to be regressive in effect, takin? a relatively greater share of
income from the poor and middle class. The higher energy costs
resulting from emergy taxes also may lead to higher prices for
other consumer goods, thus intensifying this burden on the poor
and middle class, although possibly reducing slightly the
regressive effect of such taxes.

The distributional impact of oil import fees, depending upon
the scope and effectiveness of any exemptions, can be extremely
regressive. As detailed in Table 1, for example, we estimate
that the $5 and $10 per barrel tariffs imposed by S. 1507,
ignoring the exemption provided for home heating fuel, would in
1989 increase energy costs for families with incomes below
$10,000 by an average of 2.47 percent of total income. 1In
contrast, the energy costs for families with incomes above
$100,000 would increase by an average of only 0.20 percent of
total income. When the exemption provided by S. 1507 for home
heating fuel is considered, the regressive effect of the tax is
curtailed, but the energy costs paid by lower income families
would still increase by an average of 1.92 percent of income,
while the energy costs of the higher income families would
increase by only 0.18 percent. Perhaps more significantly, the
increased burden of energy costs resulting from imposition of an
oil import fee, as set forth in the Table 1, would for most
families more than offset the tax decreases that are provided in
the President’s tax reform proposals. The impact of S. 1997, as
illustrated in Table 2, is also regressive.

The regressive nature of a tax on imported oil and refined
products may be corrected through several possible means in
addition to the varying exemptions for home heating fuel proposed
by the bills. First, the income tax rate schedules could be
modified to reduce the taxes paid by those in the income classes
that are most seriously hurt by the oil import fee. This
solution, however, would substantially reduce aggregate income
tax revenues, thus making enactment of a revenue-neutral tax
reform bill more difficult. Moreover, an adjustment to the rate
schedules would not help many of the families that are most
negatively affected by an oil import fee, namely those who
already do not face any income tax liability and those who will
be removed from the tax rolls by virtue of tax reform.

Second, consideration could be given to targeting relief
narrowly to the additional burden faced by lower income families.
In particular, imposition of an oil import fee could be
accompanied by enactment of a refundable income tax credit
directed at lower income families. Although a refundable credit
might be difficult to design satisfactorily and would undoubtedly
pose substantial administrative problems, such a credit could be
used to reduce the regressive nature of an energy tax at a
relatively moderate revenue cost.
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Regional Impact. An oil import fee would have a
disproportionate Impact on certain regions of the United States
that consume more energy or different types of energy than other
areas. As illustrated by Table 3, the consumption of energy
varies significantly by region. Families in the Northeast, for
example, consume more energy than do families in other regions.
In addition, because the various regions differ in population
density and availability of public transportation, they also
differ in their use of motor fuels. For example, gasoline
consumption is regionally dependent, and tends to be higher in
areas outside the Northeast. Finally, the types of fuels used in
different regions vary, and those differences contribute to a
non-uniform regional impact of an oil import fee.

As suggested by the levels of energy expenditures set forth
in Table 3, the burden of an oil import fee, imposed without any
exception, would be felt most heavily in the Northeast. Both
proposals being considered by the Subcommittee mitigate this
disproportionate regional impact by providing exemptions for
heating fuel and, in the case of 5. 1507, crude oil, that is to
be refined into home heating fuel. This solution, while in
concept a well-intentioned response, raises several concerns.

Exemptions for petroleum used for specific purposes are
difficult to administer effectively, will impose bureaucratic
burdens on segments of the domestic o0il industry, and may offer
only limited relief to the affected people. For example, if an
exemption were granted only to home heating fuel, as proposed by
S. 1997, a powerful incentive would be created to increase
imports of home heating fuel, thus hurting domestic refineries.
If this effect were avoided by extending the exemption to crude
oil imported for use in refining home heating fuel, as proposed
by S. 1507, the exemption would be more effective in shielding
the cost of home heating oil from a price increase. The
potential revenue increase resulting from imposition of the
import fee, however, would be reduced considerably. 1In
particular, we estimate that an exemption granted to both crude
oil and refined home heating fuel, such as the one proposed by
S$. 1507, would reduce the revenue gained through an import fee by
approximately 15 percent.

More significantly, however, the task of monitoring the
ultimate use of refined products produced from imported crude oil
would be extremely onerous. Such a task is particularly
difficult, because home hgating fuel is used for commercial
heating and also is virtually identical to diesel fuel, uses that

-would not enjoy any special exemptions under either bill.
Finally, we should not undetrestimate the potential bureaucratic
and regulatory burdens that the administration of such exemptions
might place on domestic producers, refiners, and heating oil
distributors.

*  The burden of increased residential electric bills, caused by
the higher costs of residual fuel oil and natural gas used to
generate electricity, that would result from an oil import fee
also falls disproportionately on the Northeast. Similarly,
natural gas prices would increase sympathetically with
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higher oil prices. The increased cost of heating homes with
electricity or natural gas, however, is not addressed in either
bill. 1In addition, California would be especially affected by
such a fee, because of its dependence upon oil-generated
electricity. A scheme of exemptions for residual fuel designed
to correct this impact would lead to greater revenue losses and
more administrative problems and bureaucratic burdens than would
be created by an exemption for home heating fuel.

Foreign Policy Considerations. Any proposal to impose a fee
on imported crude oil and refined petroleum products raises a
host of foreign policy concerns. As discussed below, the
imposition of an oil import fee, depending upon its provisions,
would raise concerns under the General Agreement on Tariffs and
Trade (GATT) and bilateral agreements with several oil-exporting
countries, 1In addition, an import fee, by increasing the price
of imported oil and refined petroleum products, would decrease
U.S. demand for such oil, and would thus reduce the volume of
exports for many countries, some of which are heavily dependent
upon revenues from such sales to meet foreign loan obligations.
While the effects of such a deccrease would vary depending upon
the country, it would especially hurt several of our most
established trading partners, including Mexico, Canada,
Venezuela, and the United Kingdom, each of which supplies a
significant portion of our petroleum imports. While exemptions
for oil imported from one or more particular countries could be
provided to mitigate these consequences, such exemptions would
not only raise the treaty concerns discussed below, but also
would pose even greater administrative and bureaucratic burdens
than an exemption for home heating fuel or other specific uses.
Moreover, such exemptions, depending upon the countries involved,
could ‘significantly affect the potential revenue raised by an oil
import fee. 14/

Administrative Burdens. As noted above, we are concerned
that the proposals for various exemptions contained in both bills
would lead to substantial administrative and bureaucratic
burdens. 1In particular, providing exemptions for crude oil or
refined products imported from particular countries or for
particular uses might necessitate an extensive regulatory and
enforcement apparatus. Such regulation could amount to
unreasonable Federal government intrusion into the oil business,
a role we properly abandoned with the removal of oil price
controls in 1981.

14/ Based on current import levels, if an exemption were provided
Tor crude oil and refined petroleum products imported from
Mexico, we estimate a 17 percent reduction in the revenue
potentially raised by any of the proposals. If exemptions were
provided for Canada, Venezuela, or the United Kingdom, we
estimate that the revenue would be decreased by 15 percent, 12
percent, and six percent, respectively. Moreover, we note that
granting an unlimited exemption for oil imported from certain
countries may result in an increase in imports from those
countries, thereby magnifying the potential reductions in
revenues.
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Effect of GATT and Other Treaty Issues. We are reviewing
whether the various oil import fee proposals are consistent with
our treaty obligations under the General Agreement on Tariffs and
Trade (the "GATT") and various other bilateral agreements. We
have committed ourselves in the GATT not to increase our tariffs
on refined petroleum products. 15/ Both of the oil import fees
under consideration would violate these commitments unless one of
the GATT exceptions applies. One such exception is national
security. We are considering whether, under current conditions,
an import fee can be justified as necessary, in GATT terms, for
the protection of "essential security interests.”

The GATT generally allows other countries to "redress the
balance of concessions” if one counttry imposes new import
barriers, even if those restrictions are permissible under the
GATT exceptions. 1If GATT signatories harmed by the oil import
fee were to redress the balance of concessions by imposing
offsetting duties on U.S. products, this would harm U.S.
producers of such products. -One way to avoid other countries
redressing the balance by retaliation would be to offer them
"compensation” by reducing U.S. trade barriers to other products
such countries export to the United States. However, providing
compensation by reducing U.S. trade barriers to other products
from injured countries would adversely affect U.S. producers of
competing products. Compensation would also reduce the net
revenue raised from any oil import fee.

If the import fee were applied on a discriminatory basis,
such as exempting certain suppliers, it would also violate the
non-discrimination obligation in the GATT generally known as the
most favored nation provision. Various bilateral Friendship,
Commerce and Navigation Treaties, including treaties with some
oil producing countries that are not GATT signatories, contain
similar most favored nation provisions. Excepting some suppliers
from any oil import fee would be likely to draw a response from
those suppliers entitled to most favored nation treatment that
are not excepted. Before deciding on any oil import fee, we
should carefully consider U.S. treaty obligations and the adverse
effect any breach of such obligations would have on U.S.
producers.

15/ We have made a similar commitment to Venezuela with respect
to crude oil in a bilateral treaty. The most favored nation
provision in the GATT, discussed below, would preclude the United
States from imposing higher duties on GATI signatories than on
Venezuela.
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Macroeconomic Effects. As an oil-importing nation, the
United States stands to benefit from the decline in world oil
prices. The present decline, if sustained, will likely result in
a short-term reduction in the inflation rate and a longer-term
reduction in interest rates. The decline in world oil prices is
expected to result directly in lower prices for both refined oil
products and other fuels. 1In addition, the cost of many
energy-intensive goods, ranging from steel and other metals to
glass, ceramic, and plastic products, also would be expected to
decline. These macroeconomic benefits resulting from lower oil
prices would be diluted if an oil import fee were imposed.

An oil import fee would clearly affect the relative price of
goods and services, but the extent of its impact on the overall
price level and interest rates would depend, in part, on the
response of the Federal Reserve. If the money supply were
allowed to increase to accommodate the fee, there would be a
short-term increase in the inflation rate, thus offsetting the
price reductions that would otherwise result from lower world oil
prices., 16/ 1If the nmoney supply were held steady, however, there
would likely be a reduction in labor and capital income. In
short, depending upon monetary policy, one might expect either
higher prices and a slight decline in real GNP or more stable
prices and greater decline in real GNP.

Conclusion

As I have indicated throughout my testimony, there are both
benefits and detriments that would result from the imposition of
an oil import fee as proposed in S. 1507 and S. 1997. The
President has stated that he would no: foreclose consideration of
an oil import fee in the context of a revenue-neutral tax reform
bill that meets his prerequisites.

16/ In addition to its more general effects, the inflationary
Impact of the oil import fee, if any, might also lead to
increased Federal outlays for various entitlement programs that
are affected by the Consumer Price Index (CPI) and for interest
payments on the national debt. Although it is difficult to
determine the precise impact that an oil import fee would have on
the CPI, we note that a reduction in the CPI of one percentage
point could result in a $4 billion saving in Federal outlays.
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Table 1

Average Per-Family Burden for The boren-Bentsen Bill (S. 1507},
for 1989, Assuming Oil Prices $4 per barrel less than CEA Projections.

| 1Increase in Oil Expenditures |
| {in dollars) 1/ | 1Increase in Expenditures as
| |
1 |

Family Income Elec- | Fuel | Gaso- | Percent of Family Income 2/
($_thousands) tricity|oilsLPG} Iine | Total No Exemptions | As ptoposed
0-10 6.56 27.72 89.31 123,62 2.47 1.92
10-15 8.89 28.13 129.62 165.64 1.33 1.11
15-20 9.81 23.36 154.19 187.137 1.07 .94
20-30 10.53 25.61 186.58 222.72 .89 .79
30-50 14.30 32.35 241.95 288.60 72 .64
50-100 19.06 39.53 309.45 368.04 .49 .44

100 or more 27.11 59.23 319.51 400.85 .20 .18

U.S. Average 12.23 35.10 196.49 287.17

Family | Percentage Change ilIncrease in Expenditures| Total % Change In
Income | in Tax Under | as % of Current Tax | Tax Burden

($ thou.)|President's Proposal| _No Exempt.|As proposed ,No Exempt.[As Proposed
0-10 -35.95 177.6 137.0 141.1 101.5
10-15% -22.8 41.7 34.6 18.9 11.8
15-20 -13.% 23.3 20.4 9.8 6.9
20-30 -8.7 14.4 12.5 5.4 3.8
30-50 -6.6 9.3 8.2 2.7 1.6
50-100 -4.2 5.2 4.7 1.0 .5
100 or more -5.3 1.5 1.4 -3.8 -3.9
Office of the Secretary of the Treasury Februatry 26, 1388

Office of Tax Analysis

1/ Assumes that foreign and domestic producers absorb $1 per bacrel of the
fee. Does not include increased price of natural gas or non-oil goods.

2/ Does not include possible increase in transfer payments.
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Table 2

Average Per-Family Burden for The Wallop-Bentsen Bill (S. 1997),
for 1989, Assuming Oil Prices $4 per barrel less than CEA Projections.

Increase in 01l Expenditures |
(in dollars) 1 | Increase in Expenditures as
Elec- |7 fuel | Gaso- | { Percent of Family Income 2
tticity|oilstpG| Tine | Total | No Exemptions 1 As proposed

Family Income
(§ thousands)

0-10 9.84 41.59 134.0¢ 185.43 3.71 2.88
10-15 13,34 42.19 194.44 249.9¢ 2.00 1.66
115-20 14.72 35.04 231.29 281.05 1.61 1.41
20-30 15.80 38.41 279.87 334.09 1.34 1.18
30-50 21.44 48.52 362.93 432,99 1.08 .96
50-100 28.58 59.29 464.18 552.06 .74 .66
100 or more 40.67 81.34 479.26 601.26 .30 .26

U.S. Average 18.35 52.64 294.29 365.27

Family | Percentage Change | 1Import Fee Burden as | Total % Change In
Income i in Tax Under | $ of Current Tax | Tax Burden

($ thou.}[President's Proposal| No Exempt.|As proposed |No Exempt.|As Proposed
0-10 -35.5 264.9 205.5 229.4 170.0
10-15 -22.8 62.5 S1.9 39.7 29.1
15-20 -13.5 34.9 30.6 21.4 17.1
20-30 -8.7 21.2 18.8 12.5 10.1
30-50 -6.6 13.9 12.3 7.3 5.7
50-100 -4.2 7.8 7.0 3.6 2.8

100 or more -5.3 2.3 2.0 -3.0 -3.3
Office of the Secretary of the Treasury February 26, I%8¢

Office of Tax Analysis

1/ Assumes that foreign and domestic pfoducers absorb $1 per barrel of the
fee. Dces not include increased price-of natural gas or non-oil goods.

2/ Does not include possible 1ncrease in transfer payments.
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Table 3

Per-family 1983 Household Energy Expenditures by Region (in dollars).

Region Natural Gas
Northeast 400.00
Midwest 431.92
South 224.20
West 260.61

Average U.S. 323.78

Source: Energy Information Administration

Electricity

$77.78
525.82
697.51
430.30

578.26

Fuel 0il,

388.89
103.29
92.53
42.42

146.95

Gasoline

972.22
1,126.76
1,209.96
1,181.82

1,136.20

Total

2,338.89
2,187.79
2,224.20
1,915.15

2,185.1%

OFff{ce of the Secretary of the Treasury

Office of Tax Analysis

Februatry 26, 198§
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Senator WaLLor. Would it be fair to characterize the administra-
tion’s position as sitting on the fence with both ears to the ground?
{(Laughter.]

Mr. MeNTz. That would be one way of characterizing it. I would
prefer to think of it as a position of not foreclosing a fee or a tax.
The world may change significantly between now and the time we
are almost finished markup and certainly by the time we are in
conference. And as our experience in the House proves, it can be
very difficult to get a tax reform bill together that meets the gener-
ally stated objectives of reducing the cost of capital, reducing the
marginal effective tax rates, marginal tax rates, increasing the per-
sonal exemption at least for the lower and middle income families
and getting 6 million people off the tax rolls. And to the extent
that we run into problems in that situation, Mr. Chairman, we
would like to see it still on the table.

If that is straddling the issue, I guess I stand convicted.

Senator WaLLop. Let me just make an observation from my own
personal standpoint.

Mr. MENTZ. Sure.

Senator WaLLop. That position epitomizes all the wrong perspec-
tive. It has nothing to do with energy policy and has only to do
with the convenience of a tax policy. And for all the reasons that
were mentioned negatively in your statement, should not be consid-
ered for reasons of tax reform.

But I am going to keep those observations now to myself.

I am going to ask my colleagues to suspend whatever questions
we have of these witnesses until 11 in order to get to the testimony
of Alan Greenspan. If there are other questions that you would
wish to ask them after that, I will ask them to remain. But I would
like to hear his testimony and have the committee have an oppor-
tunity to question him before he has an airplane that he must
catch at 11:25.

Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman.

Secretary Mentz, I would characterize your testimony as, “on the
other hand.” What we really need is a good one-armed witness rep-
resenting the administration. It would give up a much more useful
point of view.

Secretary Boggs, I am concerned about the reversal in policy by
the administration regarding energy conservation in this country.
It seems to me we are headed in the wrong direction. It seems to
me we are playing right into the hands of OPEC. Consumption has
risen on gasoline in this country in the last 2 or 3 years. And it is
%?\in to soar when you see the price of gasoline go down further.

e band is going to explode.

And yet the gasoline mileage guide that has been put out by the
Department of Energy, the bible for consumers seeking fuel effi-
cient automobiles has been killed. Your agency has been putting it
ou(t)dfor years, yet you took the $900,000 out of the budget needed to

roduce it.
P Another example is the manufacturer’s average fuel economy
standard for passenger cars. It was 27% miles per gallon in 1985.
That was set by Congress in the Energy Policy and Conservation
Act of 1975. Yet last winter, the Department of Transportation re-
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duced the standard for 1986 to 26 miles per gallon from 27% miles
per gallon in 1985.

Hearings were held on Tuesday to lower them again. And I
heard the chairman say that the GSA put out a regulation yester-
day saying that public buildings could lower the thermostats in the
summer, and they could raise the thermostats in the winter.

What kind of an energy policy in the way of conservation are we
gti)réging? It seems that we are playing right into the hands of

Would you respond to that?

Secretary BogGs. Well, Senator, I think the first thing I would
say is that the question is how much does it cost for each unit of
conservation. We clearly can reduce use by imposing various rules
and telling people you just can’t use energy, go do something else.

We have tended, I think, to find that those are not the best way
to run an economy. You made a whole series of different state-
ments which I will try to address.

Senator BENTSEN. A series of things that you have done in your
Department.

) retarl'z Boaas. Which I would try to reply to individually.

The CAFE standards are not our Department. They are Trans-

mtation. But, certainly, I would say two things. First, there have

n a number of analyses including Robert Crandall of the Brook-
ings Institution, which is not normally a great supporter of the
Reagan administration, arguing that the CAFE standards b{ them-
selves had no effect. It was the prices that have driven it all along.
And the question is: In order to get a certain reduction in consum
tion, what kind of a burden do you want to impose upon people? Do
you want to tell them they can’t have a car that is as comfortable
as they want? They can’t have a car that is big enough for their
family? They cannot do things in that one area when you do not do
it in any other area? People can fly private jets. People can use
energy in all kinds of other areas. But we put a burden on one par-
ticular area. That is why we think that those kind of things in gen-
eral are not particularly good ideas.

I think it is important to look at the result in the entire econo-
my. Prices have come down since 1980, consumption of energy rela-
tive to GNP has continued to come down. This past year, our total
use of energy was essentially flat. Our total use of oil was essential-
ly flat. And our GNP, our real GNP, went up another 2 to 2Y2 per-
cent.

Now I cannot deny, Senator, that the lower prices go, the more
energy people will use relative to other inputs. But the point is: Is
Congress or is the Department of Energy sufficiently smart to pick
exactly the way that they should use it? Is it wasteful for people to
use a dollar’s worth of energy rather than 2 dollars’ worth of steel
or 2 dollars’ worth of labor or 2 dollars’ worth of something else?

In general, we don’t believe so.

Senator BENTSEN. Mr. Secretary, I believe that if we bad not put
on the requirements we did on American automobile manufactur-
ers, the Japanese would have totally taken over this market. Amer-
ican people, I think, wanted cars that gave them better gasoline
mileage.

Thank you very much.
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Senator WaLLoP. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Mentz, I thought you had some excellent points in your
statement.

Senator WaLLop. That is the one hand. [Laughter.]

Mr. MeNTz. Something for everyone, Senator.

Senator CHAFEE. Well, I just looked at the things that I found ac-
ce?table and savored them. So we appreciate your coming here.

Jjust want to ask you one question, and it deals with what you
have in your front page. It deals with tax reform, and the new
form of tax such as this.

What is the sense of having tax reform which is designed to
reduce the marginal rates for individuals and corporations and to
eliminate preferences, exemptions, credits, deductions—that was
the objective, and now you are throwin%l a new element into the
equation. It is perfectly all right to get the lower rates, but do not
get them through the elimination of these credits and exemptions
and so forth, but to do it by new taxes. -

To me, that does not make any sense whatsoever. Am | missing
something?

Mr. MenTz. Well, no, you are not. I do not believe I said it was
perfectly all right. I straddled a little better than that, I think.

I believe what I meant to reflect, Senator Chafee, was the admin-
istration’s ?osition is that just that these proposals or perhaps a
variation of them—maybe you would need a proposal with a little
more stable revenue source—should at least not be totally put off
the table until we get into tax reform. I agree with you that there
are complexities that would be introduc bg an oil import fee—
particularly, the design features that would be necessary to make
it not regressive—that would be necessary to take into account the
problems of the Northeast, the energy-related export problem, the
petrochemical problem.

There are a lot of design problems in this concept. And maybe
when the day is over, Senator, those will be so insuperable as to
make it not doable.

But I don’t want to rule it out at this point.

Senator CHAFEE. I am not for the oil import fee, period, in case
angbody is not familiar with my position.

ut to even mention additional taxes, whether it is a gasoline
tax or anything like that, in connection with tax reform, I think is
just leading us down a path here in which we will completely avoid
making the difficult decisions we were meant to make in tax
reform. Why eliminate preference A, B, or C if you can make it vp
by a new tax?

Mr. MeENTz. Well, I agree with you that it is far better to main-
tain the discipline of dealing with tax reform within the confines of
the income tax system. That is what the President’s proposals did.
And I think that is the preferred way of approaching it.

And, as I said in my opening remarks, if you can do that, if we
can do it—and I hope to be a part of the process, Senator—God
bless us all. But if we have problems doing it, I think we may have
to look for revenue sources, and perhaps this is one.

Senator CHAFEE. Well, I think that is a mistake to even suggest
that. And, finally, I would like to stress to everybody here the re-



118

marks you make on page 8 of your testimony in which you are not
talking just about the northeast. Certainly, the Northeast is penal-
ized in heating costs, and the Northeast is penalized in the fact
that our electricity to a considerable degree is generated by oil.

But look in the middle of page 8: “The general impact on busi-
ness and industry.” This legislation may help some banks or the oil
industry but look at the difficulties it is going to cause to other in-
dustries—limestone, steel, textiles, which is being buffeted from
hither to yon already. To sugﬁest that they take a further blow is
bad business. Glass, cement, chemicals, and the farmers. The farm-
ers are reeling now.

So that I want to stress that particular point that I think you
made so well in your testimony.

Thank you.

Mr. MenTz. Thank you, Senator.

Senator WALLoP. Senator Boren.

Senator BoreN. Thank you, Mr. Chairman.

I would just like to ask this question: We know that lifting costs,
as | mentioned, in this country are somewhere in the low range of
$12 a barrel on the low end, and they go up as high as $18 a barrel
with stripper production of 10 barrels per day or less. Now do you
think that we can sustain—you talked about the great gains we
have made in domestic energy production and reducing our im-
ports to all time-low levels. By 1985, we had really made substan-
tial progress along these lines, and I think it is due to some of the
steps that have been taken in terms of reducing the regulatory bur-
dens and others. How long do you think that we can keep the price
of oil below the lifting cost? In other words, we would call it preda-
tory pricing if we were talking about an antitrust action if someone
came in and deliberately lowered the price of a product below its
cost of production and kept it there long enough to put their com-
petitor out of business. We would call that predatory pricing.

How long do you think it will be, how long can we stay at this
level? Has the administration made any estimate of how long we
can stay with f)rices at or below the cost of groduction before we
severely curtail the production in this country?

How long would it be, for example, before we are back up to 50
percent dependence on imports of oil if the price stayed in the $15
range? Do you have any estimate of when that would occur?

Secretary Bocas. Well, first, let me say that we have always
been very reluctant based on past history to put a great deal of
faith in particular model-derived estimates. In particular, I would
point out that the production and the consumption that we have
now are far more favorable than were projected on much higher
prices in the past. So anything that I say has to be, I think, very
clearly qualified by that.

The second point I would make is that there is not a single price
of production. There is not a single cost of production. Many wells
shut down every year because it turned out that their lifting cost
was higher than the price then back when it was $30, $35, and $40.

Senator BOREN. Let me interrupt you then so I can get an
answer for the question, please.

If the price of oil were to go to $10 a barrel, they might just as
well decide, Saudi Arabia, tomorrow to drive it to that price so
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they put Mexico and Nigeria and others on their knees begging. If
it were to go to $10 a barrel, I think you would agree. No one has
the cost of production in this country, virtually no one—it would be
an infinitestimal percentage at $10 or lower lifting eost. No one has
a lifting cost that low.

Secretary BoGas. I would disagree with that, Senator.

Senator BoreN. Tell me then who, where, how much, what per-
centage

Secretary Bogas. Well, if the price of oil in this country——

Senator BoreN. What is the bottom price of production in this
country?

Secretary BogGs. There are a lot of places that are much lower
than that. The question is: At $10 a barrel, production will be
lower than at $15, which will be lower than at $20. I could try to
get you a specific study which would be a lot better than something
off the top of my head. But I say that at $10 a barrel I don’t believe
that U.S. production would be zero. I don’t believe it would be 1
million barrels a day. I don’t believe it would be 2 million barrels a
dagél believe it would be a good bit higher than that.

nator BoreN. Well, if it stayed at $10 a barrel, let us say, for 2
years, do you think—at what point do you think we would cross
the 50-percent point in imports?

Secretary Bogas. My Personal belief, Senator—and I am not
speaking based on—I don’t have a big study at my fingertips. We
may be able to get one. I am not sure that I wouid believe them.
But my personal belief would be that if the price went to $10 a
barrel and it stayed there, it would still be a good number of years,
say 5 to 10 years, before we got to 50 percent.

Senator BoreN. Well, I hope you are not advising the President
on this matter. That is all I can say.

Let me ask you this point. Maybe I can get a yes or no. Is it in
the interest of our national security to allow the price of a strategic
commodity-—now do you agree that oil is a strategic commodity?
Maybe we can get an agreement on that. For national security rea-
sons, is it a strategic commodity?

Secretary Bogas. It is a very important commodity.

Senator BoRreN. Is it a strategic commodity, strategically impor-
tant commodity?

Secretary BoGGs. Let us not fence as to what you would mean. It
is very important, yes.

Senator BoreN. Well, let me direct this question to Mr. Mentz.
We can’t even communicate if you do not think oil is a strategic
commodity.

Secretary BoGaGs. Let us say it is strategic, then. I would appreci-
ate hearing the question.

Senator BoreN. All right, strategic commodity. Do you think it is
in the national interest of this country to allow the price of a stra-
tegic commodity for this country to be artificially kcpt below its av-
erage cost of production in this country for a prolonged period of
time? Do you think that we can allow it to be kept below its cost of
production for a rather lengthy period of time without it damaging
our national security? I would like just a yes or no. Can we keep
the price, the cost, of a strategic commodity to this country kept
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artificially below its cost of production in this country for a pro-
longed period of time without it damaging our national security?

Secretary Boaas. There are a number of assumptions in that. I
am not sure that it is happening artificially. But let me say that if
the outcome of that question is how high do we want to prevent
imports from being——

Senator BoreN. I just want a yes or no.

Secretary BocGs. And how much are we willing to pay for it.

Senator BoreNn. Well, let me address my question to Mr. Mentz. I
am getting nothing but double-talk here. Can you—now this is a
very simple question. My God, if we can’t answer this question, you
cannot answer anything. You do not have any concept of what na-
tional security is.

Can we afford to artificially have the cost of a commodity that is
vital to this national security kept below its cost of production for a
prolonged period of time without damaging the national security of
this country? Can we? Whether it is $4 a barrel or $10 a barrel?

Mr. MENTz. Senator, I would love to answer you, but I am not
com]petent to do so. That is for the gentleman on my right. [Laugh-
ter.

Senator WaLLor. Congressional hearings are a thrill a minute.
[Laughter.]

Senator BoreN. All I can say is I am astonished. I am certainly
not gratified. Again, to go back to what I said about——

Senator WaALLor. There was an old saying of Confucius, Mr.
Boggs: ‘“‘But cautious seldom err.” I think perhaps you have not
erred in the response that you did not give, but it would have been
gratifying to hear one.

Senator Mitchell.

Senator MircHeLL. Thank you, Mr. Chairman.

Mr. Mentz, last year during House deliberations on the tax bill,
Secretary Baker said that one place the President was going to
draw the line in the sand was reducing the marginal rates, getting
the maximum rate, down to 35 percent. The President has said
himself many times that is his highest priority. And at the retreat
we had last month, it was reiterated. We have got to get the maxi-
mum rate down to 35 percent.

According to information from the Treasury Department, that
somewhere less than 15 percent of American taxpayers have in-
comes at a sufficient level to pay at that rate. About 8 percent pay
marginal rates in excess of 38 percent, and somewhere between 10
and 15 percent pay at the 35 or higher marginal rate.

Now you have come here and said that the President would con-
sider the imposition of a fee on imported oil only in the context of
a revenue neutral tax reform bill. Your own testimony, the tables
attached to your testimony, indicate that the effect of an oil import
fee would be disproportionately much higher on lower income fami-
lies than higher incomes. According to the tables on your testimo-
ny, the bill introduced by Senator Wallop would result in a 170-per-
cent increase in the tax burden on families with incomes below
$10,000. Senator Boren’s bill would increase the tax burden on
those families less than $10,000 by 100 percent.
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Meanwhile, those two bills would actually reduce the tax bur-
dens on those families with incomes in excess of $100,000, a 3-per-
cent reduction in one case and a 4-percent reduction in another.

So now what Kou have done is come in here and say that we
want to reduce the maximum rate from 50 to 35 percent, which at
most benefits 10 to 15 percent of the highest income persons in our
society. And you will accept as a way to pay for it an oil import fee,
which according to your own testimony impacts most severely on
the bottom end of our society with dramatic increases in the tax
burdens for the very poorest persons in cur society.

This is not an abstract notion in my State, Mr. Mentz. According
to recent economic figures from the University of Maine, 60 per-
cent of households in Maine have incomes of less than $10,000 a
year, and we have some of the highest home heating oil costs in
the country.

How can you conceivably justify supporting an oil import fee in
the context of tax reform; not only as a matter of tax policy, but as
a matter of simple fairness? Indeed, I think it is immoral to suggest
that we are going to finance reducing the tax rates for the wealthi-
est 10 or 12 percent of persons in our society by imposing an enor-
mous tax burden on the very poorest persons in our society.

How can you justify that, Mr. Mentz?

Mr. MENnTz. Well, Senator Mitchell, I guess I was unable to com-
municate my point to you on the distributional aspects of the oil
import .fee. I do not justify it. And, indeed, these distribution re-
sults are so unacceptable that without some remedy there is no
way that the President would accept them as part of a tax reform
package. Nor would any Senator or any Congressman, in my judg-
ment, vote for that kind of a distribution.

Senator MiTcHELL. But you said that, Mr. Mentz.

Mr. MeNTz. No; I did not. No; I did not.

Senator MiTcHELL. You said—and I am quoting from your state-
ment: “The administration would consider the imposition of a fee
on imported oil and refined petroleum products only in the context
of a revenue neutral tax reform bill.” You have ulso said and you
have acknowledged many times; you, the President, and Secretary
Baker, that your highest priority is to reduce the maximum mar-
%inal tax rate from 50 to 35 percent, which you acknowledge bene-
its only the very top of the income levels in our society.

Mr. MeENTz. Well, first of all, let us get clear what the adminis-
tration’s priorities are on distribution. The distribution of tax relief
to individuals is a key element of the President’s proposals. It was
important in the Ways and Means bill, and it is going to be very
important in what the Senate Finance Committee does.

There is no way that the administration would accept a bill that
had a distributional pattern anywhere near what is reflected in
those tables. )

The point that I am making and perhaps not making effectively,
Senator, is that without modification, without a tar%eting of relief

~to lower income taxpayers so that you have a distribution pattern
along the lines of that contained in the table—if I can find it——

Senator MiTcHELL. Well, I know what that table says.

Mr. MenTz. In table 1, column on the left, before taking into ac-
count the oil import fee, unless we can show a distribution pattern
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along that line, it would be unacceptable to the President. That is
why I said while the administration believes this proposal should
not be taken off the table, it is acceptable only if within the con-
" fines of fundamental tax reform it fits all of the important criteria,
one of which is distributional neutrality or, indeed, better than dis-
tributional neutrality.

Senator MitcHELL. Well, my time is up. Let me just conclude by
saying if you believe that, if your policy was consistent with what
you have just said, you would be in here opposing this oil import
fee, and certainly in the context of the tax reform bill.

Mr. MENnTz. Well, no; because I think——

Senator MITCHELL. It would be the opposite of what you are
saying.

Mr. MENTz. No; I think it is fixable. I think it is complicated, but
it is fixable, and that is the reason that we are not opposing it at
this time.

Senator WaLLoP. Senator Long.

Senator LonGg. Mr. Mentz, as I understand it, it is your feeling
that if an oil import fee is passed, there should be an arrangement
to help people with home heating oil. Is that correct or not?

Mr. MENTz. I think there would have to be, Senator Long. I
think without it you have a pretty major fairness problem.

Senator LoNG. Well, the reason I bring that up is that anyone
thinking about an oil import fee has recognized that if such a fee is
passed, we would undertake to provide relief for areas in New Eng-
land, for example, where they would have a real problem with
heating oil. We would provide better relief for them than we have
in the past. I assume that that would be one of the things you
would be recommending, wouldn’t it?

Mr. MENTz. Absolutely, sure.

Senator LoNG. So that you don’t have in mind having an oil
import fee that would not provide relief for home heating oil?

Mr. MENTz. No; nor do I recommend an oil import fee that would
not provide some relief from this regressive feature that Senator
Mitchell was just discussing.

Senator LoNG. Your feeling is that when you look at the tax bill
that would go to the President’s desk, this would be a regressive
feature, but you would expect to offset this with progressive fea-
tures. The net balance would be frogressive and would give relief
to the low-income people that all of us are concerned about. We
want to be fair and drop 6 million low-income people from the
rolls, and we don’t want to be unfair to anybody that is left on the
rolls. Is that fair?

Mr. MeNTz. That is precisely correct, Senator.

Senator L.oNG. All right. Now I have lived long enough to have
been through some of the energy shortages that we have had. I can
‘recall when we had a defense amendment in the law. That was not
my amendment, but I think I voted for it.

The effort was to maintain an energy industry in the United
States. Certain criteria were spelled out to indicate what was an
essential commodity, what was a strategic commodity, what you
would have to have if you were going to survive in an emergen?'s.
Energy and oil and gas, in particular, qualified in that context.

N
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a (r,ndqg;ter of fact, more so than steel. More so than any other com-
modity.

Are you familiar with that, Mr. Boggs?

Secretary BoGgGs. Are you referring to the Defense Production
Act, Senator?

Senator LonGg. No; I am talking about the defense amendment
that was in the law back in the fifties.

Secretary Bogas. I am not aware of it by that name, Senator.

Senator LoNG. Where were you at that time, by the way?

Secretary Boagas. 1950, I was starting first grade. [Laughter.]

Senator LoNGg. Well, that is one reason I have a better memory
than you. [Laughter.(]lo

Secretary Boagas. Considering you have more to remember, Sena-
tor, I am sure you do.

Senator LoNG. I can remember more.

During those times, it was well recognized that we would have to
have an energy industry to see us through an emergency. For ex-
ample, as important as a tank is, that tank is not going to be much
good if you do not have some fuel to move it around with.

I guess you know—although it is long before your time—that
when Hitler invaded Russia, he did it because he felt he had to
have enough fuel available through quite a long war.

Now there are some who came into Government and the military
who took the attitude that we did not have to worry about the
ener industrﬁr. If we have a war, it will be a short war. It might
be all over within 48 hours. We can just take it off the stockpile, or
take from the civilians what we need to see us through an emer-
gency, and just tell the civilians to get out and walk and do with-
out heating the home for a while until this thing is over with. It
will not last very long. We will all either be dead or the other guys
will be all dead within 48 to 72 hours.

If you are thinking in those terms, you do not really need an in-
dustry to see you through any emergency.

Let me ask you now. You were not even in high school at the
time I made reference to, and I wonder how could I be so old. But I
was around here during that period.

From 1956 to 1973, a period of 17 years, the policy of this Gov-
ernment permitted the imports to increase and increase and per-
mitted our industry to continue to shrivel and decline until by
1978, the way I heard it from people in our industry, they were just
producing out of inventory. They were drilling practically no ex-
Eloratory wells, and not even many development wells where they

ad found oil.

Do you have any recollection of that?

Secretary Bogas. I have seen the statistics on it, Senator.

Senator LoNG. But no direct recollection of it?

Secretary Bocas. No, sir.

Senator LoNg. Now do you recall what happened in 1973 when
we were hit with the Arab boycott? President Nixon was President
at that time. Do you recall that?

Secretary Bogas. Yes, sir.

Senator LoNG. Do you recall that President Nixon and Bill
Simon—I think he was the energy man when it first hit—do you
recall that they thought at that time that it had been a disaster

60-592 0 - 86 - 5



124

and it had been unwise for this Nation to permit our energy indus-
try to decline to the point that it could not provide our essential
needs or see us through the type of emergency we faced?

Do you recall that President Nixon at that time announced
Project Independence? That we were going to become energy inde-
pendent because it was essential to the survival of our country and
the welfare of our people? Do you recall that?

Secretary BoGas. In general, not in detail. But in general.

Senator LoNG. Did somebody tell you about some of it?

Secretary BogaGs. I was involved in nonenergy pursuits at the
time, but I know in general.

Senator LonGg. What were you doing at that time?

Secretary Boaas. I was assistant to the Solicitor General of the
United States at that time.

Senator LoNG. Assistant to the Solicitor General.

Well, I think it would nice if sometime you lawyers would look
around and see what is going on elsewhere. [Laughter.]

But, anyway, another oil crisis hit us in 1979. Secretary Schlesin-
ger was then called in. He was the former Secretary of Defense.

What kind of recollection do you have of that time? Where were
you then?

Secretary Bocags. I was working for the Senate Energy Commit-
tee, sir.

Senator LoNG. Senate Energy Committee?

Secretary Bocas. Yes, sir.

Senator LonGg. Well, may I say that that does not speak well for
them in my judgment. I can’t recall that they achieved a lot.

Secretary Boaags. You could speak to Senator Hansen about that.

Senator LoNG. Well, the best I can recall of it, Senator Hansen
and myself and Senator Fannon, who was also on that committee, 1
belie- e, at that time, fought against what came out of that commit-
ti%d We felt it was counterproductive; it would do more harm than
good.

Secretary Bocas. You are exactly right, Senator.

Senator LoNnG. I recall back during those days that Helmut
Schmidt, Chancellor of Germany, came over to talk to President
Carter. He told us at a meeting at Blair House that turning down
the thermostat and the 55-mile-an-hour speed limit and all those
little things would do some good, but he said, “You are not going
anywhere with this energy crisis until you do what we Germans
have done. Until you are ready to let that price go up, you people
are not going to get anywhere with this energy problem.’

Secretary BogGs. You are exactly right, Senator.

Senator LoNG. So you agree with that analysis of it at that time?

Secretary Bogas. Absolutely.

Senator LoNG. I know that I told him that the chances are you
are not going to get anywhere with what you are saying here in
this country now. But when President Carter comes over to visit

ou in your country, you ought to bring that up among your col-
eagues and try to educate the President when you get him over in
your territory. So they met in Tokyo. President Carter came back
and said he had the worst day he had ever had in his life over
there, by the time these Europeans and Japanese and others got
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through reading the riot act to the United States that we were not
facing up to this emergency.

Now it seems to me that you are just willing to let nature take
its course when we have done that before and it wound up being a
disaster.

Secretary Bocas. Well, Senator, I would be happy to respond to
that, but I understand Mr. Greenspan is waiting, and I would be
happy to respond to it later.

Senator WaLLopr. I am going to ask the witnesses not to depart
because Senator Bradley has not had an opportunity, and there
may well be other questions. But I would very much like to hear
from }z:\lan Greenspan before his plane departs and we only receive
an echo. .

Senator BRADLEY. Mr. Chairman, are the witnesses going to
remain?

Senator WaLrLop. They are.

Senator BRADLEY. They are.

Senator Symms. Mr. Chairman, while Mr. Greenspan is coming
up, I want to apologize to the next panel that T have to leave. I
have another meeting I have to be at. But I wanted Senators Brad-
ley and Mitchell to note that this Robert E. Hall that will be testi-
fying later is the Hall from Hall-Rabuska that we heard so much
about in West Virginia. I apologize to you also.

Senator WaLrLop. Mr. Greenspan.

STATEMENT OF DR. ALAN GREENSPAN, PRESIDENT, TOWNSEND-
GREENSPAN & CO., INC,, NEW YORK, NY

Dr. GREENSPAN. Mr. Chairman, let me express my appreciation
for your courtesy in accommodating a set of previously significant
commitments. .

Senator BRADLEY. Mr. Chairman, I cannot hear Mr. Greenspan.

Senator WaLLop. It is one of the things about this committee
that the microphones are state of the art, but the art of which they
are the state is about 1912,

Dr. GReeNsPAN. We are in an. extraordinary position at the
moment where we are not sure where the oil price is going to settle.
What is occurring in today’s market is a continuous marking down of
oil prices, which is what is required so long as production exceeds
world consumption.

And at the moment, that looks to be somewhere in the area of $1
to $2 million a day on a seasonally adjusted basis. This means that
unless production is cut back either from OPEC or from other
sources, specifically the stripper wells in the United States, that we
will continue to erode the price until we finally get down to levels
which are sufficiently depressive to pull wells out of production.
And even though I have listened to Senator Boren’s remarks about
where he thinks the marginal lifting costs in the United States are,
that is not my recollection of what the data show. I grant you that
lifting costs of a good number of the stripper wells are quite high.
The average lifting cost—this is strictly lifting cost—as I recall the
numbers, are below $10 a barrel for the total oil and gas system.
That is not to say if prices do fall to $10 there would not be chaos.



126

But it is also incorrect, I think, to presume that there would be

ve’?' substantial cutbacks.

he problem, however, is that if we do not get world production
cutbacks at these price levels in the area of 1 to 2 million barrels a
day, then the break in prices has to fall to the $10 to $12 area
where the first significant cash loss on wells throughout the world
begins to occur.

And if that were to occur, then I think we have a very extraordi-
nary set of circumstances.

Let me say, Senator, with respect to the issue which is the cru-
cial question—the national security issue—I do not think there is
any question that the current sharply lower prices in the oil prod-
ucts market will, if they prevail for a number of years, tilt the
level of oil consumption higher in the United States.

Obviously, lower prices will also significantly curtail the incen-
tives for oil and gas exploration and development and, hence, pro-
ductive capability would surely fall from the current level of 9 mil-
lion barrels a day for crude.

The rise in imports under that scenario would, of course, be po-
tentially quite significant and, again, expose the American people
to increasing dependence on OPEC oil with all of the potential dis-
ruptions that we experienced during the last part of the 1970’s.

There are, however, several caveats to this scenario. First, Amer-
ican homeowners have for a decade or more accelerated the insula-
tion of their homes, and in the process have significantly reduced
the demand for distillate fuel oil. Obviously, even at markedly
lower home heating oil prices, that insulation is not about to be
stripped out so that homeowners can use more cheap oil. Nonethe-
less, the intent and incentives to fully insulate newly constructed
homes will fade and over an extended period of time, should prices
remain low, consumption of home heating oil would rise, perhaps
significantly.

Similarly, it does not seem credible that having made the major
transition to fuel-efficient engines that technology would be re-
versed and we would be back producing gas guzzlers. Nonetheless,
here too the incentive to buy larger cars even with fuel-efficient en-
gines will clearly increase, and the average fuel efficiencies of our
motor vehicle fleet will fall.

Similarly, there are myriad shifts toward oil conservation which
are not readily reversible since they involve new ways of doinﬁ
things. However, markets in the end do work. Consumption wil
rise as prices fall.

Nonetheless, the consumption rise is likely to be neither rapid
nor substantial. Obviously, if the rise in consumption could be
fended off and our dependence on OPEC oil in the future rendered
less severe, it would clearly be desirable to seek such a goal.

It is not clear, however, that an import tax or any other tax on
oil will succeed effectively in doing that so long as the rest of the
world is enjoying the benefits of lower oil prices.

The United States has far more integrated into the world econo-
my than ever before and must compete. An oil tax raises the cost
of production across the board, but since industries use energy in
different degrees of intensity, the loss of competitive position vis-a-
vis the rest of the world would tend to be in energy-intensive indus-
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tries. To be sure on average, that could be offset by a decline in the
exchange rate of the dollar. But while the average could be adjust-
ed, the dispersion of differential costs depending on energy intensi-
ty cannot. Clearly then, unless there is a multinational agreement
simultaneously to impose taxes on oil reflecting the decline in
crude price, an oil tax, like so many other taxes, will decrease
American competitiveness.

It is not enough merely to refund the tax equivalence on Ameri-
can exports of petroleum-based products, such as petrochemicals. It
would require the unimaginable task of refunding the oil tax equiv-
alent on all American exports and, more importantly, imposing
separate taxes on all foreign goods entering the United States ac-
cording to their estimated energy context.

In summary, an oil tax will have a negative effect on long-term
economic growth. And so long as our trading partners book lowered
oil costs into the cost structures, it will be difficult for us to hold
our internal oil price structure up.

Thank you, Mr. Chairman.

[The prepared written statement of Dr. Greenspan follows:]
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Excerpts from the Testimony of Alan Greenspan®
before

United States Senate
Committee on Finance
Subcommittee on Energy and Agricultural Taxation

February 27, 1986

The inability of OPEC to hold production at levels consistent with
demand has created the expected break in world oil prices.

Prices must continue to fall until OPEC brings production back to
the level of demand and until inventories, which I expect to rise
by one to two million barrels a day, seasonally adjusted, through
the first half of the year, stabilize., I have assumed that liftings
from OPEC will decline from their present level of 17 million bar-
rels a day to under 16 million barrels a day by the third quarter.
This would be consistent with a stabilization of refinery acquisi-
tion prices for domestic crude oil at approximately $18 a Dbacrel
and average wellhead prices, excluding Alaska North Slope, of $17.

However, should OPEC or other producers fail to scale back liftings
by 1 million to 2 million barcrels daily by summer, i.e., to those
output levels which are consistent with stabilizing inventory, then
prices could be pushed still lower. Indeed they would continue to
erode so long as production exceeded consumption and inventories
rose. In today’s market, successively lower prices are reguired to
induce private consumers to hold ever increasing levels of in-
ventories. It 1is only when the inventory change goes to zero that
prices stabilize. It 1is, therefore, not inconceivable for a

secondary hreak in the market to bring wellhead prices into the $10
*Dr. Alan Greenspan 1s President of Townsend-Greenspan & Co., 1INnc.

Townsend-Greenspan & Co., Inc.
120 Wall Street New York N Y 10005 212-943-9515
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2.

to $12 range, the point at which the first clear cash losses become
evident on some crude production in the United States and perhaps

the North Sea..

The break in world oil prices will, of course, have an input on the
prices of other fuels. For natural gas to compete successfully in
industrial markets with residual fuel oil, delivered prices of
deregulated natural gas will have to decline. However, the bulk of
gas is regulated at prices below the competitive equivalent of fuel
oil. Hence, the average natural gas price decline should be a frac-
tion of the decline in oil prices. A secondary break in oil prices
to the $10 to $12 a barrel range, however, would pull the whole gas
price structure with it.

Prices of coal essentially have been decoupled from oil prices
since the oil price run-up in 1973-1974. At that time coal was sub-
stituted for fuel oil by every industry and utility that had the
capability. 1If a second price break occurs, fuel oil would come
into the range at which it again would be competitive with coal,
leading both to an increase in demand for fuel oil and downward
pressure on coal prices. Even so, some easing in coal prices is
likely, currently, since oil is more competitive with coal in the
export markets. Hence, weak export demand would translate into some
downward pressure on U.S. coal prices.

In short, while the oil price decline to $17 a barrel will have
modest effects on natural gas and coal prices, a break in oil to
the $10 to $12 range would bring all energy prices down in tandem.
The impact on companies and financial institutions clearly would be
far greater than the effect to date.

The notion of an oil import fee has arisen recently in part owin

to the presumgtion that raising oil taxes as oil prices slump wllg
be politically easy. The tax is considered as a revenue raiser, or
as a device to prop up domestic oil product prices to prevent a
resumption of oil consumption growth and an eventual replaying of
the United States OPEC dependence of the latter part of the 1970s.
Any of the number of taxes on oil can achieve either or both of
these objectives, an oil import fee, a refiner¥ acquisition tax, a
gasoline tax at the pump, a Btu tax, immediately come to mind.

The goals of lowering dependence on OPEC and/or raising revenues
are, of course, worthy goals, though both eliminate the immediate
advantages which will accrue from the significant declines in
prices already under way. However, leaving a gasoline tax aside it
is implicitly assumed that an oil tax can be phased in to absorb
the decline in crude oil costs before it is reflected in the retail
price of petroleum products. It does take several weeks before the
declining spot price affects the average price of crude oil at
domestic refineries and further days or weeks pass before this
lower refinery acquisition cost results in competitive reductions

2/21/86 Townsend-Greenspan SP/86/17
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3.

in product prices for gasoline and home heating oil. There seems to
be no possibility, however, that a tax could be imposed during this
period in a manner which effectively would absorb the decline in
crude o0il cost before it affected the price of products. Any
authorization of an oil tax is likely to occur only weeks or possi-
bly months after product prices have fallen. Consequently, since
price declines of that nature are quickly perceived by consumers as
a "right," the imposition of a tax which restores the product
prices currently prevailing is by no means the same policy as
absorbing the decline in crude oil prices without touching the
price of products. The political problems of raising taxes on oil
after product prices have come down will be of much the same dimen-
sion as raising any other tax.

There is little question that the current sharply lower prices in
the oil products markets will, if they prevail for a number of
years, tilt the level of o0il consumption higher in the United
States. Obviously, lower prices will also signlfﬂcantly curtail the
incentives for 0il and gas exploration and development and, hence,
productive capability would surely fall from the current level of 9
million barrels a day. The rise in imports under that scenario
could, of course, be potentially quite significant and again expose
the American people to increasing dependency on OPEC o0il with all
of the potential disruptions that we experienced during the latter
part of the 1970s.

There are, however, several caveats to this scenario. First,
American home owners have for a decade or more accelerated the in-
sulation of their homes and in the process have significantly
reduced the demand for distillate fuel oil. Obviously, even at
significantly lower home heating oil prices, that insulation is not
about to be stripped out so that home owners can use more chea
oil, Nonetheless, the incentives to fully insulate new homes wil
fade and over an extended period of time, should prices remain low,
consumption of heating oil would rise, perhaps significantly,
Similarly, it does not seem credible that having made the major
transition to fuel efficient engines, that technology would be
reversed and we will be back producing gas guzzlers, Nonetheless,
here too the incentive to buy larger cars, even with fuel efficient
engines, will clearli increase, and the average fuel efficienclies
of our motor vehicle fleet will fall. Similarly, there are myriad
shifts toward oil conservation which are not readily reversible
since they involve new ways of doing things.

However, markets in thes end, do work. Consumption will rise as
prices fall. Nonetheless, the consumption rise is likely to be
neither rapid nor substantial.

Obviously, if the rise in consumption could be fended off and our

dependence on OPEC o0il in the future rendered less severe, it would
clearly be desirable to seek such a goal. It's not clear, however,

2/21/86 Townsend-Greenspan sP/86/7
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that an import tax, or any other tax on oil, will succeed effec-
tively in doing that, so long as the rest of the world is enjoying
the benefits of lower oil prices. The United States is far more in-
tegrated into the world economy than ever before and must compete.
An oil tax raises the costs of production across the board. But
since industries use energy in different degrees of intensity, the
loss of competitive position vis-a-vis the rest of the world would
tend to be in energy intensive industries. To be sure, on average,
that could be offset by a decline in the exchange rate of the dol-
lar. But while the average could be adjusted, the dispersion of
differential costs depending on energy intensity, cannot.

Clearly then, 'unless thers is a multinational agreement simul-
taneously to impose taxes on oil reflecting the decline in crude
prices, an oil tax, like so many other taxes, will decrease
American competitiveness. It is not enough merely to refund the tax
equivalence on American exports of petroleum based products such as
petrochemicals. It would re~uire the unimaginable task of refunding
the oil tax equivalent .a all American exports and, more im-
portantly, imposing separate taxes on all foreign goods entering
the United States according to their estimated energy content.

In summary, an oil tax will be neither politically easy nor
economically neutral.

2/27/86 Townsend-Greenspan Sp/86/17
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Senator WarLop. Just one question. Even with a rise in consump-
tion of imports having been fended off—no, even with a rise in con-
sumption having been fended off, as you suggested might be the
case, wouldn't we still be seeing a significant decline in U.S. pro-
duction with a decline in price?

Dr. GREENsPAN. Mr. Chairman, I think we have to look at sever-
al different aspects of this problem. If the price of crude in the
world markets—Ilet us say the spot or even the refinery acquisition
cost of West Texas intermediate crude, say, goes down to $10 a
barrel, there will be a significant amount of wells shut in at that
tixinel. But remember that can only happen if there is a major world
oil glut.

And the question, therefore, is: What do we do for energy securi-
ty under conditions that we currently face?

My view is that we set up the strategic petroleum reserve to
handle an issue like this. If, for example, we stay at $10 a barrel
for a while, which I think if we got down to, we probably would, at
some point we must assume we will be coming back, because at
those price levels we will be shutting in a good number of Ameri-
can wells.

The question that I think has to be addressed is not the issue of
decline in capacity or productiveness, but is it feasible for Ameri-
can oil companies to be in a see-saw position where they find, for
example, at $10 a barrel, we shut in 3 of our 9 million barrels a
day but if the price then escalates back up to $20 or $25, those
wells then become profitable.

There are costs of shutting in wells and bringing them back.
There are problems in drilling replacement wells in order to keep
the capacity of our oil and gas underlying system in place. I doubt
very much that that should be done through an oil import tax or
anly tax which artificially holds the price up.

f we deem that a national security issue, cash outlays over and
above that which individual oil companies would be required to
absorb, should then become a Defense Department expenditure, a
Defense Department subsidy or an outlay for that specific purpose.

In my judgment, we do not do it correctly by endeavoring to lock
a price in, say, through an import tax, in order to get an indirect
effect. We can probably do better without the distorting effects that
would occur from that particular tax.

Senator WaLLopP. Senator Chafee, I am going to ask us to limit
ourselves to one question because the time does move.

Senator CHAFEE. I am delighted to hear the testimony of Dr.
Greenspan.

Senator WaLLoP. Senator Boren.

Senator BoreN. Mr. Greenspan, I would just say that I was citing
a Rand study which included also excise taxes and so on so that
you easily get up to that level if you include the taxes on average
cost of production. You usually get up to the $12 level.

Let me ask you this question: You did concede that at a certain
point we couldy have a national security problem if we were to de-
stroy the infrastructure and all of the related service and supply of
the rest of the industry, even the educational base in terms of
being able to recreate our domestic industry if it were, let us say,
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in essence, shut down and you needed to reopen it for some reason
or if a substantial portion of it were shut down.

How, then, would you deal with that problem? You said that you
would not deal with it through an import fee. If prices were held_
down long enough and the West Texas crude and the spot market
is down to $13—so I do not think we are talking very hypothetical-
ly at this point—and the Saudis have certainly showed their abili-
ty. How long they could sustain it, we do not know, but they have
shown their ability to manipulate the international price of oil
‘right now down to relatively low levels. I think the lifting cost is
down around a dollar and a half or something like that. So they
could go much lower, and they could increase their production
above levels where it is now.

If you really had to deal with that kind of situation where the
drop was prolonged enough that it did damage our national securi-
ty potential, how would you deal with it then? How would you
recreate the domestic industry, get the people to study in petrole-
um engineering again, keep the supply houses and tie pipe sup-
plies and the drilling? The rigs are going to rust out if you stack
them for—how would you do it?

Dr. GREENSPAN. Well, Senator, you don’t solve a problem, as you
put it, all that simply. Let me answer that in two phases.

I do not think that an oil tax will do what it is you are endeavor-
ing to do. It may very well prop up segments of an industry on a
standby basis, which is essentially what it would be endeavoring to
do. That is, we would be subsidizing production of crude oil or sub-
sidizing the maintenance of an active productive capacity with a
variable shut-in well system at a very substantial cost to the econo-
my. In my judgment, it would be on national security grounds, a
cost far in excess than I believe the cost involved of an import tax
or any form of tax that we would impose to do that.

I agree with you that it would be quite dangerous to allow our
infrastructure of our oil and gas system to unwind if we could pos-
sibly avoid it. And I emphasize if we can possibly avoid it.

If somehow the cost of production would stay very high for our
domestic system, we would have some major problem such as the
way we approached—and I don’t mean this facetiously—the shale
oil problem which we did not succeed in resolving.

However, let me make a point about oil costs, which I think are
important.

Senator BoreN. I am sorry. I did not quite understand what you
suggest we do to keep the infrastructure.

Dr. GREENSPAN. Well, as you remember, we had a major bid pro-
gram to buy shale oil so that we would enable companies to
produce shale oil significantly above the cost of——

Senator BoREN. So you would put the Government in the oil
business either as the major direct purchaser or as the producer?

Dr. GREENSPAN. That is, in fact, what we did.

I do not like that, let me say. While it is certainly the case, espe-
cially if you add the taxes to your lifting cost, that the basic cost of
lifting oil onshore now is a little below $10 a barrel on average, it
has not always been that way. It went up very significantly during
the 1970’s largely because we began to capitalize in the underlying
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lifting cost of oil the significant increase in the value of drilling op-
erations and the whole drilling infrastructure.

Were it the case that we were sitting at a $10 crude oil price
level for a protracted period of time, 1 suspect that within a few
years the cost of lifting would, in the terms in which we are defin-
ing it, come down really quite significantly, because there is a lot
of declining capitalized drilling cost implicit in those numbers.

But let me just answer your question as best I can. I certainly
share your concerns that you are raising. I think it is a little flip
for somebody to come up here and solve a problem like that in a
hearing when it is an extraordinarily complex issue. I went
through that whole energy problem because I came into the Ford
administration in August 1974 and it was sufficiently close to the
chaos that had occurred previously to know all of the various prob-
lems that are involved.

I find that having been exposed to this issue, that we should be
able to do what we are trying to do in a better way than solving it
from the tax side.

Senator WaLLop. Senator Bradley.

Senator BrabpLEy. Thank you very much, Mr. Chairman.

Mr. Greenspan, I want to thank you for your testimony. I think
that you make one point that I had not sufficiently thought of
before. You are saying that if you put an oil import fee on, you are
raising the cost of production for any industry, any export indus-
try, that uses oil.

Dr. GREENSPAN. Yes.

Senator BRADLEY. And that when that industry competes with
foreign industries in the same sector, we are at a competitive disad-
vantage at that point.

Dr. GREENSPAN. That is right.

Senator BRADLEY. And the likelihood is to increase our trade def-
icit as a result. Is that not correct?

Dr. GREENSPAN. That is correct, Senator. Either that or what will
occur is a distortion in the mix because remember that if our cur-
rent account balances, gets extreme, then the rate will begin to
adjust as, in fact, I think it is doini now.

e problem, unfortunately, is there is no way for an average ex-
change rate to offset the differential impacts, by indust?, because
energy intensive use is quite dramatically different by industry.

Sex;ator BRADLEY. So essentially what it is is a tax on our ex-
ports?

Dr. GREENSPAN. Partly, yes.

Senator BRADLEY. And it is an indirect subsidy to imports?

Dr. GREENSPAN. Well, yes. To other people’s exports.

Senator BRADLEY. Other than oil?

Dr. GREENSPAN. Yes, sir.

Senator BRADLEY. Given that a drop in the price of oil is similar
to a gigantic tax cut, what does the present drop in the oil price
imply in terms of increased growth for the economy?

lgr. GREENSPAN. In the longer run, it reduces the cost of produc-
tion net to the total system and will raise the level of GNP at some
point.

However, we have to remember that the effects of the oil price
decline cut two ways in the United States. If, for example, explora-
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tion and development expenditures across the board in 1986 get cut
by, say, 20 percent, that is the equivalent of almost 11 percentage
points in total plant and equipment expenditures. And that would
have a significantly negative impact as appropriations go out and
begin to basically supress the system.

You also have got clear problems, which I believe Senator Boren
raised, with respect to the financial system. It is not so much that
the price of oil is dropping; it is that it is droning so rapidly. You
have to remeirber that the portfolios of financial institutions
cannot turn over that quickly, and, therefore, they are in very seri-
ous trouble.

In addition, we have 1 billion barrels of oil in the private inven-
tory system of the United States. And we have just taken $6 to $8
billi}(:: of market value out of the system in a period of very few
weeks.

We do not know yet the significance of that, but one thing on
which we can be relatively certain of is that the negative effects of -
the oil price decline are there as well as the positive. It is very easy
to argue in terms of the positive effects, which in the long run are
unquestionable, but we are about to go through a very unsteady
period in which both forces will be at work.

Senator BRADLEY. Would you say that net is a positive effect?

Dr. GREENSPAN. Yes; I would.

Senator BRADLEY. The net is a positive effect?

Dr. GREENSPAN. Yes.

Senator WarLLop. Alan, I promised you that I would get you out
of here at 25 past, and I think I had better try to live up to that. I
am sorry that it took us so long to get to you.

I would just make an observation that one of the things we seem
fated to have happen to us, and the line of questioning from Sena-
tor Bradley, is a rise in our balance-of-payments deficit, because
with the reduced price, we are going to have a larger balance-of-
payment deficit caused by greater imports. If you do it the other
way, as you suggest, we are going to have a rise in the balance-of-
fayments deficits by virtue of subsidized imports. It does not look

ike a very good time.

Senator BrRapLEY. No. He did not say that, Mr. Chairman.

Senator WaLLor. Well, your question was rather simple:
Wouldn't there be a rise in the trade deficit if we impose a tax?
The answer was “Yes.” Without the tax, it is going to cause a rise
in one, too; because we are going to have greater imports.

Senator BRADLEY. We are going to have greater imports of——

Senator WaLLop. Of oil and gas.

Senator BRADLEY [continuing]. Oil. But let me ask Mr. Green-
span, then. On balance, would you say there would be a greater in-
crease in the trade deficit by virtue of putting an oil import fee on?

Dr. GReensPAN. That is not the crucial issue. I hate to argue the
terms of whether or not we put an oil tax on at the border as a
trade issue. I think it is a mistake to discuss it in those terms.

Senator WaLLop. With that, I will let you escape before we open
it again. I appreciate you coming here.

Senator MrrcHELL. Mr..Chairman, may I be afforded one com-
ment? If you have got just 1 minute? I would like to make one com-
ment. I did not have a chance to ask questions.
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Dr. GREENSPAN. All right.

Senator MITcHELL. Mr. Greenspan, you testified just a few weeks
ago before this committee as to the effect that tax reform would
have on the international competitiveness of U.S. industry. This
room rang with rhetoric at that time about the need not to take
any action which would adversely affect the international competi-
tiveness of Americans.

And I think it is significant that the testimony that you have
given today is, in my judgment, as relevant to that hearing as it is
to the subject here today. You have made what I think is a cardi-
nal point in the testimony today. And I would hope that all the
committee mémbers would include that point in their consideration
of this oil import fee issue.

The question of oil import fees did not come up then, but it is
obvious that the effect of this {)roposal is truly signiﬁcant in that
context. It is obvious that an oil import fee would have dramatical-
ly more of a detriment on U.S. international competitiveness than
would tax reform.

Senator WaLLor. There will be time to restate and restate and
state it again on this thing, but I did promise Dr. Greenspan that
hia could escape. And I really feel that I must get him to the air-
plane.

Dr. GREENSPAN. | appreciate your courtesy, Mr. Chairman.

Thank you, gentlemen.

1Senator WaLLor. Would Mr. Boggs and Mr. Mentz come back,
please.

Senator BRADLEY. Mr. Chairman?

Senator WALLOP. Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman. Let me
tell Mr. Boggs that I have been waiting for a long while to have a
witness come before the committee and make the case on energy
security that you have made today. And I think that it merits a
restatement of what your case is. And I would like to, if I could,
summarize it and then have you amplify and/or disagree with
what I have said.

Your case is essentially that energy security is a problem of de-
l)endence on insecure sources of foreign oil, and that if we imported
ess oil than we do today and there was an oil supply disruption
which caused a dramatic price increase, that the United States
would bear the biggest burden of that price increase given an open,
decontrolled market, because we are the biggest consumer of oil,
and, therefore, we would have to pay the biggest increase in total
dollars in the price.

And you say further that the way to counter that is to have an
adequate stockpile of oil that can moderate that price increase. Is
that not correct?

Secretary BoGgas. Yes, sir. I would say you grobably would have
been more successful as a witness with some of the Senators than I
have been thus far.

If I might say one or two things before we go on because it is
partly in response to Senator Long. We are certainly concerned
about national security as‘)ects. They are captured somewhat but
not entirely by measures like our import dependence, like world
surplus capacity, and like the price level.
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Now if we had gone back to 1981 and were told the prices in 1985
were going to be half of what they were at that time, where we
told people we were adopting the Reagan energy policy, we were
told that imports will rise, that OPEC will be in control. It certain-
ly would not have been sensible to have been scared out of that
policy and not gotten the benefits that we got.

Now can there be too much of a good thing? Probably yes. But to
say that at $30 or at $22 we have to turn the policy around and try
to deliberat‘e;{ raise American energy prices without seeing what
has happened—because we were told several years ago that im-
ports were going to start shooting up, and some of us said that
wasn’t going to happen—it turned out that we were right. That to
go in and certainly at these levels maintain prices, raise prices for
that reason, is, in our view, not sensible.

Senator BRADLEY. I think that we cannot emphasize that point
enough. And I thank you for your testimony.

Now, Mr. Mentz, in your testimony you have said,

1 wish to emphasize the administration’s strong opposition to any tax increases,
including any new or increased taxes on petroleum or energy sources for any pur-

pose other than as a component of a fundamental tax reform bill that is revenue
neutral in total.

Revenue neutral in total. And in your testimony, you have pro-
vided us with the distributional effects of an oil import fee, which I
understand Senator Mitchell has gone over. And the distributional
effects are that income levels at $10,000 to $15,000 would have a
significant increase in taxes, even when the tax reform Froposal of
the President is factored in. And that the combination of the Presi-
dent’s proposal and an oil import fee woud be an increase in taxes
on middle-income people.

Now you have also said in your testimony that, of course, you do
not want such a tax increase, and that you can mitigate such a tax
increase by adiusting the rate schedule or by providing a refund-
able tax credit. Now my question to you is: If you take a tax reform
proposal and factor in the oil import fee and you adjust the rates
or provide a refundable tax credit to improve distribution, don’t
you then lose revenue and ycu don’t have a revenue neutral tax
reform bill, but one that increases the deficit?

Mr. MenTz. Well, to back up, I will just repeat what I said at the
beginning. The administration’s strong preference is that tax
reform get done without regard to or without drawing upon some
other source of revenue. So that would be the preferred objective,
which I understand is yours as well.

Senator BRADLEY. Right. So that the administration at the foun-
dation remains committed to tax reform as defined as eliminating
loopholes and lowering tax rates?

Mr. MENTz. That is correct, Senator.

Senator BRADLEY. And the more loopholes you eliminate, the
lower you can get the tax rates? The fewer you eliminate, the
higher the tax rates have to be? As a principle, you are still com-
mitted to that?

Mr. MENTz. Absolutely, Senator.

Senator BRADLEY. But you have said that what——

Mr. MeNTz. Well, what I am saying is that having gone through
the experience in the House—and you all are about to have the ex-
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perience in the Senate Finance Committee—it is not as easy as it
sounds to eliminate loopholes and get the tax rate down. You
would be surprised at how many folks will come into you and point
out that what you thought was a loophole turns out to be a very
important preference that is needed for one reason or another criti-
cal to the economy.

So all I am saying, Senator, and all the administration is saying
is if we get down to the 11th hour and we are almost to the point
of reaching a tax bill that does all the things that a majority of the
Senate and the House want it to do and we can’t quite bridge the
revenue gap, it would be within the realm of consideration of the
administration to consider an oil import fee. And the consideration
would have to be in a way that as modified would produce the over-
all distributional effects that are acceptable.

If you don’t produce any revenue from it, then it is not accepta-
ble. If it can be done with targeting the relief, as Senator Long sug-
gested, to not just the low income but also the home heating oil,
the Northeast and so forth—if that can be done, and you still
produce enough net revenue to make a relevant factor in tax
reform, then we would suggest you leave it on the table.

I don’t think you are going to be able to reach those conclusions
until you get further into tax reform. And that is why, although
my testimony has been unfairly characterized as straddling the
issue, I am really just trying to keep this on the table because I
think when you get into tax reform further, we will all have a
greater appreciation of how tough that exercise is.

Senator BRADLEY. Essentially, you do not want the addition of an
oil import fee to increase the taxes on middle-income people.

Mr. MENTZ. Absolutely not.

Senator BRADLEY. And you would require that there be changes
in the reform package that would make the incidents of the tax no
diffe?rent, the distributional effect, than current law. Is that cor-
rect?

Mr. MenTz. In fact, I hope we could improve on current law, as
the President did and as the House did.

Senator BrapLEY. Well, I think that that is a very important
statement, Mr. Chairman, because one of the things that we will
want to calculate here is not only the amount of revenue that we
raise so that it is revenue neutral, but the distributional effect.
And that is not even counting an eventual tax increase to reduce
the deficit.

Mr. MenTz. Which we are not going to have.
l_fSen_at;or BRADLEY. And so I think that you have complicated our

ife, sir.

Senator WaLrop. I would just observe that I would hope that you
would follow through on those same sentiments and join Senator
Boren and me and others in the elimination of windfall profits tax,
if it concerns you.

Senator BoreN. That would greatly lower the excise taxes and
the cost of production and all the rest, of that.

Senator WaLLoP. It has pretty well been eliminated.

Senator BRADLEY. I will say to the chairman that I have said for
a number of years that that is something that I would be prepared
to do if we got to a world where we could have a fully decontrolled



139

market, and as I believe that we don’t want to put a floor, so I
think we might not want to——

Senator WaLLoP. If it is not decontrolled, it is out of control. We
will put it that way.

Senator Mitchell had an observation, and then I am going to ask
that we move to the remaining panels.

Senator MiTcHELL. Just what I think is a necessary correction,
Mr. Chairman.

Mr. Mentz, after I asked you questions about the distributional
effects of the proposals, Senator Long asked you whether you
would be talking about a home heating oil exemption so that the
net effect would not be as suggested. And you responded yes.

I ask you to look at your own tables, at tables 1 and 2 of your
testimony. Is it not true that the figures that I cited include consid-
eration of an exemption for home heating oil, and that, in fact, in
another column in your own table there are estimated changes in
the tax burden without the exemption, which are even more dis-
proportionate than the ones I suggested.

Mr. MenTtz. Well, that is right, Senator, but I think what I was
referring to in my response to Senator Long was that in order to
get your distributional result to come out, you are going to have to
do more. And it is not just home heating oil that causes the prob-
lem here. It is gasoline. It is other fuels that are impacted by what
will be an increase to some extent on other fuels.

So I think my answer perhaps was not construed as broadly as it
should have been, which is that you have got to fix all of that so
that the distributional problem is corrected.

Senator MircHELL. Well, I understand that. But the clear impli-
cation of the question and the answer was that the figures that I
cited did not include consideration of an exemption for home heat-
ing oil. I merely think the record ought to reflect the fact that the
distributional effects, the figures I cited, were from your table and
included consideration of an exemption. And that, in fact, in an-
other column in your own table, the distributional effects are far
worse in terms of the adverse effect on low income.

Senator WaLLor. May I suggest that I make an observation. We
have 11 witnesses yet to go. It is now a quarter to 12, and as fasci-
nating as it is will not be fascinating to anyone else if we continue
on this side.

I would suggest that probably the administration will entertain
written questions directed to these points.

Secretary Bogas. Certainly, Senator.

Senator WaLLopr. Thank you both very much. I appreciate it.

Mr. MenTz. Thanks, Mr. Chairman.

Senator WaLLor. The remainder of the third panel consists of Dr.
Robert Hall from the Hoover Institution; Dr. Henry M. Schuler;
and Dr. Fred Singer. Dr. Schuler is from CSIS at Georgetown, and
Dr. Singer is from George Mason University.
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STATEMENT OF DR. ROBERT HALL, SENIOR FELLOW, HOOVER
INSTITUTION, AND PROFESSOR OF ECONOMICS, STANFORD
UNIVERSITY, STANFORD, CA

Senlzlitor WaLLor. With gratitude for your patience, I welcome
you all.

Dr. Hall, would you please begin?

Dr. HaLr. Thank you, Mr. Chairman. I am grateful for the oppor-
tunity to present opinions about the oil import fee to this subcom-
mittee. I have a fairly extensive written testimony which I will
only summarize briefly here.

My position on this is very simple to state. An oil import fee is
bad for the economy in general. It is bad for consumers. It is bad
for workers. It is especially bad for farmers. Its only favorable
impact is on the domestic oil, coal, and gas producers, and that
benefit is far outweighed by the generally adverse effects on our
Nation’s economy.

I would point out—and I think many other witnesses have point-
ed out as well—that the decline in oil prices that has occurred over
the past few months has been an outstandingly favorable event for
the U.S. economy. You could hardly ask for ﬁetter news than an
event which stimulates employment and cuts inflation at the same
time.

We have seen the unraveling of the tremendously adverse effects
that occurred in our economy in 1974 and again in 1979 when
OPEC raised the price of oil. All those things reversed themselves
when oil prices declined.

The oil import fee, very simply put, would deny us the benefits of
reduced oil prices. And those benefits are so much larger than the
cost, which admittedly is more in some sectors of our economy by
lower oil prices, that the net national interest is favored by allow-
ing U.S. customers access to the bargains that are now available in
the national oil market.

Let me discuss in more detail some of the particular things that
occur, especially the macroeconomic benefits of the oil slump. That
is my specialty—macroeconomics. And I have examined that very
carefully, again, in the opposite direction originally when oil prices
went up. I examined the damage that was done to the economy.
Now looking at it in the reverse, I find that there are very substan-
tial benefits in the form of reduced inflation and stronger economic
activities.

I think a number of macroeconomists, including the Chairman of
the President’s Council of Economic Advisers, have already indicat-
ed how strong that real effect is. It is, in my estimation, as much as
2 percentage points of GNP improvement thanks to lower oil
prices. And we would lose those 2 percent of real GNP if we im-
posed an oil import fee that reve that decline in oil prices.

Two percent of real GNP is about $50 billion in income for Amer-
ican families, far in excess of the income lost in energy-producing
sectors. And, again, that simply illustrates and underlines the im-
portance to the national economy of lower oil prices.

Another factor that I would call to this subcommittee’s attention
is that the decline in oil ﬁrices has been responsible, among other
things, for the return of the dollar to a more sensible level and the
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restoration of competitiveness of American industries across the
board. And that is a very important influence as well.

We are taking pressure off the demand for imports because im-
ported oil, which is dominant among our imports, is so much
cheaper now. Consequently, the dollar has depreciated.

To put an oil import fee on would cause the dollar to appreciate
again. That would be bad for agriculture, and it would be bad for
industry in general. We must pay attention, as I think we have
learned repeatedly over the last two decades, to what happens to
the value of the dollar.

We cannot ignore the impact of an oil import fee on the value of
the dollar and on the competitiveness of our export industries
which agriculture is foremost.

. With respect to national security, I am not the expert on that
point, but it is certainly something 1 thought about. And it seems
to me that the national security argument so clearly goes against
an oil import fee that I am surprised that that argument would be
offered at all.

An oil import fee causes us to burn up our own oil. OQur security
depends upon maintaining resources, especially standby resources,
such as the strategic petroleum reserve. And now is the time when
oil is a bargain to enlarge strategic reserves, and that would re-
quire more imports; not less.

From the strategic point of view, it seems very clear that proper
energy strategy calls for consuming the oil that is available when
oil is a bargain. And I have no assurance that oil will remain a
‘bargain, and, therefore, the security argument seems to me like it
simply does not go through.

I have already stressed, but let me stress again, that an import
fee is bad for the world economy; it would cause the dollar to ap-
preciate. In particular, another aspect of this that should be kept
in mind by this subcommittee is that a United States tariff on oil
reduces the world price and increases the pressure on friendly oil
producers, such as Mexico. And that, I don’t think, we can forget.
In thinking about the issue of financial instability, which is also
important, U.S. banks admittedly would gain in terms of the per-
formance of their energy loans if we had an import fee. But they
will lose if we have an import fee in terms of their performance of
loans to Mexico and elsewhere to energy producers outside the
United States.

We cannot help them; we hurt them by putting on an import fee.
And that is yet another reason why such a fee would be disaster
for the American economy.

Thank you, Mr. Chairman.

Senator WaLLor. Thank you, Dr. Hall.

[The prepared written statement of Dr. Hall follows:]
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sumaary

An oil import fee is bad for the economy in general. It is bad for
consumnsrs. It is bad for workers. It is bad for farmers. Its only
favorable impact is on domestic oil, coal, and gas producers. Thaé
benefit is far outweighed by the general adverse effect of an oil
import fee.

Recent declines in oil prices are having a highly favorable effect
on the U.S. economy. The brightening of the outlook over the past few
months is almost entirely due to favorable news about oil. Cheaper
oil will give higher real GNP, higher employment, lower interest
rates, and a more competitive dollar. Real GNP in 1986 promises to be
about 1.8 percent higher than it would have been with stable oil
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prices.

Proposed oil import fees would reverse part or all of this
favorable change in the economy. They could cost the nation some $70
billion in output in 1986 and about $200 billion all told.

Cconsiderations of national security point away from an oil import
fee as well. Periods of cheap oil are times when the U.S. should
conserve its own resources and take maximum advantage of bargains in
the world oil market.

An oil import fee would put upward pressure on the dollar, causing
U.S. agricultural products and manufactures to be priced out of world
markets once again.

An ipport fee would further depress the world oil market, creating
added problems for Mexico and other friendly nations that are
important oil exporters.

Finally, an import fee is completely the wrong way to deal with the
financial repercussions of defaults on senergy loans. The fee would

worsen the problem of loans to Mexico and other foreign oil producers.
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Macroeconomic impact of lower oil prices

The decline in the world oil price has invigorated the U.S.
economy. Since last summer, the outlook has brightened
substantially--forecasts of growth in output and employment for 1986
and later are higher, and forecasts for inflation are lower.
Moreover, it is clear that the sharp decline in the price of oil is a
major contributor--perhaps the only important contributor--to the
improvement in the outlook.

Thanks to the painful lessons of the oil price shocks of 1973=-74
and 1978-79, there is a reasonable amount of agreement among
macroeconomists about the magnitude of the impact of changing oil
prices on real activity and prices in the U.S. The decline of
approximately $8 per barrel in effective oil prices will raise real
GNP at year-end by about 1.8 percent and lower inflation by about the
same amount, 1.8 percentage points.

Spot market cil prices have fallen much more than $8 per barrel.
It remains to be seen whether the contract prices governing almost all
actual oil transactions will fall as far as the spot market has, or
whether the spot market will come back up to the $20 level of contract
prices. If contract prices do fall as low as $15, then the favorable
macro impact will be even larger. It is even conceivable that 1986
could be a year without inflation, if the news from the oil market is
good enough,

one important impact of lower world oil pricea is particularly
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important for U.S. agriculture: Cheaper oil has taken the pressure
off the dollar and permitted a movement back toward a reasocnable
valuation of the dollar. U.S. agricultural products and manufactures
now £ind more favorable markets overseas. The cruel experience of
1982-85, when U.S. products were priced out of many world markets, has

come to an end.

Benefits of the oil slump

The benefits to American citizens of the higher real GNP brought by
lower oil prices are enormous. Extra growth of real GNP of close to 2
percent will translate into extra real, after-tax income of over $50
billion for American families. In addition, extra government revenue
and corporate retained earnings will sum to about $20 billion, thanks
to the improved economic conditions brought by lower oil prices.

The benefits of an improved economy are spread widely over states, .
industries, and groups of workers and consumers. Some of the
immediate increases in demand are occurring for energy-using products.
Others are taking place because moderating inflation has brought lower
interest rates and stronger demand for housing and other
interest-sensitive goods and o;rvices. All of these immediate stimuli
are having second and third-round effects as the income generated in
the sectors is being spent in othsr sectors.

Offset against these benefite is the loss of income and employment
in oil and in other primary energy production induastries. These

losses cannot be ignored; they are particularly salient in the major
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oil-producing states. However, the losses are included in real GNP.
The fact that real GNP rises dramatically shows that national welfare

improves, on net, when oil prices fall.

The macroeconomic costs of an oil import fee

This subcommittee is considering bills that would reverse part or
all of the impact of the decline in world oil prices. They would
impose either a $10 per barrel fee or a sliding fee on oil imports.
The effect would be to raise the U.S. price of oil to either $10 above
the world price, or to $22 per barrel, under the sliding fee. As long
as the effective price of oil remains less than $10 per barrel below
its o0ld level, the $10 import fee could actually raise the U.S. price
of oil above its level of last summer. On the other hand, as long as
the effective price of oil in the U.S. is not much below $22, the
sliding fee would have relatively little impact.

Very simply, the immediate net cost of an oil import fee would be
the loss of the real GNP increase that would otherwise have occurred.
For the $10 import fee, that cost would be about 2 percent of real
GNP, or over $80 billion. Moreover, even if oil prices stabilize at
thelr current levels, the stimulus to higher real GNP will continue
into future years. The value of the total stimulus lost because of an
oil import fee could easily total $200 billion.

With respect to the sliding fee, if the world oil price settles at
an effective level of $17 per barrel, so that the sliding fee is $5

per barrel, then the overall macro cost would be half the figures just
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given. The cost would be around $40 billion in the first year and
perhaps $100 billion all told.

Microsconomic costs

In addition to the macroeconomic costs just discussed, an import
fae imposes microecomic costs by depriving U.S. consumers of bargains
currently available in the world oil market. The fee causes consumers
to purchase oil produced in the U.S. at greater cost than the price
charged by foreign producers of oil. The extra U.S. production

stimulated by the fee is uneconomic and wasteful.

National security

Proponents of the import fee base their case primarily on the
proposition that the shrinkage of U.S. production that will occur with
lower world oil prices is harmful to national security. Even on its
own terms, this argument flawed. If the nation builds a high tariff
wall against imported oil, it will deplete its limited domestic
resources all the faster.

In the worst case, the U.8. would burn up its own oil during a
period when OPEC was weak and the world oil price low, and then turn
around and import large amounts of oil just when OPEC gets back on its
feet and the world price is high.

041 is a strategic material and our policy should recognize that
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fact. But using an oil import fee to keep out cheap imported oil and
stimulate the production of expensive domestic oil is not the right
answer. Instead, our -trggctic policy should take advantage of
bargains in the world oil market when they occur. At the same tixe,
it should prepare to deal with episodes of sharp OPEC cutbacks, such
as the ones that occurred in 1973-74 and 1978-79. The Strategic

Petroleum Reserve is an example of a good standby policy.

Inpact of a U.8. import fee on the world economy

Another justification advanced by the proponents of the oil import
fee is that the U.S. is such a big consumer in the world oil market
that a cutback in U.S. oil imports, achieved by an import fee, will
lower the world oil price. As they point out, it is a possibility
that part of the cost of an oil import fee will be paid by foreign
producers rather than Y.S. consumers. Such an argument could be made
against free trade in many markets. Three counter-arguments are
conclusive, in my view:

First, the argument makes the untenable assumption that nothing
else in the world would change if the U.S. put a heavy tariff on oil.
In fact, many other nations may respond by putting their own tariffs
in place. Free trade is a mutually beneficial, but fragile,
equilibrium. A major departure in the form of an oil import fee would
further threaten that equilibrium.

Second, the argument completely overlooks the impact of an oil
import fee on the values of the dollar. Cheaper oil is one of the
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reasons that the dollar has declined substantially in recent months.
An oil import fee would send the dollar back up to levels that would
inhibit the competitiveness of U.S. products in world oil markets.
Farmers, in particular, would be injured by the restoration of an
overvalued dollar through an oil import faee.

Third, the argument that we should impose an import fee in order to
lower the world oil price gives no weight to the impact of even lower
oil prices on producers who are long-term allies of the U.S. Much of
world oil output today comes froa Britain, Norway, Mexico, Venezuela,
and other friendly nations. Mexico, in particular, is suffering badly
from the dacline in oil prices. A proposal that the U.S. should join
Saudia Arabia in further lowering the world oil price is hardly a good
neighbor policy.

Finanocial stadility

Another element of the case made by some proponents of the oil
inport fee is that higher domestic oil prices will prevent defaults by
oil producers that may threaten the stability of the financial system.
However, using the fee to improve financial stability is detective for
two reasons. First, whatever gain is achieved in limiting banks'
exposure in donestic markets is largely lost by worsening exposure in
foreign markets. As I just noted, an oil import fee will further
depress the world oil market and add to the problem of defaults by .
Mexico and other foreign borrowers. Second, sven in the domestic

arena, we have much better policies for limiting the impact of loan

~
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defaults. Through deposit insurance and the discretionary power of
the Federal Reserve, despositors are fully protected already. Only
the ‘shareholders of banks are at risk. Consequently, the use of an
oil import fee for financial stabilization amounts, very simply, to a
bailout of the shareholders. Shareholding is the principul mechanisn
in our economy for the distribution of risk. The government cannot
and should not try to limit the risk taken on by shareholders.
Shareholders are generally wealthy individuals and are well
compensated by the generally high returns from the stock market.
There 1s no good economic case for bailing out shareholders hurt by
declining oil prices, elthor in banking or in the 6netgy industry
itself.

conclusions

An oil import fee is bad economic policy. A fixed fee of $10 per
barrel would cost the nation over $200 billion in lost output. A
sliding fee that fixed the domestic price of oil at $22 would be less
costly today, but could bhe extremely costly if the world oil price
fell further from today's level.

The only economic benefit the nation would derive from an oil
import fee is the stimulus to employment and output in the domestic
energy industry. Otherwise, the economic impact is entirely negative.
The factors I have identified in this testimony are:

1. Macroeconomic costs of $100 billion, $200 billion, or more,

taking the form of reduced real income for families, lower retained
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earnings available for investment by corporations, and lower real
revenue of federal, state, and local governments,

2. Microeconomic costs associated with energy production in the
U.S. at costs in excess of the cost of buying the same energy in the
world market.

3. The cost to national security caused by depleting U.S.
resources at a time when bargains are available in the world market.

4. The cost to U.S. and vorld trade of a breakdown in free trade
exacerbated by U.6. protectionism in the oil market.

5. The loss of competitiveness in agriculture and manufactures
associated with the appreciation of the dollar caused by an oil import
fee.

6. The damage done to friendly oil produc;r- by the further
depression of the world oil price brought on by the import fee.

I submit that this list constitutes a conclusive case against the oil
import fee.



152

STATEMENT OF DR. HENRY M. SCHULER, HOLDER OF DEWEY F.
BARTLETT CHAIR IN ENERGY SECURITY STUDIES, CENTER FOR
STRATEGIC AND INTERNATIONAL STUDIES, GEORGETOWN UNI-
VERSITY, WASHINGTON, DC

Senator WaALLop. Dr. Schuler.

Dr. ScRULER. Thank you, Mr. Chairman.

I listened with great interest to the discussion of the energy secu-
rity benefits and how it might be possible to drive down the price
of OPEC oil. I don’t believe there are many people in this room
who have a greater commitment to energy security, and I know
there is nobody in this room who has spent more time in Tripoli
and Tehran as a negotiator trying to keep the prices of that oil
down. So, therefore, if I thought it was going to achieve those bene-
fits, I would, obviously, support an oil import fee.

But like Dr. Greenspan, I do not think an oil import fee would
achieve that result.

So I would like to address the question which I think is really
fundamental. I think the administration had made it clear, and
there are many in Congress who have made it clear, that they
really view an oil import fee as a revenue raiser, either to reduce
taxes or to reduce budget deficits.

And I think it is fallacious to assume that the OPEC producers
are simply going to stand aside and allow the revenues on their de-
pleting assets to be shifted from producers to consuming govern-
ments, particularly to that of the largest oil importer in the word.

So I would like to address these remarks to what OPEC could do
about it were they not to like this situation.

And I would like to start by saying that of the 15.4 million bar-
rels a day that the OECD nations imported in 1985, OPEC provided
two-thirds. If you add Mexico, which has been a better member of
OPEC than most formal members, you raise it to three-quarters of
the oil imports of the industrial world came from OPEC in 1985.

Senator BRADLEY. Could you repeat that?

Dr. ScHULER. Two-thirds of the——

Senator BRADLEY. The whole statistic.

Dr. ScHULER. I take these statistics from the EIA’s January 20
report which only covered the first two quarters, but I do not think
there was a significant change over the full calendar year. Of the
OECD’s 15.4 million barrels per day of imports, two-thirds was
from OPEC. If you add the 1% million barrels a day of Mexican
exports, you raise it to the order of magnitude of three-quarters of
industrial world imports came from OPEC and collaborators. ’

Now if those countries were to reduce that supply, as Dr. Green-
span indicated, if the oil supply is reduced, obviously, prices will
begin to climb. If those countries, OPEC, were able to reduce sup-
plies, there is no place that it can be made up. There is no unuti-
lized capacity in the United States; none in the Soviet Union; none
in the People’s Republic; none in the North Sea. And until a week
ago, I thought there was 100,000 barrels a doy in Alberta. But a
conference we had on Monday indicated that there isn’t even that
much in Canada. So there is simply no unutilized capacity that can
be brought on.
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And this is not just a hypothetical argument. There is a very
strong and growing element within OPEC which argues that the
market preservation strategy is the wrong strategy, and that in-
stead of preserving markets, they should preserve revenues, and be
willing to be the residual supplier. But as volume goes down, stick
up the price.

And it takes on a very strong political connotation because you
have got Iran, Libya, and Algeria as the hawks on the one side and
you have Saudi Arabia, Kuwait, and the others on the other side.

So it takes on this political connotation. The Iranian strategy
cannot work, prices will not go up, as long as Saudi Arabia is will-
ing to utilize its excess production capacity to keep prices down.
Obviously, that is in Saudi Arabia’s long-term global macroeconom-
ic interest to keep the price down and preserve future markets. But
it creates enormous immediate regional political problems for the
Saudis. Iran is sitting on the Kuwaiti border. Egypt is suffering
from riots. Egypt, which is the one Arab country that could offer a
potential counter-weight to Iran, is suffering enormously from loss
of oil revenues. Not only is the price of their oil declining, but
tanker transit fees through the Suez Canal, repatriated earnings
from the gulf, all those things are falling. So Saudi Arabia is under
enormous political pressures.

And in my view, the imposition of a crude oil import fee would
be the straw that broke the camel’s back, because at that point we
would be saying the U.S. consumer is prepared to pay more money
for that oil, but we are going to take that additional revenue—we,
the consuming government—rather than give it to the producers.

And there is a general view within OPEC that the Saudis are
simply part of a conspiracy with the industrial world to drive the
v: "~e of oil down. And were the Saudis to put up with this kind of a
% _uation, they clearly would be accepting that that is precisely
what they are doing, working with the industrial world. And there
would be no intellectual basis for the Saudi argument that if we
can reduce the price of o0il to the consumer, it will increase
demand.

Obviously, if we raise it up through a tax, that can’t happen;
there is no intellectual basis for the Saudi argument. At that point
it seems to me they do what they did during the 1970’s which is to
say let us take a low profile, put our immediate political concerns

- above our long-term economic interest, snd let the hawks make the
running, and we know exactly what they want to do. Iran, Libya,
and Algeria want to restore prices to $30 a barrel and raise them
from there.

Thank you.

Senator WaLLop. Thank you, Dr. Schuler.

[The prepared written statement of Dr. Schuler follows:]
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I appreciate thg opportunity to testify before this
Committee in opposition to an o0il import fee. Although I now
hold the Dewey F. Bartlett Chair in Energy Security at Georgetown
Unjversity's Center for Strategic and International Studies, the
Center does not adopt institutional positions, and this testimony
is based, in any event, upon my personal experience as a member
of a team representing twenty-three major and independent oil
companies in negotiations with OPEC over oil prices'during the
1970s.,

That very real practical experience seem~ to me especially
relevant to the rising interest in using an 0il import fee to
raise revenues because it denies the current assumption that OPEC
will stand idly by while the United States captures for itself a
portion of the price paid by consumers. It simply flies in the
face of logic and history to assume that the governments of
exporting countries will dociley permit the government of the
world's largest o0il importer to enrich itself at their expense.
In my judgment, their reaction will be l1ike that of the Shah who
was especially vociferous in insisting that "If any government is
going to impose taxes on Iran's dépleting asset, it is going to
be mine!"®

Therefore, while this Committee will receive a lot of
valuable input about the impact of an oil import fee upon our own
energy and fiscal policies, I would urge Congress first to
consider carefully the impact upon OPEC's pricing policies. I
beljeve that such careful consideration will reveal that OPEC

currently suffers from a lack of self-interested discipline

60-592 0 - 86 - b
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rather than from a lack of market power and that a U.S. effort to
capture oil revenues is the one certain way to revive OPEC
discipline. -

I should perhaps add at this point that I would be prepared
to reconsider my opposition and join the debate over the efficacy
of an oil import fee for energy security at such time as I become
convinced that OPEC's potential to wreak havoc on our economy is
truly and permanently broken. But that is not my view at this
time for the following reasons.

1. OPEC continues overwhelmingly to dominate that
portion of the world's oil productjon which is available for
export. During the first half of 1985 (the latest statistics
avajlable in the Energy Information Administration's January 20,
1986 edition of the "International Petroleum Statistics Report®),
OPEC still provided two-thirds of the 15.4:n11110n barrels per
day (b/d) of oi{ imports which OECD members had to purchase to
meet demand. If the 1.5 million b/d of OECD imports from Mexico
are added in recognition of our neighbor's full cooperation with
OPEC policies, the share of OECD jimports providea by OPEC members
and collaborators rises to over three-quarters. Other OPEC
collaborators such as Egypt, Brunei and Malaysia provide
significant additional volumes of OECD jimports.

2. 1f OPEC members and collaborators were to reduce
their exports, markets would inexorably tighten. Although there
may be 10-12 million b/d of unutilized world oil production
capacity which could be made available within thirty days,
virtually all of it is controlled by OPEC members and
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collaborators. There is no unutilized capacity in the North Sea,
none in the USSR, none in the People's Republic of China, none in
the United States and no more than 100,000 b/d in Canada. Nor
would oil~-in-storage alleviate an OPEC-induced shortage for long
because OECD commercial inventories are at their lowest level
since 1973, and government stocks are intended for use only in a
dire emergency. It should also be noted that the vast volumes of
unnecessary oil consumption which could be wrung quickly out of_
the system during the OPEC-induced shortages of the 1970s are no
longer available thanks to mandatory automobile efficiency and
investments made in conservation and fuel-switching when oil

cost $40 per barrel and was expected to rise rapidly. In sum,
the industrial world has no really viable option if OPEC members
were to restrict the volume of oil which they made available for
export.

3. The possibility of renewed OPEC pressure on oil
exports is far from academic, for there is a strong - and growing
= segment of the organization's membership which proposes to
reduce productijon in order to restore earlier price levels. This
group is led by Iran which formally disassociated itself from the
first $5 price cut in March 1983 and has argued ever since‘for
immediate restoration of prices in the $30-plus range even though
it has of course been forced by market pressures to match OPEC
cuts. It is important to recognize that while willingness to
confront "Western imperialists®™ gives it strong political appeal,
the Iranian strategy is not derived from revolutionary bombast.

Teheran's strategy paper, a summary of which is attached courtesy
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of Petroleum Intelligence Weekly, was prepared in fact by a

wWestern-educated econometrician who was oil advisor to Minister
Amouzegar during the Shah's reign. It is based on an entirely
respectable recognition that all export prices would have to be
cut to $15 per barrel or less for a significant period of time in
order to increase current oil demand through shutting-in flowing
non-OPEC production, reversing earlier price-induced (and now
investment-sustained) fuel-switching and energy efficiency, and
expanding economic growth. The consequences for revenue-pinched
OPEC countries would be disastrous because price elasticities
would certainly not act rapidly enough to permit exporters to
make-up in volume what they lost in price. But, arqued Iran, the
slow working of price elasticities cuté both ways so, instead of
preserving market share, OPEC should attempt to preserve revenues
by compensating for reduced output through gradual price
increases from the old $34 level. Again it should be noted that
this emphasis on a formula approach to oil pricing is not out-
of-1ine with mainline economic theory that peaks and troughs are
the real barriers to sustained economic growth.

Although the Iranian analysis was not adopted as the basis
for OPEC policy in 1983, subsequent market developments have
tended to discredit the market-preservation strategy and to give
credence to the revenue-preservation strategy, especially among
those OPEC members who ngfez most acutely from current revenue
short-falls, those who lack the unutilized capacity required to
take advantage of any expanded medium term demand and those who

lack the o0il reserves to benefit from long term market growth,
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The combination of political and economic discontent with current
OPEC policy has produced growing support for the Iranian
position. In December 1984, Libya and Algeria joined Iran in
rejecting the second Saudi-sponsored price reduction. At the
July 1985 meeting of OPEC's Market Monitoring Committee, it was
Iraq's oil minister who proposed the revenue-preservation
strategy which was unanimously endorsed by that Committee,
chaired by the oil minister of the UAE and including Ecuador as
well as Iraq, Iran, Libya and Algeria. Although the MMC proposal
was rejected by the full OPEC meeting a few days later, Saudi
Arabia's subsequent declaration of a price war has prompted
several previously passive OPEC members including, reportedly,
Venezuela and Nigeria, to shift toward it.

4. Growing support for a revenue-preservation strategy

involving restoration of $30 oil is doomed to failure so lonqg as

capacity to subvert any move by other exporters to tighten

markets. Without denying the importance of reduced demand and
expanded non-OPEC supply, we ignore the contribution of Saudi oil
policy to current market softness at our peril. Responding at
long last to repeated U.S. pleas for a long-term global view of
oil markets, the Saudis began in 1980 to assert their full
production potential on behalf of price restraint. After
facilitating a massive inventory build and selling oil at $4 per
barrel below market price during 1980 and 1981, the Saudis
manipulated OPEC to adopt the first-ever OPEC price reduction of

$5 per barrel in March 1983. Moreover, they repeatedly announced
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thereafter that they would accept no nominal price incféase for
the foreseeable future, a policy which was designed to produce a
real decline when the effect of inflation was included. As
intended, this Saudi initiative foreclosed the Iranian
alternative, and, whether intended or not, it also contributed
enormously to further price weakness. Once prices started
downwards, the slide gained momentum on both sides of oil
balances. For exporiers. lower prices meant the threat of even
lower revenues so the most hard pressed had no political
alternative but to attempt to gain immediate market share by
discounting their o0il, thereby adding to excess supplies. For
importers, lower prices meant the promise of lower costs, so they
had no commercial alternative but to abandon term contracts and
run-down inventories, thereby reducing already inadequate demand.

While the Saudis' gigantic proven reserves create an obvious
long-term global market justification for price restraint and a
market preservation strategy, that logic was no less clear to 0il1 °
Minister Yamani during the 19708 when Saudi Arabia refused to
exercise its oil clout to curb the oPEC hawks. That earlier
timidity should be recognized as an unmistakable signal that the
House of Saud will invariably sacrifice its long-term global
economic interests when they come into conflict with immediate
domestic or regional political threats. Failure to set
priorities in this fashion would only accelerate dynastic shifts
or even political upheaval.

S. The current Saudi pil policy of encouraging an OREC

price war without fulfilling the Kingdom's own revenue
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requirements is exacerbating political threats at home and in the
region. Not wishing to impose on the time of this committee with
a fulsome catalogue of geopolitical developments, I will
highlight just a few of the threats faced by Saudi Arabia.

o Iran, the principal regional power and champion of
the alternative strategy, has thteateﬁed to respond to a
price war with terrorism, subversion and sabotage. Perhaps
the Iranian radicals are only bluffing, but their designs on
the Kingdom's o0il fields and holy places in not going to
disappear .

o Eqypt, the potential counter-weight to Iran, is
threatened by radical fundamentalist unrest which finds
fertllé ground in an economic situation deteriorating from
reduced oil sales, reduced tanker tolls from the Suez Canal,
reduced Arab tourism and reduced remittances from workers in
the Gulf.

© North Yemen, a buffer against the Soviet presence
in South Yemen, is threatened by unemployed workers sent
home by Saudi Arabjia at a time when the newly-installed hard
line Marxists in Aden are likely to become more aggressive.

o Radicalization of the Palestinian movement is a
likely outcome of Arafat's vacillation, Hussein's
rapprochement with Syria and the impending return of a Likud
government in Israel.

o0 Despite extreme efforts to avoid a war of
attrition, Irag seems incapable of forcing Iran to the

bargaining table so Saudi Arabia is faced with continuing
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demands on its revenues to finance the Iraqi war effort.

o The Saudi need to carve up a snrinking economic
pie at home strains long-standing dynastic, provincial,
social and confessional balances.

o The inadequacy of Saudi oil clout to win U.S,
approval of Arab arms purchases and foreign policy goals
tends to alienate the Saudi military and to raise concerns
about American steadfastness in the event of armed

aggression or internal upheaval.

In sum, the House of Saud is under growing pressure to
rgconsider the wisdom of a confrontational oil policy which
immediately incurs a high profile and high risks but promises
only meager long-term benefits.

6. Given the present Saudi political and economic climate,
1 strongly believe fhat U.S, imposition of an import fee would
prompt the Saudis to relinguish leadersbip of OPEC to Iran., a
development which would have enormous political/strategic
repercusszions as well as economic/commercial consequences. It
seems to me inconceivable that the Saudis would continue
accepting the already heavy political cost of declaring a pfice
war on fellow producers while accomodating the wishes of the
United States because

o Saudi Arabia would be said to aid and abet the
transfer of oil revenues from producer governments to
consumer governments.

o The hawks would charge that Saudi Arabia was not
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only cooperating in a "U.S. plot" to destroy OPEC but also
in a "zionist plot" to impoverish the Arabs.

o Finally, the imposition of an o0il import fee would
eliminate whatever intellectual basis exists for the Saudi
strategy. After all, if consumers do not enjoy lower
crude oil prices, there is no reason to expect them to

increase demand.

In conclusion, I would urge this Committee and Congress
to give careful consideration to the threshold question of
whether there is much prospect of enjoying a "free lunch®, or,
more precisely, a lunch paid for by OPEC. If imposition of an
oil import fee prompts a basically pro-American and Islamic
*modernist™ monarchy in Saudi Arabia to relinguish control of
OPEC to an unabashedly anti-American and Islamic "fundamentalist®
revolution in Iran or - worse - if such imposition prompts the
overthrow of the House of Saud, then we will indeed have paid an

exceedingly high price for that lunch.
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Iran Tells Opec: “Raise Prices, Lower Outpul”

Follerwing wre excerpts from u paper.

“Views of the lranian Delegation on Opec

Long-Term Strategy " presented to the Nov. 1516 munistertal Long-Term Siraiegy
Comnuttee in London, as obtained by PIW from a parncipant (p 2). The Executive
Summary is almost verbatim. while the Crinque sectivn contains edited highlights.

EXECUTIVE SUMMARY

The need for an in-depth study and analyss of the many
aspects of the complex issues involved in the formulation of
a logical long-term pricing and production strategy [for
Opec was stressed repeatedly at the two-day meeting of the
long-term  strategy (LTS) experts committee held in
London in September uf this year.

Almost all delegates there questioned the validity of
the main theme of the Secretariat’s report which appeared
10 take “reacuvation or increase of demand for Opec oil™
as the main objcuve of the Opec's long-term strategy.
Most delegates were of the opinion that the sbove theme
does not constitute a proper objective for Opec LTS since
. increasing demand for Opec o1l does not necessarily bring
about “maximization of Opec revenues from Opec oil
exports.” The latter would constitute a certainly more
plausible goal or objective for Opec LTS. It was then stated
by several delegations that more careful study to determine
the proper goals and objectives for Opec strategy was re-
quired.

At the experts’ meeting 1n September, Iran reminded the
commuttee that Opec pricing and production strategy
objectives given in the Opec Solemn Declaration (following
the Heads of States meeting in 1975) should be adopted
as the main guidelines for Opec strategy, as they h:d

sectors of Opec countnes’ economies 1s the main objective
of Opec= strategy, then it is shown that increasing the price
of Opec oil up to a certain point will be useful for the
econcmies of both consuming and producing countries,
due to positive recycting eflects of increased trade between
Opec and oil importing countries.

The opumum price range, beyond which any (urther
price increase would be harmful to both consumer and
producer coumries, can be determined if genuine coopera-
ton between economic experts of Opec member countries
(1o reach agreement on basic objectives and assumptions)
is achieved, followed by subsequent cooperation with con-
sumer countries of both the industrialized and other third
world countries.

Working Purty

Iran would like this thesis to be evaluated by other Opec
members, from whom it also invites contributions. Iran
proposes that a serious effort be made by all member
countries at the level of their top economic and technical
experts on long-term pricing and production strategy for
Opec, wuh a view 1o resolving the complex issues involved
in the deter of an Opec sirategy. o
order to establish a scientifiz and logical basis (or reaching
agreement on some of the controversial issues involved,
we propose that a semi-permanent working party of top

already been adopted by heads of stater These

and technical experts of all member countries be

the goals of conservation of Opec petrol and
opumum use of their depleubl: resources for rapid
economic development of Opec countries’ economies.

Iran’s Thesis

The Iranian delegate then briefly reviewed the results of
two studies carried out by lran in the past few years for
Jetermining an optimum Opec strategy. Iis two long-term
goals were: a) maximization of OQpec countries' oil reveaue
stream over a long penod, and b) rapid capital formation
n other sectors of Opec countries’ economies so as to
generate new sources of income after depletion of oil
reserves

Tran's stressed in that the two dis-
tinct sirategy options obtained from these [ranian studies
(which were submitted in reports 10 the LTS committee
uf Feb.1980 in London and the Taif conference of May
1980 as well 25 10 the Opec Energy & Development Seminar
of 1980 1n Vienna) tfrom the main basis of [ran's thess
on Opec pricing and production strategy. They yield re-
sults which question the advisability for Opec of following
any of the strategy oplions proposed in the Secrelariat’s
report:

a) Fint option If maumizauon of the present worth of
Opec's revenue siream over a long period (e.g. 30 or 50
yvears) 1s taken as the main objective, then it ¢an be shown
thal the optimum strategy for Opec would be to increase
the price ot Opec o1l a1 an annual rate equal to the reai
rate of interest (which mav come to 3% -8% per annum
in present day terms)

b1 Second Option [t rupid capual tormation wa non-oil

< "
P

d initially for a peniod of 34 months lo work in
Opec headquarters in Vienna, or any other mutually
agreed venue, to carefully study the problem and report
findings to the LTS experts committee. If the experts
committee approves them, these findings can be submitied
hrough the LTS mi ial to the Conf

This will resuit, hopefully, in preparation of a long-term
guideline or formula 10 be given lo the Economic Com-
mission Board for their dehbermons in making short-term
pricing and prod r to the Conference.

CRITIQUE OF SECRETARIAT REPORT

The Secretariat's LTS report reviews the evolution of the
oil price structure in the last decade and the reasons for
the demand decline for Opec oil in this period. It coa-
centrates on “ways and means to increase demand for Opec
oil” as the main theme of the report and suggests four
different sirategy options for Opec pricing policies in the
future to be considered by the LTS experts committee.

Three of the four options or scenanos suggesied for
Opec pricing policy advocate various formulae for freezing
or even reducing the nominal price of oil, or other ways of
gradually reducing oil prices in real terms for an indefinite
penod, unul the world Jemand for Opec oii reaches a
predetermuned desirable level. This is not at all surprising
since the Secretanat’s analysis 1s based on the premise that
the main objective ot Opec strategy should be to “increase
world Jdemand for Opec 0il.” a goal which cannot be
achieved except by continuous phnice dechne, either 1n
nomunal or real terms.
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Strategic Ohjectives

All delegations except Saudi Arabia quest:oned the
validity of this objective for Opec strategy. They argued
that the meve increase 1n Opec’s market share does not
necessanily bring aboul maximizaton of Opec revenues,
which coastitutes a more plausible and useful objective.

Price Elasticity

2. It is a universally accepted ract that the long-lerm
price elasticity of demand for oil is less than unuty. Thns
means that even if a price red were !reely tr
to the final , the pe ge rise in d would
be smaller than the pnce reducuon ll we 1ake price

Apparently, the Secretanat's choice of i the
Jemand for Opec o1l” for the theme of Opec slnle'y is
due 10 the fear that any dechine in demand for Opec oil,
or a gradual decrease in Opec’s market share (such as has
been witnessed in récent years) would result in a gradual
decline in Opec export revenues.

We believe that nothing 1s wrong with a gradual Jechne
n the demand for Opec ol if it is accompanied by an
equil or faster rate of price rise so that export revenues do
not decline.

A glance at the evolution of the price and d d levels

y as 40% ( ty by the World
Bank and accepted by the Opec Secretariat), the 17%
decrease in the Opec oil price adopted by the March
1983 Conference could cause an increase in demand for
Opec oil, in the long term, of about 7%. This would
reduce export reveaues about 10%, thus app!ym; pressure
on each Opec oil producer to i
quotas by 10% (o keep previously established levels of
export reveaue intact. This would further weaken the
market for Opec oil.
3. Accepting that at a certain price level for oil, price

tor Opec oil in the last six years proves this point, since
the value of Opec's present reduced production of about
17-milion bsd at $29 a barrel s certainly much more
compared with the value of its production of some 30-mil-
lton b/d at a price of $12.70 in 1978, just before the price
adjustments of 1979-80. The value of Opec production
has increased from some $390-million a day to about
$500-million a day despite a definite decrease in demand
tor Opec oil

Price Freese No Remedy

The (ollowing simple facts demonstrate that [reezing or
reducing Opec oul prices in the next few years, ac a remedy
for present Opec problems, would not represent sound
policy and would be detrimental 1o long-term interests
of Opec countries:

1. The Opec Secretanial observes several times in its
report that the 35 a barre! reduction in Opec's “marker”
crude oil price in March 1983, has not provided consumers
with the expected incentive that would reactivate demand
for Opec oil—because treasuries in oil consuming countries
have, in most cases, captured for their government the
benefit of the price cut through taxation and improvements
in the balances of payments. Hence it is not clear why the
Secretarial, despite its own that gov
and o1l companies have prevenled the price cut being
transmitted to the final consumer, still advocates or even

id further red of Opec oil prices, be it in
nominal or real terms.

One obvious lesson from events of the past eight moaths
would be to 14verse events by immediately restoring the
Opec marker crude price to the former $34 a barrel. This
would end the senseless transfer from the poor aations of
Opec of some $25-billion a year of badly needed deveiop-
ment funds.

What 1s obvious 1s that any Opec price cut which does
not boost demand would only cause excess desire in each
of the producing counlries to increase their individual
production and maintain export revenue at levels pl d

may exceed unity, the economics of depletable
resources shows thal maximization of revenue and con-
servation can best be achieved by a gradual increase
in prices at an annual rate equal to the rate of interest.
4. The sharp price jumps of 1979-80 which were dam-
aging 1o both consumers and in the long term to pro-
ducers, were themselves the result of earlier Jdecisions to
freeze prices in 1977-78 which Iran warned would have
unhappy consequences. Those in Opec who insisted on
umposing the pnce freeze of 1977-78 (and subsequently
d it ) should in retrospect
have learnt the lesson that if they had not yielded to the
insistence of the mduslrulnzed countnes of lhe Wm.
but had acted more resp b 2
rate of gradual price increase, they would Inve witnessed
a much healthier evolution of Opec oil prices. This would
probably have avoided the price jump of 1979-80 as well
as the Opec price cut of 1983, A uniform annual rate
of increase of Opec oil prices of about 21% during the
six-year period 1977-82 would have taken us gradually
from $12.70 a barrel to $34 a barrel.

Subatitution

5. One argument put forward by the Secretariat for
a gradual lowering of the real price of Opec oil is that
this would discourage new investments in alternative energy
sources (such as non-Opec shut-in reserves, synthetic fuels
etc.), and also slow down market penetration of developed
sources such as coal. A counter-argument put forward by
many Opec members is that this investment 18 spurred
more by desire for national energy resources and for

duced Opec d ; than by
Thus a small change in prices won't necessarily alter gually
invesiment policies in industrialized countries or LDCs.

6. The argument that Opec must maintain market share
in order to continue exercising influence in the long term
is put forward by those who assert that without this Opec
would be vulnerable to ccmpetilion from different and new
sources of energy. But the size of remaining reserves may,
m fact, be a more important deterrent 1o those considering

before the price cut.

The higher propeasity 1o export caused by price reduc-
t1on €an only lead to creanon of a surplus which will cause
further weakening of the market and more downward
pressure on Opec prices. this further increases the export
propensity and ieads to a chain reaction ending in a
senous market glut.

in i for Opec oil.

Thus we see that there are two sides to every coin.
Contrary to the conclusions and unwarranted coacern
expressed in the Opec Secretanat’s report about the negative
effects of Opec price increases. we find that there are
indeed certain positive effects from Opec price increases
which should not be overlooked in a serious in-depih
study of the Opec long-term strategy issues.
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STATEMENT OF DR. S. FRED SINGER, VISITING EMINENT
SCHOLAR, GEORGE MASON UNIVERSITY, FAIRFAX, VA

Senator WaALLop. Dr. Singer.

Dr. SINGER. Thank you, Mr. Chairman.

I want to give a three-point economic rationale in support of the
Wallop-Bentsen bill, S. 1997, which proposes a floating—that is, a
variable—import fee; it is equal to the difference between a refer-
ence price of about $22 and the world price whenever it is lower.

Now this variable import fee is a temporary fee. It goes into
effect only when the world price is pushed below this reference
price. It, therefore, does not raise costs; it stabilizes the price at the
reference level. And its major purpose, as I see it, is not a tax, but
for conservation. .

Please try not to think of it as a tax. And I will try not to use
that word, if I can help it.

I do not support, I had better state it again, a straight oil tariff,
which would raise energy costs, which would raise revenues, which
would be a tax. I object to that.

And most of the objections that I have heard this morning from
various witnesses address this latter tax, this straight tariff. I
think we shotld be talking here about the variable import fee,
which is not designed to raise revenues, but simply stabilizes the
price. :

Now it is important that this reference price be set properly. Be-
cause if you set it too high, you turn this fee into a tax. Obviously,
if you set the reference price at about $30, the fee becomes a tax.

In my view, the correct price in 1986 is $22. I arrive at this by
constructing a model, a mathematical model, whose major assump-
tion is that the price, the world price, is set by Saudi Arabia in
such a way as to maximize their profits. It assumes that they act
rationally over the long term. It assumes that prices may fluctuate
above and below, but in the long term they will try to achieve a
price which maximizes their profits.

I believe that this model has been well tested in the last few
years. The model was published several years ago. It predicts a
price of $18 in 1982 dollars for 1986, and that is $22 in 1986 dollars.

If you want to look at the backup, it is given in the written testi-
mony. I will not repeat it here. The base case is curve 4 out of the
various curves that are plotted there. The present price, which is
$12 or thereabouts, I view as an overreaction of the market; I think
it is temporary and will soon increase.

Again, the variable import fee is not a tax, and, therefore, of
course, it is revenue neutral. And it is not regressive. I think all
these discussions are irrelevant when we discuss the stabilizing
function of this fee.

The next point that I want to make is that this variable import
fee should be looked at as a countervailing tariff of the kind that
we would use now to fight dumping. We do have antidumping legis-
lation on our books administered by the Department of the Treas-

ury.

l'Klow normally when we think of dumping, we would think of
someone selling below his cost in certain markets in order to
squeeze out competition. What is happening now is very similar to
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that. Saudi Arabia is selling below their optimum price, below
their best economic price, in order to squeeze out competition.

They have announced that they have started a price war. In fact,
in addition to doubling their production, they have also sold off
their stockpiled oil, dumping it on the market. So it has all of the
aspects of dumping. And I think a countervailing tariff is the way
to meet this problem.

The third point I would like to make is that the main purpose of
this variable import fee should be conservation: not the raising of
revenues. And I am not speaking only of conservation for consum-
ers. I think that is obvious. We all know how that works.

I would like to talk particularly about conservation for produc-
ers. It has been mentioned several times this morning. But let me
emphasize that if the price drops for a short time—and I am speak-
ing of several weeks—below this reference price, this will cause
many wells to shut in prematurely and be plugged.

There are about half a million stripper wells out there that
supply 12 percent of U.S. production. The rate of abandonment, of
premature abandonment, is going up drastically. It has doubled be-
tween 1980 and 1984. It is going to skyrocket this year as prices
really drop.

Once a well is plugged, it will never be reopened, even if the
price rebounds. It is just too expensive to reopen a plugged well,
That oil is permanently lost, and I would maintain that this goes
against the principles of conservation, of resource conservation.

Because of all the things I have said here, I feel there is no need
for exemptions to special user groups, and there certainly is no
need to exempt Western Hemisphere producers. It would not only
make everything very complicated, but it is not necessary.

The issue of Mexico has been mentioned several times. I think it
is a red herring. Certainly, if we import less oil as a result of stabi-
lizing the price, this would put pressure on the world price, and it
will go down. And I think we all agree that it is a good thing for
the world price to go down.

But Mexico will not get hurt any worse, whether we put on this
variable import fee, or whether we simply conserve and use less oil.
Qil conservation of various sorts will drive the world price down,
and I think that is what we should be aiming for.

Let me summarize. We don’t have a free market in oil in the
world. We have price manipulation primarily by Saudi Arabia.
They can drive the price up or down as they wish by adjusting
their production. They can jiggle the price in a sawtooth fashion
and cause havoc with U.S. oil producers and with U.S. oil conserva-
tion.

It is in the national interest, therefore—+Senator Boren has made
this point—that we protect ourselves against this. And that is why
I would support a variable import fee.

Thank you.

Senator WaLLopr. Thank you, Dr. Singer.

[The prepared written statement of Dr. Singer follows:]
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Testimony on Energy Policy and Energy Taxes .
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The drop in world oil prices represents a unique opportunity for the
United States to increase the prosperity of its citizens. The recamended
policy tool is double-barreled:

(1) An oil import fee to pramote conservation and not to r:ise revenues.

(2) A gasoline tax that is not a tax but a user fee.

This policy is fair to consumers and energy producers and to the different
regions of the country. It should satisfy those who want to:

Advance energy conservation
Increase national security

Cut budget deficits

Not increase federal taxes

Not abridge free trade

(1) variable Import Fee (VIF)

The VIF adds to the world price (WP) to achieve a target price (TP).
The “arget price is the "correct™ econamic price, now about $22 a barrel
($18 in 1982 dollars, see Appendix 1).

The VIF:

goes into effect when the WP is driven below the TP, whether by
manipulation of supply or by dumping of inventories.

is therefore analogous to a "oountervailing tariff" authorized by
existing anti-dumping legislation.

is strictly temporary and disappears when the WP recovers to the TP.
is mt'giirected against OPEC, Mexico, or any specific oil exporter.
is not an extra burden on consumers, who will see a stable oil price

instead of large fluctuations that can misdirect their ongoing
conservation efforts.

The VIF:

is not a tax designed to raise revenues.

is designed to achieve resource conservation.
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* In 1984, the U.S. had 452,543 stripper wells in operation, each
producing less than 10 barrels a day, averaging 2.8 b/d. Nevertheless,
they furnished 1.27 mbd, or 128 of damestic production.

In 1984 nearly 15,000 oil wells were abandoned, double the number of
1980. If prices fall below $20, the number of stripper wells abandoned
will increase dramatically. Once plugged, they will not be put back into
production — even when the price recovers — and the resource will be
permanently lost.

Below $20, other production will become uneconamic, for example much
of the current tertiary recovery. At $12 a barrel, Alaskan oil will stop
flowing — again with great resource losses when restarted after the price
recovers.

Even & temporary drop in oil prices, lasting a few weeks or months can
damage not only oil conservation, but also gas and ccal. It will also
give wrong sigmals and upset consumer conservation efforts — from home
insulation and fuel-efficient cars to coal-conversion projects designed to
back out oil.

There are small problems with a VIF (as with any administrative
measure); how to deal with quality differentials, product imports,
petrochemicals exports, etc. These problems I judge to be manageable.

But there should be no exceptions to an import fee: not to any
country {even Mexico and Canada), nor to any importer (no matter how
deserving).

A detailed discussion of a VIF and arguments against straight oil
tariffs are given in: "Restrictions on Oil Imports?" in Free Market
Energy (S. F. Singer, ed.)} Universe Books (New York, 1984). See Appendix
2.
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A MOTOR FUELS USER FEE (MFUF)

A MFUF (a.k.a.gasoline tax)
is a user fee to pay for the nearly $50 billior. of annual highway
costs now supported by general state taxes and bonds. (The other $20
billion of highway costs are paid for by the 9 cents federal and the
{average) 14 cents state gasoline tax.)
is analogous to tolls on roads, bridges and tunnels but easier to
collect
if collected by the States, then States can cut other taxes, including
sales and incame taxes
if ocollected by the federal government and passed through to the
states, then the federal deficit can be cut by eliminating at the same
time federal subsidy programs targeted to the states
reduces vehicle miles traveled by 10%, oil imports by 308, OPEC sales
by 10%, and therefore world price
reduces accidents and ;uxg&stion, worth at least $60 billion a year;
also pollution, noise, stress
encourages conservation, mass transit use, and improves urban quality
of life
eliminates the need for coercive conservation measures: federal vs
state speed limits, gas guzzler taxes, mandatory fuel-efficiency
standards (CAFE)
is not regressive

A fuller description is given in recent editorial essays and letters
{see Appendix 3).
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Sumary
A VIF/MFUF policy is econamically equitable

- to consumers and energy producers

- to income groups and regions of the U.S.

- advances conservation of both resource production and consumption
There is no need for:

- exemptions or special arrangements

- a general energy consumption tax (BTU tax)

- value-added tax



Figure 2. Optimal price path for OPEC core (calculated under ot
of appendix cited in Refevence 2).

APPENDIX 2: THE OPTIMAL OiL PRICE FOR~
THE OPEC CORE"?

A known setting of the world petroleum market (23) considers the OPEC
group as 8 price-leading monopolist facrg a normal demand function and
competitive supply from alternative sources. Within this setting, the
monopolist’s problem is to fix a set of prices that maximizes the sum of his
discounted scream of profits over the foresceable future.

The OPEC-ss-monopolist model does not represent certain important
features of the oil group. For example, it ignores conflicts of interest which
obviously exist among the member countrics. Attempts have also been
made to represent OPEC by oligopolistic models (24, 24a, 25). However,
equilibrium solutions do 0t necessarily exist, and when they do, they are
not easily computed. Moreover, obecrvations of the OPEC decision-
making process indicate the domh sition of Saudi Arabia within the
group. Hence, the most appropristc setting is still a monopolistic mode!,
Mvnhl'eon ds-dimh-ndmolmtdb-us.mhum
United Arab Emi ity joined by Kuwsit or
Wmommmmmwmdthmmmn

supply, slong with non-OPEC prod: mmﬂe‘““‘

“core™ modd is preferable to the oligop

The monopohtic model has, oe dess, min deficiencies. The
d hommmhhllwofpmﬁuma

P

" This by Lebanon end S. Pred Siwger.
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fong period of time implics his prior knowledge of future & d.
lhmuvewwly andm”nmhms«hkmpnnm
e nwuhﬁbmmb\'

practical purposes. from the viewpoint of the P o
pricing strategy is to be preferred to the putation of the optimal price
(e.g. 262 Thus, we are not suggesting that the OPEC hard core has actusily
computed an optimal set of future prices and has decided 10 act sccordingly.
Rather, we argue that the present mode! aflows us to analyze the various
effects of exogenous variables on the optimal price. For cxample, we would
be able to indicate how the world price of oil is affected by changes in world
demand, non-OPEC supply, and perceived discount rate. Similarly, we can
nndyumﬂed'm'dhmoﬂ" iex, of the of a
ch u.of-n ive energy source, of a tarifl on ol
k b of oil exports, and of the size of the
OPECm(l.:.lhonmmm(hﬂmullydaeWnelhevoﬂd price by

In the quasi model elad d here, s "core™ of OPEC
mmﬁs.&ud-kubu.nndomﬂ‘ bian prod act a3 the residual
supplicrs of oil; ic. they supply the difference (D,~S) between world
demand D, and the supply S, of the rest of the world’s 0il producers. These

d ‘whether bers of OPEC or bers, are tobe
mukm'whondlalllheyunwodnaalllnm;mr,mmn
made up of countries with large oil reserves and small populations and is
therefore more concerned with a long-term market for their oil rather than
with satisfying short-term revenve needs.

‘The core, acting as a quasi-monopotist, should try to maximize its stream
of net over the ble future, di d to the present
(Equation 1),

Max 30, ~ S)(P,~C)(1 +9)"" 1
[T ,

C, = Cyc™ is the unit production cost of the core, sssumed to grow
exponentially with time 2s low-cost oil supplics are depleted. This is
roughly equivalent to modeimg C a3 a function of the remaining reserves —
and about as imprecise. The letter p i the di rate as sven by the core,
and assumed constant over time, .

The time horizon T, if it rep d the exact exhausti &
mthmduamncﬁdﬂalnlmmmrmmoh
considered a control variable (54). For our computations we have, however,
chosen a value of T large enough such that high extraction costs beyond it
and a ressonable positive discount rate, ensure that the more distant future
will have little impact on the optimal prices for the refcvant time span,

gL1
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The actual demand for oil, D,. and the competitive supply of oil. S, are
assumed to adjust slowly to some long-run values D? and S? (Equations 2,
Nie

(D,—D,_,) = XD?—D, ) 2.

(S—Si-1) = MSP=S,_y) 3

The reciprocals, 4~ and u "', of the adjustment parameters 2 and u are the
ld)\mmem |m(mnnndmyan).
Such

are widely used, especially when

related to the utitization ol durable appliances or to some habit-forming

!md. such as consumption of encrgy (551 With such a formulation the

d ded adjusts gradually to a sudden change in prices. The

supply is f slated as an Ji process as well, Onl

wodn&mmuuqumnlmulud time, and the effects of s sudden
chlnpmmmﬂhdmnbmedomlbummod

The tong-run d d and supply are d
linear with prices and shifting over time (Equations 4, 5), i.c.

D7 = (8y=boP)(148F; by>0,5>0. 4

5P =(0+0,PX1~0F; b,>0,0>0. 5.

bmrfoﬂnuhhom are not only -mple to deal with, bu( their clasticitics
alsor h price. This ch ic i an ad iption of the

demmdlndwwlylorml 'nethﬂtp-nmener&repvmulhe:ﬁedso(n
growing income on demand. The competitive supply curve is shifting to the

left md Indm over time b of lnd

costs, ding to p e. The & d and s\lpp!y
lum(l’auma-& 7)ln mzn cululed as:

, = Mag—boP)(1+8F +{1-A)D,... 6.
3. =, +b,P)(1—af +(1-p)S, .. 7
Long. _ ies of & d and supply (Equations 8, 9) arc derived a3
&= DoPlag—by” ", 8
ne=bPla,+bP) " 9.

Short-run elasticitics are s and s, respectively.
The solution to the optimal control theory prodlem (Equation 1) can be
represented, if 1 = 2, in a recursive form (Equation 10):

PJE = (14p)1 -lﬁ(! =1, }P,-JE,.)+2C,.,] 10.
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el
where E, 1s the long-run price elasticity of the net demand lor oil (Equation
.

E, = [Mol1 48 4 b(1 —a})(D,~5)"'P,. "

Thus the optimal pnce will be a distributed-lags function of past
production costs The coefficients of this function will depend on the
d d and the competitive supply function, as well as the monopolist's
discount rate.

Using the solution (Equation 10), one can compute recursively the path
of optimal prices given some starting price Py, deduced from the imtial
condition Dg and S,

For illustrative purposes only, we present the result of one mnulmon
run. We have chosen, for this run, parameter values simifar (o those used by
Pindyck (24, 24a), who solved & mmilar problem using an efaborute
computer algonithm. The 1974 world production of oil was 21.17 bithon
barrels. Of this, the hard core of OPEC (Saudi Arabna, the United Arsb
Emirates, and Qatar) produced 3.89 billion barrels in 1974. The production
cost in the core countries s taken as 50 cents per barrel in 1974 and assumed
to grow at an average rate of three peroent per year. The price elasticity of
the world demand for ol 1s assumed at —0 15 at the base-price value. The
pnice elasticity of the competitive supply s assumed 1o be 0.0 at the base-
price value. The total world demand for oil is assumed to grow at 1.5%/ per
year owing to income cffects. The competitive supply is fallmg by nbov(
2.5% per year a3 a result of exhaustion of their
discount rate is 0.05. anlly. the adjustmer.t parameter is m at0.125; lhus.
a sudden change in price will complete its effect on the actual supply and

demand after about eight years. The functional form of the d d and
supply functions (l‘:qulﬁom 12, 13)is given by
D, = 0.12%22~0.273P)1.015' 4+ 0.875D, _ ,. 12
S, = 0.125(16 4+ 0.445P,)0.975' + 08755, _ ,. 13.

Results for the base case are given in Figure 6. The 1974 (optimom) price
is 312, very close to the official OPEC prioe. The optimum price declines
slowly reaching & minimum value (in 1974 doflars) about 307, less m 1982,
The decline time constant is determined by the value of 4, and the depth by
the demand and supply clasticities. ‘me pnc: rises gradually at a rate
determined by the dp {uding the growth rate of the
production cost for the core.

The actus! price departed greatly from the optimum, beginning in 1979
1980. We therefore calculated the price path, beginnirg in 1980, that would

YLl
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be “optimal,” i.e. imize di d profits fo7 'he OPFCmuof
m“w:rm:mmempm‘ ds very gly on d d
icity, n, adj p A and the
rate, p. Thc & d shift p (for i } 8, the supply shift
parameter (for exhaustion) u. and cost p k infh d opti
prices only muoch further out. Some results are shown 1n Figure 10. The
major conclusions are the following:

1. Under » wide range of demand and supply clasticities, the OPEC core
(mainty Saudi Arabis) should increase its production quickly to achieve
a price of about $18. Even though it may causc the core countries
external political problems (which are outside the scope of this model),
such a policy would maximize their stream of profits as of 1920 (or 198%).
Tt is & suboptimal solution, since the core would have received a greater
stream of profits if it had followed the price pattern shown in Figure 6, ic.
without the 1979 price incresse.

2. The discount rate perceived by the OPEC core affects production
decisions in an important way and thereby the world price. A high
discount rate means that little value is put on future income (as against
present) and corresponds to fear of loss of the oil income, perhaps due to
political factors.

3. Variations in the demand-shift parametet are hardly important, but the
supply-shift parameter and the OPEC core production cost play a

- significant role in the world price after 1990-2000.

Derivation of the monopolist optimal price ( Equation 19)

The tist is d to his present value of a stream of net
profits over T time periods (Equation 14):

ve¥¥- 2 {1+5)"{P,—C)(D,~5). "

A ing adj in d d and in competitive supply with the same
nﬂjmﬂl!mp-nm ieum Lmun'mﬂhemdmndﬂmnme
t in terma of a moving age of the long. & d and supply
{Equation 15):

D,-S, = (1-ADe=S)+1 ¥, (1-2F 407 -7, 1s.
-y

A ing that the production costs C, are indep of the prod
level D, — 5, and that they are known in advance, then ¥, is a predetermined
function of all of the past, snd of the current, prices P, P,.... P, ¥,doecs not,

"% These calculations were carriad owt by Mr. Dawd Sappington.
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however, depend on luture prices P,.,.... Py. Thus, given that a set of
optimal pnces PY,... P7_, has been found, then the optimal price P? in the
Iast period, conditional on those earlier prices is umquely determined by
solving Equation 16.

V5P = 0. 16

By backward induction, given the sef P, P?. .. the optimal price P? is
found by solving Equation 17:

T 8P, = 0. 17,
va.

E = (1407 D,-S)+ zum - cr""’ =S o om
Therefore:

(140)7D, = 5)— A[bo(1 + 8Y + b,(1 - o}
x i(lw)"u«lr"w.-c.)-o 19,
Sin:llrly fort—1-

(149)"*ND, =S, ) - A[bs(L + 8 ' 4 8,(1—0r ")

x )’:.(I#p)"(l—l)""'(P,—C.?-0. 2

The summation in Equation 19 cancels if we subtract Equation 20 from
Equation [9. We first multiply Equation 19 by:

(1+pX1-2)
bo{l +5Y 45, (1 -0
Then we multiply Equation 20 by :

(+pf

b1 48 "M (1 —0F !
Subtracting : -

(A-D0,~S) __(+oMD..,-5.,))
bl +8 4 b (1—a) b1 48 ' 4h(1-0F "

+(1+pAP,_,—C, )= 0. 23

The solution (Equation 10) follows i ly if we define E, through
Equation 11.

#0. n

#0. 22

SLT
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If Oil Price Dives, Leap In With Fee

By S Femp Sivemm

What might have seemed sheer specu-
1ation in these columns during the height of
the "ol crisis’” in 1980 may be comtng 10
pass The Saud! o minister, Sheik Ahmed
2ak: Yaman). has now warned pudblicly of
a possible “price war,” which could drive
oil prices down toward pre 1974 levels.
How Jow could that price become, how jong
would 1t remain at the dotiom, and how
and why would 3 price war happen® How
will it affect the U'S economy, 1he ongoing
conservation elfort and U' S energy invest-
ments? What, if anything. shoulkd the gov-
emrr,\ent do during an o1l producers’ price
war?

The possibilily of 2 pnce war derives
trom the continuing oif glut. a feature of
the worid o) markel since about 1987 The
glut. 10 turn, Is caused by the efforts of
the Organization of Petroleumn Exporting
Countnes to maintain (he world o1l pnce at
the unrealistically high leve! of 329 a dbar-
rel OPEC hupes to do this by achng as a
cartel. i ¢, by mutually agreeing to imn
production to make o1l scarce. But the
scheme 15 not likely to work while excess
caparity almos! equals OPECs present
outpul 11 is in the interest of each cartel
member '0 cheat by selling additional oil
'under Lhe 1able” la Increase its share of
1he market and increass badly needed rev-
enues As such selling prohiferates and car-
tel discipline breaks down, the price musl
fan
Pian Isn‘t Working

So far. the brunt of the production cut-
back has been assumed by Saudr Arabia.
starting in 1961 1t reduced production from
over 10 million barrels per day (mdd) ‘o
nearly three mbd. i1n 3 fulile and mistaken
elfort to defend the then price level of £34
1t can be demonstrated by calculation that
the optimum price level for Saud) Aradia,
ve . 1he one that leads to the highest long
1erm profit stream., Is about 520~ well de
jow the currenl price. As the holder of
the largest oil reserves. the Saudis should
nudge the pnce down 1o this level to pro-
tect their future market

For internal pohtical reasons. the
Saudis 2veid lowering the nomina! price
bul instead let 1t erode by inflation. unfor
tunately for them. this plan is not working,
since the dollar has become stronger and
inflation weaker They also have a severe
external pohtical prodlem: their OPEC fel
lows, most of whom will scon be running
out of oil, would nch rather keep up the
price a ltle longer by having Saudi Ara
bid reduce production further And some of
thent. bide iraq and Iran, are militanty
strong and qQuite close by.

With these confikting goals within
OPEC the siiuahion could become unstable.
Expecting further price decreases.
ducers would sl «s much of their ol as
possible a1 the current higher pnce. and
hoiders of stochpiles would dump them on
the market But these extra supphes would
bring down the prxce Quichly and thus pro-
duce 3 self fullithing prophecy

The 4Ariving force is the desire for
profits To mve rough numbers Holders of
snme 300 mithon barrel inventones Ifof ex

ample, many oil companies) would nake
35 tulhon If they could sell quickly and buy
back at $10 less per barrel. This collapse
scenano is the mirror image of (he 1979
events whan expectauons of oi! shortages.
fostered fargely by pronouncements of the
Carter While House, led to panic buying
and hoarding. and lo a mapidly rising

e —-—

A price collapse either can de kxcked off
sponlaneously. going well below 520 as
sellers flood the marhet - or, as the Saudis
have threatened to do, it can be set off de-
liberately. The Saudis’ purpnse is to scare

OPEC, especially Saudi
Arabia, has enough unused
production capacity of low-
cost oil to dnive the price
down to $10 10 $12 a barrel,

at least for several weeks.

OPEC members and get them to stk (o
agreed 10 produciion quotas or else be un-
dersold The threal also s designed to keep
20n-OPEC producers rpnndpany Bnlamn,
Norway, Mexico and the US. ) from
lowering coniracl prices. Vn lnother
price war tngger could be the sudden ap-
pearance of additional supplies - for exam-
pie. Iraqi oIl 1hat has been held off the
market by the [rag-Iran confixl.

The price cotlapse may take the follow-
ing form OPEC, especially Saudi Arabia,
s enough unused production capacity of
Jow-cost ol 1o drive the price down 1o }10
10 $12 a barrel, at least for severa! weeks
Owe arnives at these numbers by estimal-
ng how much oil 1s available at each pro-
duction cost level, ie. by eshmating a
world supply curve. (The supply curve in-
corporates 2 hotelhng faclor that accounts
for the opportunity o Invest reveriues how
vs seling the oil at a future higher price.}
The price ts Lher. set by it intersection
wath 2 workl demand curve In a truly com-
petitive market where all low-cost oll wells
produce 10 maximum capacity. The dura
tion of such a collapse should be short, per-
baps commensurate with a typical oil-ship-
ping time of two (o four weeks. Once ol
producers found themselves caught up in a
pnce war, (dey would resolve to odbserve
strictly their production quotas and the
pnce would rise Lo near its present Jevel
Of course, if the producers act quickly. the
prce might not drop all the way to the the-
oretical §10 level

The efiects of even a briel price col-
lapse could be far reaching 1t would tem
poranly put oul of business oif wells with a
marpinal production ¢ost grealer than
about $10 2 barrel, this includes mostU' S .
including Alaskan, ofl and also murh
OPEC 01l Producers of competitive fuels -
coal and gas. usually sold uncer Jong lerm
contracts - would expenence some difficull
moments Consumers probably would not
benefit from Lhe Jower world ol price, be-

*cause competiton might not have enough
.ume to work its w2y through the system
" But even 2 shon lived episode could hun

the continuing conservation effort and cer
tamly give the wrong long range signals
Consumers should be aware that the price
of ol will nse eventually, and certainly be
higher than the presemt pnce after Lhe
year 2000-as Jow-cost o gradually be
comes depleted. even In Arabia

Under these circumstances it makes
sense for the U''S fand other oil importing
nations! 10 ke appropriate countermea
sures The preferred action is ¢ vanable
import fee »VIF: to keep the price of im
poried o] at some fixed level dumng the
nnice-collapse episode Such a fee, apphied
On 3 lemporary basis, would also stabihize
domestic pnces for all fuels and keep the
situation unchanged for domestic pru
ducers and consumers —as If the pnce col
lapse had not occurred

Some care has to be taken in appiying 2
VIF, 50 a5 not to discourage compeliton
among oil buyers Lo get the lowest price on
the world market. Such procedures are not
100 difficult to work out For example, the
VIF could be set periodically as the dif
ference detween a fixed targel pnce iset
by Congress, at say. $25¢ and 2 world aver
aged spol markel price Oil amporters
would profit If they could purchase at less
than the average pnce.

It 15 quite appropnate ta think of the
VIF as a countervailing tanff apphed
against the dumping of a commodity -a
well accepled legal procedure The overall
effect of the VIF would be lo transfer
prohits from foreign o1l producers and ol
brokers to the LS Treasury. withou! rais
ing consumer prices 11 would also protect
the investments of thousands of energy
producers (some 15,000 oIl producers 1n the
U.S ) and Treasury revenues derived from
the windfa! tax (which would cease if the
domestic prce drops below aboutl §18:
Most Difficult Problem

1t 1s appropnate for all industnalized
nations (most of whom are represented in
e International Energy Agency! 1o lake
coordinated action on individual national
import fees to avoid compeliion in ex
ported goods based on energy price differ
entials Further, such action by the 1EA
would ensure thal the world consumption
of ol not increase. even if the prce col
lapses Of course, oll companies around
the worid would take advantage of bargamn
spot prices to replenish inventories. and
take a prohit {ater when oil prices recc .»r
Bu! their profit comes out of the pocket of
ol producers. nol consumers

By far the most dilficult problems will
be to convince consumers that the VIF is
not a tanff. ws sirictly temporary. and will
lead to Jower prices of world 0il in the me
dium and long run by constraining ol de
mand through conservation It 1s not diff:
cult 1o see that if the Treasury refunds VIF
revenues via a 1ax reduction. the average
ol consumer qQua taxpayer will also de
nive short term benelits from an o pro
ducers’ price war.

Nr Stger 1 a vsihing professar af
Georpe Masom Usicersity i Virgime Hie
tatest book o> “Free Market Enmcrqu,  puli
bshed last wear by Umeerse Books
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Letters to the Editor

This Tax We Can Live With

Some comments on your editonal *Rich
Man's Tax™ (Jan 28) lambasting a pro
posed higher gasoline lax.

First, lel s cali it what 1t should be A
uset fee, Lo pay for the nearly $50 bulion of
annua) highway costs that sre now sup
ported by general state taxes and slate
bonds (The other $20 bilhon of costs are
pad for Ty (he nine cents federal and te -
average-14 cenis state gasolne tax.)
Your edilorial wniters who drive (o Man
hattan pay lolls for highways. tunnels and
bndges, that's not unfur, 15 i?

Nexl. let’'s assume Uhat with $50 bithon
of gas tax revenues. Lhe stales and local
Junsdicuons <an reduce other taxes, in
cluding the tnly regressive sales Lax. and
stop selling-highway bonds. Or, that the
feds collect the increased gas tax al the
pump and pass it through to the states; al
the same ume the feds cut the budget def-
it by eliminaung a whoie range of sud
sidy programs pow d W the states:
Public housing, mass transit, sewage treat-
ment plants, among others.

With an appropriate motor fuel user fee
(MFUF? inslalled, there would be no
need—if there ever was one ~for an ol im-
port fee of a general energy consumpbion
lax. Hold the applause, piease; there's
more news

A 50 cents per galion MFUF will reduce
vehicle-miles-traveled by about 10%. Yes,
it will reduce accidents, as weil as conges-
von. That's worth at Jeast $60 billion per

year to the nation. I'm not counting the
reduced pollulion, noise, stress, etc Jus!
the economi Josses of hves Jost, working
days lost, and time spent in traffic Jams

Further, without affecting domestic o}
producuion, the MFUF will cut o) im
ports-by adoul 07 as 1 figure it—de
crease dollar outflow by over 310 bilhon.
reduce the need for OPEC ol by about
10%, and thus put downward pressure on
the world oil pnce. Nol bad, what?

Also, with oil conservation improved by
the MFUF, can dismanUe a
whole gaggle of coercive and generally in
effecuve laws* Federa) speed himits, gas
guzzler taxes, mandalory fuelefhiciency
sandards. Do 1 bear loud cheers”

And wherever did you gel the idea that
1ve? You must

tax. in a report published in 1979 I con
cluded that a gasoline surax "is shghtly
progressive except at the extremes of the
tncome distnbution  Tius 15 8 surprising
resull . .." based on the work of A
Myrck Freeman and Nancy $ Dortman
who used Brookings data Oid dala per-
haps, but sohd.

S. Feep Sivcax

Visiung Eminent Scholar
R George Mason University
Fairfax, Va
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Senator WaLLOP. Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman.

Mr. Schuler, I follow your analysis down to the point where sud-
denly we are back at $30 a barrel for oil. I understand the Saudi’s
choice. They either continue to produce or they cut production.
And it is that decision that you believe will be influenced by an oil
import fee.

Is that correct? And then take me from that point in your analy-
sis to the point that we are now in a world with $30 a barrel oil.
There are a couple of steps there that I missed.

Dr. ScHULER. There is a demand for OPEC oil that is in the order
of 16 million barrels a day, 15%, 16 million barrels a day. I think
no one would doubt that there is that order of demand.

There has been agreement in OPEC since 1984 setting quotas
that total 16 million barrels a day. Now, clearly, they have not
been honoring those quotas. And the hawks in OPEC say the
reason we have not honored our quotas is because the revenue
pressures are simply too great on us. When the Saudis manipulated
the price of oil down, which they did in response to urging from the
United States as well as their own long-term interest, they moved
the price of oil down in March 1983 by $5 a barrel. And when that
happened, that exacerbated the revenue pressures'that were al-
ready on the members of OPEC, and the Saudis have foreclosed
any possibility of raising price. So the only thing available to the
other OPEC members to increase their revenues is to try to cheat
on volume.

This is the reason why they are producing 18 million barrels a
day instead of 16 million barrels a day.

Now as I perceive the situation, the Saudis are not benefiting
either financially and they are hurting badly politically from this
situation.

If you do the sums, last fall they were producing 2% million bar-
rels a day at $26 a barrel and they said that was inadequate reve-
nues so they had to get their production up to 4.3 million barrels a
day which is their OPEC quota. They are now producing 4.3 mil-
lion barrels a day at $15 a barrel, and I think you will find that
generates $500,000 less a day in current revenues versus what was
previously deemed unacceptable.

So they have not solved their revenue problems. They still need
to get the discipline of the rest of OPEC, and the rest of OPEC says
the only way we will discipline ourselves is if prices go up so we
can make it in price and give up our volume.

The Saudis have resisted that. But my contention is because the
Saudis say we want prices arranged that will keep long-term
demand for oil, now the United States comes along, puts on a crude
oil import fee, and there is no basis for the Saudi rationale. The

rice to the consumer is up so there will be no greater demand.
at is what all the so-called energy rationale, the conservation ra-
tionale, and so forth for putting on a crude oil import fee. .

If the Saudis go along with an oil import—I mean don’t react to
an oil import fee, then there has simply been a shifting of revenues
that previously went to OPEC, now to the United States, at least
on the volume of U.S. imports.
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So this adds to the pressure, and, as I say, becomes the straw
that breaks the camel’s back. At that point, I think it is entirely
feasible that they go to the rest of OPEC, and they say, look, we
don’t want higher prices and you do; but we have got to have 4 mil-
lion barrels a day or something in that order of magnitude. If you
will all honor your quotas, we will dpermit prices to rise instead of
continuing to release oil to drive it down.

Senator BRADLEY. And then it is a cartel decision to raise the
price of oil from $15 to $20? Is that what you are asserting?

Dr. ScHurLer. Well, all I am saying is that the other side—the
Iranians have said the price should be restored to $30. That is why
I picked that number.

Senator BRADLEY. All right. Let us say to $30. If that were the
case, why wouldn’t that be, you know, one answer is we are then
locked back into $30 a barrel oil. The other answer is it saves
Mexico. Mexico would underprice them by a dollar or two, get $10
more than they are now getting, and they would not have any
problem with the banks.

Dr. ScHULER. That is correct.

Senator BRADLEY. I mean you see this as a monolithic cartel that
suddenly sets the price at any place it wants.

Dr. ScHULER. I am saying that individual producers have an in-
terest in raising prices in order to get the revenues.

Senator BRADLEY. And you are saying there is no surge capacity
in the United States, Canada, Venezuela, and Mexico?

Dr. ScHULER. Venezuela is a member. Mexico are cooperators. I
am not just talking Middle East. I am talking OPEC.

Senator BRADLEY. Mr. Chairman, could I just ask one quick ques-
tion of Dr. Singer?

I am intrigued by your idea of saying that an oil import fee—we
will just not call it a tax.

Dr. SINGER. That is right.

Senator BRapLEY. What do we do with the revenue?

Dr. SINGER. The revenues will be marginal. I hope the revenue
will not even come in because I don’t think once this is in effect
there will be too many price swings below this correct level. When
they do come in, they go into the Treasury and the general fund,
and they stay there.

Senator BRADLEY. You don't expect there to be any revenue?

Dr. SINGER. There would be occasional revenues.

Senator BRapLEY. Well, you know, the analysis of the bills is that
if we had a $5 import fee that would mean $8 billion in revenue.

Dr. SINGER. I am not talking about that import fee. I am against
the straight import fee. I support the variable import fee that goes
into effect only when the world price drops below the reference
level, which will happen from time to time and may not last for
more than a few weeks at a time.

Normally, this money would go to speculators and traders. It
would never fo to the consumers. They would never see the bene-
’fl’l‘:'s anyway. In this case, under this proposal, it would go into the

easury.

Senator BrRADLEY. You have likened this to a countervailing duty

case.
Dr. SINGER. That is correct. Yes.
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Senator BRADLEY. Who do you think should petition the ITC that
there is dumping going on in order to confirm that it is indeed
a———

Dr. SINGER. Well, I would be glad to do it if I had standing. ~

Senator BRADLEY. But my point is the analogy holds up to the
point where you actually have to determine that there has been
dumdping. That is done under the trade law by the International
Trade Commission under a petition by the affected industry.

Dr. SiNGER. Correct; yes.

Senator BRADLEY. Now my question to you is if we are going to
Xiew it this way, we need some substantiation that, yes, this is

umping.

Dr. SINGER. Yes; this can be done. I think we can provide an eco-
nomically sound rationale to demonstrate that Saudi Arabia is
dumping at this time.

Senator BRADLEY. Would you advise us not to go ahead with this
concept until the ITC has determined that there is dumping?

Dr. SINGER. No. I think the concept should be enacted into law. 1
would simplify it, however, as I have indicated, and it should be
available on a standby basis in case the ITC does not act according
to the petition. .

Senator BRADLEY. So you are saying that we should make an ex-
i:eption for the oil industry from the existing countervailing duty
aws.

Dr. SINGER. No; not an exception. Natural resources are different
from manufactured goods. For manufactured goods, you can tell
pretty much what the manufacturing costs are. And also manufac-
tured goods can be sold at different prices in different countries.
For example, a Far Eastern manufacturer can sell semiconductor
chips for one price in the home country and for another price in
the United States. That would clearly be dumping.

But 0il is a different commodity. Oil is fungible, in the sense that
it has the same price all over the world. So you have to apply a
digerertxlt1 economic rs}tiémale. th Th ol

ut the purpose of dumping is the same. The purpose is always
to squeeze out competition. It is a kind of “hysteresis’ effect, if you
know what I mean. Once {ou have squeezed out the U.S. oil indus-
trf', a good part of it will never come back. At $12, for example,
Alaskan oil will stop flowing. Now, obviously, when the price re-
bounds, you will again get Alaskan oil back, but in the meantime,
zou will actually have lost hydrocarbons that you will never get

ack again.

Senator BRADLEY. Thanks, Mr. Singer.

Just a quick one to Mr. Hall.

It isIEAood to see you again.

Dr. HaLL. Thank you, Senator.

Senator BRADLEY. You say that the drop in the price of oil to
date will produce a 2-percent increase in GNP?

_Drd. HaALL. Roughly speaking. There is some uncertainty in my
mind.

Senator BrRaDLEY. That is the biggest number that I have seen. I
have seen 1 percent, but now we are doubling it.

Could you give me the rationale for that? I mean that is an over-
whelming fact because if that is true, if that is true, then Gramm-
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Rudman is going to be a piece of cake because for every 1 percent
increase in the growth rate, the Government will get another $78
billion over 5 years. So we get $30 billion a year; we have solved
half of Gramm-Rudman right there.

Dr. HaLL. Provided Kgu don’t enact the oil import fee.

Senator BRADLEY. That is right.

Dr. HaLL. Let me clarify one thing.

Senator BRADLEY. You are asserting that we will raise $30 billion
more from growth.

Dr. HaLL. No.

Senator BRADLEY. I mean that is the revenue number from a 2-
percent increase.

Dr. HALL. This is a one-time effect from a one-time price change.
My anali;sis—and I think this is pretty much agreed to by the
people who have looked at the problem besides myself—is that the
peak of the real effect, the effect on real GNP, occurs about a year
after the price change. So, for example, when prices went up in
1974, the worst period of the recession appeared in 1975. Similarly,
if prices had dropped at the beginning of 1986, then we would
expect around yearend or the beginning of 1987 that we would
have 2 percent more real GNP at that point. But it won’t keep on
growing after that. It would be nice if it would, but it will not.

Rathet, we get a—I estimate that the total longrun effect is
maybe double that, maybe 4 percent all told. So it would be impor-
tant for a couple of years, but then it would fade out.

But, again, the numbers even over that geriod—the budget will
look a lot better with the brightening of the outlook that has oc-
curred. And that has happened anyway. And part of it you've al- -
ready seen. The outlook has improved. The revenue outlook is
better. The overall outlook for the economy is better, and I would
attribute that almost entirely to lower oil prices.

Senator BraDLEY. That is very strong testimony, I will tell you
that. It convinces me this is 1926 and not 1929.

Senator WaALLoOP. Senator Boren.

Senator BOReN. I would just like to ask Mr. Hall: A little earlier
we have had some discussion of the impact of the sudden drop in
commodity prices on the financial system, on the banking system
in particular. We have had—and I certainly see it from the stand-
point of my own State, but it is something that is afflicting the
whole country. We have had a deflation of land, severe deflation of
land through the whole midsection of the country. The USDA tells
us there is now about $160 billion worth of total domestic debt that
is in the hands of those—agricultural debts that are in the hands
of those that will be unlikely to be able to service it on time. So we
have 4,500 banks that have a fourth or more of their tportfolio in
that kind of land. Twenty-five hundred have over half of their port-
folio in that kind of land.

Now on top of that, we have a sudden deflation of another basic
unit of value that is collateralizing debt in this country. With the
value of oil and gas reserves in the ground, about another $160 bil-
lien. And that value of that collateral has dropped in half in a 12-
month period, aﬁ)roximatel .

Also, that sudden drop has an impact on the ability of some of
the Third World nations to pay their debts to us on time. That is
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about another $160 billion in terms of their total debt to the Amer-
ican financial system.

What, if any, steps do you think that we should take to try to
focus upon assuring the soundness of our financial system when we
have that kind of very severe deflationary impact on the value of
those collateralizing assets? :

Dr. HaLL. Senator Boren, my testimony, the written testimony,
touched on the issues that you mentioned to begin with.

In the first place, for the issue we are considering here, there is
no question where the interest of agriculture lies. Agriculture has
always favored free trade. It would be very harmful to agriculture
to stand in the way of lower oil prices.

One of the hopes for agriculture that would end the land defla-
tion that you spoke of, which has been very cruel and harmful,
would be the restoration of the sensible value of the dollar, which
is one of the results of lower oil prices. Again, if we reverse that,
the same deflationary forces in agriculture would be unleashed
again, and the agricultural debt problems would worsen instead of
brightening. Banks dependent on agricultural loans would have
further problems.

But as it stands, lower oil prices has relieved a lot of those prob-
lems, and I think that relief will continue. That is one of the rea-
sons why it is important to give the American economy the benefit
of lower oil prices.

Senator BoreN. Well, what do you do about the—I wish I could
share gour optimism of that situation in agriculture. If you look at
the USDA projections, even with the fall in oil prices, you will see
that incomes are projected by them to go down about another 7
percent this year from last year. And since there were $14 per
farm in my State last year, I see 7 percent lower than $14. I guess
we will be down to about $10 per farm this year. So I don’t quite
share your optimism.

But my point is: The banking regulators do not allow you a pro-
longed writedown of the value of assets. Now we have been discuss-
ing that with agricultural land. The fact that the regulators come
in and say you have got to write that down all at once; it is making
institutions insolvent.

Now you have another $160 billion of debt. We are not talking
here about the long-term benefits of whether it is in the long term
beneficial where oil prices ought to be or not. I am talking about
how do you handle the immediate regulatory problem of the finan-
cial system when they are potentially confronted with—let’s say an
examiner walking into a bank next week and saying write down all
of the—say write down $10 billion on your books to $5 billion be-
cause that asset is deflated.

How do you deal with that problem? What would you propose for
dealing with that immediate problem in terms of something that
could snap the whole economy before we even have any of these
long-range benefits that you hope to see.

Dr. HaLL. Senator, we have a lot of experience in dealing with
the problem you have described. We had the Continental Illinois

roblems in 1982, and smaller problems before and after that. And
Fthink we have had a lot of successful experience.



184

In the first place, all economists would identify the most impor-
tant target as being to preserve the value of deposit. And we have
a system of deposit insurance. And, if necessary, I think the Treas-
ury has to stand behind deposit insurance. That has not been nec-
essary so far, but it could become necessary. And I think that
would be the right solution.

The most important thing is to avoid the kind of spreading finan-
cial collapse that occurred in 1929 and afterward.

That has not happened. Even under the immense strains of 1982,
we did not have that problem. We have learned how to solve it.
And the answer is very simply to stand behind deposits.

Beyond that, I don’t think there is a strong case for bailing out
the shareholders or even the bondholders of banks.

You know, capitalism has ups and downs. And the people who
own those stocks and bonds are not poor. They deliberately took
risks. And sometimes it pays off very well. And certainly those who
have-been in the stock market outside of energy recently has done
extremely well. Those stocks and bonds are held in diversified port-
folios. It is not necessary to be so sensitive to what happens to
them for that reason. It is important to protect the depositors. It is
important to prevent a spreading financial collapse, but it is not
essential to bail out the shareholders of large banks.

Senator BoreN. Well, I happen to be one that agr: »s with you
about that. And that is the reason I opposed the way in which the
Continental Illinois was bailed out so that the stockholders were
partly bailed out. I did not think that was quite fair when we had
uninsured depositors in our State that were not helped.

But I think that I would just say that I don’t think the answer is,
well, let us pump another $100 billion into the FDIC, because the
only have about $22 billion, and the Continental Illinois by itself
used 1.5. And, believe me, if a small shopping center bank in our
State can trigger that kind of problem in the Continental Illinois
Bank, I think you are being a little bit Pollyannaish in suggesting
that the potential of three $160 billion radical shifts in the value of
assets or potential defaults could not have some disrupting effect
on the financial system.

Dr. HaLL. Well, Senator Boren, the stock market has risen hun-
dreds of billions of dollars over the last few months. You have got.
to factor that in as well. I mean you have to take the good news as
well as the bad news and take the sum of it.

The general news in the financial markets has been outstanding-
ly geood over the last few months.

nator BoreN. I am glad you think so. .

Senator WaLLop, Let me begin by thanking all three of you. This
has been a series of fascinating snapshots of the proposals and the
situation that exists.

I would say to you, Dr. Schuler, that I could not agree with you
more that there are those around who are viewing it as a revenue-
raising measure. That is why I took pains in my opening remarks
to tell you that that is a lousy concept.

And T see it proposed in the House, and I see it proposed in the
Senate for those very purposes. If it has any value at all, it has
value only as energy policy. And that is why I appreciate some of
Dr. Singer’s concepts that we are hearing.



185

But let me say, just for the panel—I was reading in the Wall
Street Journal last November, and there was a little teeny sort of
thing, a total of maybe four column inches, on the editorial page of
the Wall Street Journal on November 11. It was a little statement
by a man named Muhammed Acasem, who is the economist at the
Saudi Fund for Development in Riyadh. And written there was a
fvo(rilderful warning that was put in plain print; I mean we were not
ied to.

He just said this in the article, outlining the strategy for the re-
covery of OPEC: “As early as the end of the decade the poor oil
producing countries will have depleted their resources to the point
that the six Persian Gulf petroleum producing countries will pos-
sess a significant portion of the world oil reserves.” He states that
“These gulf producing states will then be in a position to better
control the market through strategic flooding, if necessary”’—to use
his words. “In addition, the new unity which will result among the
remaining OPEC powers because of common religion and natural
resource-based economies will make it easier for them to agree on
policy and share information that will allow relatively slow deple-
tion rates and a stable growth for oil prices over time.’

Now that, to me, is a statement that they want us out of the
business. Do you agree with that?

Dr. ScHuLER. They certainly want to capture control of it for
themselves, and, indeed, they will do precisely that.

Senator WaLLoP. Under any set of circumstances?

Dr. ScauLER. The evidence—as long as we are as dependent upon
petroleum as we are today, I think that that is going to be the case
because at that point you have to look at where the crude reserves
are and what the cost of production of those reserves are, and that,
as you point out, is there in those few countries in the Middle East.

Senator WaALLop. Is not that then an argument on behalf of Dr.
Singer’s thoughts to these events that by artificially reducing the
price, you increase the level of dependence upon those very re-
sources?

Dr. ScHULER. But I don’t think that they are the benefits that
are hoped for in terms of putting on a crude oil import fee. I think
they are outweighed by the burdens that are created by that.

Senator WaLLor. Would you have us do anything? ‘

Dr. ScaHurLer. Continue to make offshore leasing available, con-
tinue to——

Senator WaLLor. All right. Now we are getting down to what is
at issue. How is anybody going to bid on offshore leases if the price
is $10 or $12?

Dr. SCHULER. Senator, I guess the answer——

Senator WaALLoP. | mean I agree with you that we ought to do it,
but I just wonder how anybody would respond to that.

Dr. ScHULER. Let me respond in this way just quickly. I think it
is a nonproblem, to tell you the truth. I don’t think we are going to
see oil prices in the range of $15 a barrel for very long. And as I
said in my testimony, at such time as I become convinced that
OPEC is totally destroyed, then I am perfectly prepared to change

- my view and analyze the security advantages of an import fee.

But that, I don’t think, is the case at this time.
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Senator WaLLopr. But in that respect, then, in that narrow re-
spect, you are not all that far from Dr. Singer who does not think
it is going to last very long either, particularly if we establish some
price.

Dr. ScHuULER. But if you establish that price, you get the burdens
that go with it. And that is where I think—you know, the inde-
pendent producers are the people who presumably would benefit
the most from this. And they obviously will testify for themselves,
but the position they took last fall was that the benefits were out-
weighed by the burdens.

Senator WaLLoP. I must say that there is nothing in the world as
futile as predicting energy prices. I have been here long enough to
see a lot of interesting predictions. Dr. Schlesinger said there was
no more natural gas to be found. We had but to democratize the
misery. Oil is going to be up $65 a barrel.

Now I am reading the latest administration forecast prepared in
December 1985 for the year 1986 and it shows an oil price of $24.76.
That was December of this year. I mean it is sort of a futile thing
which brings me back to the argument that we have yet to exam-
ine in any comfortable way for me—and there is a national securi-
ty argument. Can you turn on and off a production and exploration
industry like that? And can you—Dr. Hall as wéll—shield the econ-
omy from the very kind of violent wrenches that took place in 1973
and 1979?

Dr. SINGER. I think the real dangers that we face are rapid and
extreme price fluctuations. Saudi Arabia certainly has the capabil-
ity of doing this because they can vary their oil production in the
short run up to about 7 or 7% million barrels a day, in the long
run up to perhaps 10 million barrels a day. And we know they
have gone down to 2%. So this is a factor of three or four in their
production. And they can do this in a very short time.

They seem to have the willingness also to vary their production
as they have shown in the recent past.

This means that they can thoroughly jiggle the price up and
down by strategic flooding of the oil market, and thoroughly dis-
combobulate our domestic conservation effort.

Senator WALLor. Muhammed Acasem literally stated that that is
what they were setting out to do.

Dr. SINGErR. We have to be able to defend ourselves against price
fluctuations. We should use a variable import fee, because that will
stabilize the price on down dips. Against upswings, we should use
the strategic petroleum reserve if they push the price up too high
for a short time. We should release oil from SPRO to fight that.

So we do have measures of defending ourselves. And my predic-
tion is that the other industrialized countries will join us in all of
this. They will find it in their own best interest to do the same
thing we are doing.

Therefore, I think all these discussions about international com-
petitiveness are irrelevant. They are red herrings because they will
all do the same thing that we are doing. And we will all be on the
same basis.

Senator WaLLor. Dr. Hall.
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Dr. HaLL. Senator, I am a little puzzled. The whole discussion
has taken place only in terms of the interest of American produc-
ers, and I have not heard a word about American consumers.

Senator WaLLop. I beg your pardon. My introductory statement
was directly aimed at American consumers.

Dr. HaLL. Excuse me. I meant in the last couple of minutes.

Senator WaLLop. Oh.

Dr. HaLL. Just in talking about this issue in terms of——

Senator WALLoP. But I mean isn’t the American consumer as
badly damaged by the kinds of economic dislocations that we had
in 1973 and 1979 as he is by anything we are talking about today?

Dr. HaLL. It is very simple. High prices are bsd for consumers
and low prices are good. When my department store runs a special
on shix};ts and sells shirts for half price, I buy a bunch, and I benefit
vom that.

Senator WaLLop. Yes; but you cannot buy a bunch of gas and put
it in your backyard.

Dr. HaLL. Well, you can certainly buy oil.

When world oil prices are low, it is a time when consumers
should be allowed the full benelit of it. Another point I would
make to follow up on what Dr. Singer said is, just as he said, re-
lease the strategic petroleum 1eserve when prices are high; we
should fill it when the bargain is available.

And I concur with the proposition that probably oil prices are
5oin%i to rise from the point where they are today over the next

ecade.

Let me make one further comment with res};:ect to the produc-
tion side. The concepts of strategic flooding that you mentioned
and the threat that that poses to American production, I think, is

ne%}ilglble.

at American producer is so stupid as to shut down a well just

because of a temporary reduction in oil prices, when the market is

going to come back to life? You don’t have to cap a well. All you
ave to do is lower its production or even store its output.

Senator WaLLop. I don’t think geology works that way.

Dr. HaLL. You can certainly store it.

Senator WaALLor. You know, cash-flow and banks and other
things work that way, but geology does not work that way.

Dr. HaLL. OK. The worst thing you do is you sell it for—let me
remind you also that the posted gzice in Texas today is not $12 a
barrel. It is close to $20 a barrel. So, you know, the situation in the
oil market is just not as devastating as it has been made out to be.
And I think the mentality that we are attributing to American oil
pro}(liucers is very narrowminded and stupid, and I don’t think it is
right.

e true victims of Saudi Arabia today—I agree that strategic -
flooding is taking place, but I think the strategy is quite different.
They are trying to get the major European producers, Britain and
Norway, to agree to output limitations and essentially become part
of OPEYC. That is where the leverage lies. They don’t have any le-
verage over the stripper operator in Texas. They have tremendous
leverage over Britain. -

Senator WaLror. With all respect, they do have a lot of leverage
over the stripper operator in Texas. You know, the volume of those
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wells is so small that at a given point, nobody is going to continue
to produce if in the act of producing he owes his bank a dollar for
every barrel he lifts. And when it is set on those things, you lose it.

Dr. HaLL. The marginal operating cost of that type of production
is much lower than the cost that is necessary to bring them into
production.

Senator WaLLopr. Depending on——

Dr. HaLL. It is a costly form of production.

Senator WaLLor. Depending. Depending.

Dr. HaLL. Depending. But I would be very surprised from what 1
saw of the behavior of that in previous fluctuations. It is pretty
sluggish. And I think this notion that we are going to lose a lot of
American production capacity permanently because of a temporary
rﬁduction in world oil prices is just vastly an overstatement about
that.

And, again, the potential victims—the Saudi strategy, which may
well be a sensible strategy for them, is to try to get reductions in
North Sea oil. They have been very clear on that point. They have
not targeted American producers as the victims. They have target-
ed European producers. And that is what they are trying to do.
They are trying to get a balance reduction in output of the major
producers, and it is a political issue, and they are using a political
weapon; namely, low prices. )

And I think it is really important to realize that that is the
intent of the Saudi strategy; not to shut in production in the
United States.

Senator WaLLop. Do you agree with that, Dr. Schuler.

Dr. ScuHuLkr. I don’t agree. That is certainly what they say, but
it seems to me that what it is really aimed at is the cheating that
is going on within OPEC. That is who the Saudis are after. That is
where the significant 2 million barrels a day volume is. But it is a
lot easier to say I am declaring a price war against some people in
the North Sea than it is to say I am declaring against Iran and
Iraq and Libya and so forth.

So I think it is really aimed at OPEC.

Dr. HaLL. I don’t disagree with that at all. Let me just restate
though. The main point was that I think the notion that we have
to avoid letting U.S. consumers have bargains when world prices
are low because it will have this devastating effect on shutting in
domestic production permanently, I think, is a great overstate-
ment.

I think we are standing by on the sides. If it is Iran and Iraq and
Britain, Norway that are the intended victims, we can just stand
by and let our consumers take advantage of the temporary bargain.

Senator WaLLop. But would there be any moment in time at all
when you would hesitate about stating that policy?

Dr. HaLL. You know, it is such an open-ended question, I am not
sure how to answer it.

Senator WALLop. What I mean is, Is there no time when the na-
tional security, national economic security, would become an im-
portant consideration?

Dr. HaLr. When you say the national economic security——
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Senator WaALLop. Well, you have got two sets of national security.
You have got national strategic security; you have got a national
economic security, and they interrelate.

But is there no moment in time when the threat to either the
economy or the strategic ability of this country to react in crisis
would change your opinion on that?

Dr. HaLL. Well, again, let us be clear about the direction of this.
Lower oil prices are unambiguously good for the economy in gener-
al. That is an uncontradicted conclusion of every macroeconomist
who has looked at it.

Senator WALLOP. Yes. Presuming that you do not create such a
dependence upon them that leaves you with the same vulnerability
that we had in 1979. I mean, good God, nobody can say that was
good for the economy.

Dr. HaLL. The other side of the coin, of course, is that when oil
prices rise, it inflicts damage on the economy.

The conclusion clearly is that the ideal thing for the United
States would be to have cheap oil which is permanently cheap.
Now there is no way to achieve that.

We are shooting ourselves in our feet if the moment that we
have a chance to get some relief in the form of low prices we do not
take advantage of it; we try to prevent ourselves from taking ad-
vantage of it by putting in an oil import fee.

And, again, as Dr. Singer stressed, we need to have standby
plans to deal with sharp runups in price, especially if they can be
seen to be temporary as is the case if they are motivated by war.
And that is why we have a strategic petroleum reserve. And 1
think it is important to have an even bigger SPRO. And there is no
better time to create one than during a period of a temporary re-
duction in world oil prices.

Senator WaLLop. Well, that is one of the other nice pieces of the
energy policy that we have seen come out of the administration
that we have lowered the——

Senator BRADLEY. We have stopped it. )

Senator WaLLop. Yes. Clearly, I think both Senator Bradley, and
I could go on for a long time with this panel, but we——

Senator BrADLEY. Could I just ask one quick question to Mr.
Singer?

Do you agree with the original congressional intent on the SPR
that the optimum level from the standpoint of using it to spike
runups in price or for national security should be about 750 million
barrels in storage? That was the original—

Dr. SINGER. No; I did not agree with that. I have never accepted
the analysis.

Senator BRADLEY. What is your optimum?

Dr. SINGER. I do not have a calculated optimum.

However, now that we do have a 500-million-barrel SPRO, I am
disappointed by the fact that, No. 1, we have not completely tested
it; No. 2, that we are not using it actively. I would like to see it
privatized. And because eventually it will have to be sold to domes-
tic refiners—there is no reason why we cannot do this before an
emergency.
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What worries me, of course, is that bureaucrats will be sitting on
the SPRO forever waiting for the proverbial rainy day which will
never come.

Senator BRADLEY. Yes. What we need is a much more auction-
oriented use of this device.

Dr. SINGER. I agree that we need a more market-oriented use of
this device. Now in the best of all possible worlds, I would say that
when the price goes down—let us say if it dips down to $10, we
should all be out there buying oil. But I don’t see those buyers now.
Where are they? Where are these bargain hunters? Why isn’t the
market working as it should be bringing the price back up to $22?
Because it is not working we need this variable import fee. If the
market were working properly, people should be out there now
buying this oil and driving the price back up again.

Senator BRADLEY. Mr. Hall, you said you thought it should be a
larger SPR?

Dr. HaLL. Yeah. Again, [——

Senator BRADLEY. You don’t really know, really, do you?

Dr. HaLL. Well, let me say first of all that Dr. Singer has correct-
ly identified the central issue. Will we ever use our strategic petro-
leum reserves? I watched in anguish in 1974 when we had the
Naval Petroleum Reserve and other opportunities and nothing was
done whatsoever to stimulate the domestic supply. And, in fact, we.
took only perverse actions such as putting in price controls.

I doubt our willingness to use these tools. And that is my main
misgiving about it. As a matter of theory, though, I think it clearly
would be a good idea to have a very large petroleum reserve and
no better time now than to fill it.

Senator BRADLEY. Thank you.

Senator WaLLop. Let me just say that I don’t really quarrel with
the idea of trying to maintain the benefits of falling prices, but I
cannot leave that in a vacuum. I just don’t think it is responsive.
Maybe I can come down to a conclusion that is similar to yours, Dr.
Hall, but I don’t think that you dare look at it without looking at
other things at the same time. And I am really concerned that geo-
logical forces are sometimes not market Torces. And I am just con-
cerned. And I feel that we have benefited by your testimonies and I
think we will continue to over the rest of today and tomorrow. But
we will never get to the rest of today unless I excuse you all.

I appreciate very much your taking the time to come here to give
us the benefit of your witness on this.

The next panel consists of Leonard P. Steuart, president of
Steuart Petroleum Co., Washington, DC, on behalf of the Independ-
ent Fuel Terminal Operators Association; Robert L. Bradley, re-
search scholar, Citizens for' a Sound Economy, Houston, TX; Law-
rence Goldmuntz, Dr. Lawrence Goldmuntz, president of Economics
and Science Planning, Inc.

Mr. Steuart.
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STATEMENT OF LEONARD P. STEUART II, PRESIDENT, STEUART
PETROLEUM CO., WASHINGTON, DC, ON BEHALF OF THE INDE-
PENDENT FUEL TERMINAL OPERATORS ASSOCIATION, THE
NEW ENGLAND FUEL INSTITUTE, THE EMPIRE STATE PETRO-
LEUM ASSOCIATION, THE PENNSYLVANIA PETROLEUM ASSO-
CIATION, AND THE FUEL MERCHANTS ASSOCIATION OF NEW
JERSEY

Mr. StevarT. Thank you, Mr. Chairman. I am pleased to be with
you today. In recognition of the late hour, I am going to give you a
very brief comment and submit my 50-page testimony for your con-
sideration.

Senator WaLLop. Thank you. I would appreciate that,

Mr. STEUART. I would also like to submit testimony from the In-
dependent Gasoline Marketers Council for the record.

[The information from Mr. Steuart follows:]
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The Independent Gasoline Marketers Council is a trade as-
sociation of non-branded wholesalers and retailers of motor
gasoline. The Council is opposed to new energy taxes of any kind
and is especially opposed to oil import fees.

Almost everything that can be said about the problems with
an oil import fee has been said as the debate has heated up. It
has been pointed out that a fee is inflationary, and that it
would curtail economic growth, be a regressive tax, provide a
windfall for domestic producers, create competitive imbalances in
the petroleum industry and in industries which use petroleum
products, create regional imbalances, injure the highly compe-
titive transportation sector of the economy, injure energy in-
tensive exporting industries as well as cause foreign relations
problems, especially with Mexico, Canada and Venezuela. We sub-
scribe to all of these points and will forgo the opportunity to
reiterate them in detail.

Instead, we will focus on the arguments for an import fee
and attempt to test their strength. Later we will examine some
of the competitive implications for the oil industry, and through
that analysis cast some light on the motivation behind the pre-
sent push by some industry participants for a fee.

Some supporters of a fee argue that the sharp drop in oil
prices has placed the domestic industry in a desperate situation
which will threaten domestic production and increase foreign
dependency. To add emphasis to their statements reference is
frequently made to the drop in the drilling rig count and the
plans of various companies to curtail spending for exploration
and development.

There is no guestion that the domestic producers are having
a hard time. "The hard time has been going on for the last four
years and it is the result of the restoration of free markets in
the oil industry at the beginning of the Reagan administration.

But the problems of the domestic producers are generating a
correct market response, that is to allow supply to come into
balance with demand. At the moment there is an excess of produc-
tion capacity over demand for crude, and there will be excess
capacity for a number of years to come. 1In that environment it
makes no sense to encourage the development of even more produc-
tive capacity for which there is no demand and which will have to
be either protected or subsidized or both.

The best available evidence suggests that there is a finite
amount of oil available in the United States. As with all
mineral reserves the amount available depends on the amount you
are willing to spend to get it. At some point no amount of money
will produce more because the reserve ie exhausted. As a country
our choice is whether to use the domestic reserve now or use it
later. To use it now we will have to keep our prices far higher
than the prices which prevail in the rest of the world, placing

-]-
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our manufacturers and consumers at a serious international compe-
titive disadvantage.

Another way of putting the question is will the U.S. tol-
erate a somewhat great foreign dependency today at low price
levels in exchange for having some competitively priced reserves
in the year 2025 or do we wish to pay 2025 prices today and face
total dependency on foreign reserves later? We think the answer
to the question is obvious.

A related argument for an import fee is that it is needed to
protect the banks which made large oil loans. With all due res-
pect, we believe those banks should have very little claim on the
public purse for the loan decisions they made. The problems the
banks now face are problems in lcan underwriting, portfolio im-
balance and internal management.

One of the questions every bank lending officer should have
asked is, what happens to me if the price goes down? All too .
many of the banks may have answered, the government won't let it
happen. The message back to the banking world as a result of
this crisis should be, where government protection from the
forces of the market place is involved don't bank on it.

American consumers, the independents who guessed the future
of the oil market correctly, and the industries which planned
appropriately should not be asked to pay for the bad business
decisions of companies which bought out other companies at too
high a price, or for the decisions of the bankers who made the
loans which facilitated the buyouts.

It has been arqued that an import fee will be painless and
invisible. The drift of this thinking is that the decline in the
price of oil makes it possible to slip a tax on imported oil
without anyone noticing. Since we are used to paying higher
prices and import fees are hidden in the price, consumers won't
realize the impact.

By the time this Congress would get around to enacting an
import fee, however, prices would have been sharply lower for
months. An import fee of the order of magnitude under discussion
will raise prices between fifteen and twenty five cents a
gallon. Without question that will bg noticed.

But more important than the political consideration is the
fact that everyone will have had the chance to discover more
productive ways to use the money that was paying for fuel. That
discovery will be the trigger for a real economic boom which an
import fee will abort.

5
Finally there is the argument that we need the money to {and

here take your pick); (1) reduce the deficit, or (2) preserve
some tax incentives which may be wiped out in tax reform.

-2-
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The economic growth lower oil prices produces will more than
pay for the revenue which might have been gained by an import
fee. This is a point subscribed to by a surprisingly large num-
ber of economists within and outside of government. If they are
correct, using an import fee to reduce the deficit is cutting off
your nose to spite your face.

Using import fee revenues to finance tax breaks is be a flat
statement by the Congress that it can, in its wisdom, better
direct the benifits of lower taxes than the marketplace. Most of
the ta» ~enefits that the tax reform bill would eliminate are
incen' -5 to ovne sector of the economy or another. Tax revenue
is fory.... .o encourage certain kinds of behavior. We believe
that the overall incentive to greater economic activity provided
by lower oil prices beats the collective wisdom of the tax
writing committees by a mile.

A few words are in order about the petroleum industry and
the winners and losers if an import fee proposal or other tax is
placed on oil or on other forms of energy. Understanding who
these winners and losers are is central to understanding the
somewhat convoluted positions some of the proponents of energy
taxation take. It is also central to understanding that energy
taxation is a swamp which will lead to reregulation of the in-
dustry to preserve equity.

Our favorite debate among proponents of the fee is the ar-
qument the folks at Valero Refining have had with the rest of the
independent refiners and the conditions the rest of the indepen-
dent refiners have placed on their support for a fee.

Valero is one of the refiners which spent a lot of money
upgrading their facility so that it can use residual fuel oil as
a feedstock. If there is an import fee with an exemption for
residual fuel o0il, New England may feel better but Valero will
positively glow. We have heard that when the other competing
independent refiners saw the draft bills with exemptions for
residual fuel oil they were not pleased and have passed that
message to the sponsors.

The sponsors are thus left with the choice of helping Valero
and New England, not creating an exception for New England, or
putting a fee on residual fuel oil imported as a refinery feed-
stock but not on fuel o0il imported as a fuel and figuring out how
to enforce the provision.

The independent refiners as a group want a fee on crude but
only if there is a differential fee on products. Without a dif-
ferential to protect them, or perhaps a program such as the en-
titlements program to equalize crude costs, the crude-short
independent refiners will be at the competitive mercy of their
domestically integrated bretheren.
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Then there are the refiners who have made bad business de-
cisions and would like import fees established to bail them -
out. Texaco needs high crude prices to satisfy its bankers and
justify its purchase of Getty. With 20/20 hindsight one wonders
whegher Texaco would have bid for Getty at the price it wound up
paying.

There has been some joking in the industry that Texaco's
defense in the Pennzoil case will be to claim that Pennzoil owes
Texaco money for saving Pennzoil from a bad business decision.

Atlantic Richfield is another company looking for a way out
of the consequences of a bad business decision. Arco decided
that it wanted to stop being dependent on imported crude. To
that end it sold all of its East Coast refining and marketing and
concentrated on becoming the dominant producer/refiner/ marketer
on the West Coast. After liquidating the East Coast assets at
firesale prices, the cost of imported crude dropped, making the
recently disposed of assets highly profitable and leaving Arco
with domestic reserves which are declining in value,.

Compounding Arco's problem was the decision to go deeply
into debt to head off a hostile takeover attempt. The restruc-
turing would have been brilliant if the price of crude had stayed
the same or risen. Now that it has collapsed Arco is hard at
work promoting an import fee.

We don't think the Finance Committee should save their bacon
at the expense of the rest of the country.

Finally, we recognize the pain being felt by the producing
states as the revenue from royalties and taxes stops flowing into
state treasuries Clearly this revenue loss alone would motivate
a representative from a producing state to ask for an oil import
fee to restore state finances. But those pleas are on par with
New York's delegation asking for federal help for its welfare
problem and Florida's delegation asking for help in handling
recent immigrants.

Perhaps federal transfer payments to Texas and Lousiana to
support the state budgets are justified, but perhaps they
aren't. The issue should be debated on the merits.

We hope that after a careful examination of the energy tax
issue this committee will reject the pending proposals and return
to the business of tax reform and deficit reduction using less
controversial methods and that lack the manifest pitfalls of
energy taxes.

-4~
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Mr. STEUART. My name is Leonard Steuart, and I am president of
the Steuart Petroleum Co., a local wholesaler or retailer of home
heating oil based in Washington with facilities in Maryland, Vir-
ginia, Georgia, and Florida. I am testifying on behalf of an ad hoc
coalition of petroleum marketers opposed to oil import fees or
other barriers to imports. This coalition includes the Empire State
Petroleum Association, the New England Fuel Institute, the Penn-
sylvania Petroleum Association, the Fuel Merchants Association of

ew Jersey, and the Independent Fuel Terminal Operators Asso-
ciation.

Together, the members of these groups market most of the home
heating oil and residual fuel in the Northeast. We serve approxi-
mately 8 million homes and businesses.

We are opposed to import fees because of the severe damage that
those fees would cause to the independent marketing industry and
to our consumers. As independent marketers, we depend on the
availability of imported petroleum products for our customers. For
the most part, we buy domestic products. Without economically
priced imports, however, we would be at the mercy of the majors
who have curtailed or eliminated :heir historic role as suppliers to
independent marketers.

Independent marketers will be devastated if Congress imposes
import fees on petroleum products that exceed import fees on crude
oil. Such a differential fee structure would place independent mai-
keters at a severe disadvantage with domestic refiners. This is
grossly unnecessary and will have serious adverse consequences.

Independent marketers have provided most of the competition in
the fuel oil and home heating oil market. Their competition has
benefited consumers significantly. When prices are declining, com-
petition from independent marketers guarantees that the lower
prices are passed through to consumers quickly. When prices are
rising, competition from independent marketers keeps refiners’
margins in check. Large fees on imported products are sure to
eliminate competition from independent marketers. If this occurs,
there will be little check against monopolistic and discriminatory
pricing by refiners, particularly and during periods of tight supply
in rural areas where there are very few suppliers.

There is no reason for a national energy policy that tilts the
entire market toward domestic refiners. Imports of petroleum prod-
ucts represent a small fraction of domestic consumption. Import
penetration of gasoline and fuel oil is only about 6 percent.

Domestic refiners supply more than 14 million barrels per daIy of
a total daily consumption of about 156. Imports provide healthy
competition but not a threat of extinction.

Moreover, lower crude oil prices offer major benefits to domestic
refiners. You might recall, Mr. Chairman, that when the idea of an
import fee was first proposed over a year ago, it was the independ-
ent refiners that needed unique and special protection. Those inde-
pendent refiners are doing quite well today, and I am submitting
for the record an article that appeared in the New York Times on
Sunday entitled “Refiners Breathe a Sigh of Relief.” This has been
coming about as a result of the lower crude prices and the avail-
ability of net back deals.

[The information from Mr. Steuart follows:}
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Mr. Steuart. The fall in crude prices may change the balance
between refiners and marketers, between the majors and the inde-
pendents, and between domestic and imported products; however,
we are convinced these changes will benefit independent marketers
and refiners. Before any precipitous action is taken on import fees,
Congress should evaluate the industry’s experience with lower
prices.

Furthermore, we do not think that oil import fees can be im-
posed without regulations and bureaucracy. We have already heard
many calls to exempt heating oil or to exempt specific exporting
countries. You have only to recall the bureaucracy that existed in
the 1970's during the period of controls at that time. I like to call it
the Lawyer’s Relief Act of 1973.

We should have learned our lessons from those times. Control-
ling the minimum price for oil will be as complex as controlling
the maximum price for oil. It is a job much better left to the mar-
ketplace.

On the economic issues, which we have discussed in our state-
ment, we will certainly defer to the testimony that has preceded
me. I was particularly impressed with Dr. Greenspan, Dr. Hall, and
Professor Schuler’s testimony on the positive impacts of lower oil
prices.

I thank you for the opportunity to appear before you today, sir.

Senator WaLLop. Thank you, Mr. Steuart.

[The preparec written statement of Mr. Steuart follows:]
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I. INTRODUCTION AND SUMMARY

My name is Leonard P. Steuart, II. I am President of
Steuart Petroleum Company, a wholesaler and retailer of home
heating oil, residual fuel, and gasoline in Maryland, Virginia
and Washingten, D.C. I am testifying on behalf of an ad hoc
coalition of petroleum marketers opposed to oil import fees or
other barriers to imports. This coalition includes the Empire
State Petroleum Association, the New England Fuel Institute,
the Pennsylvania Petroleum Association, the Fuel Merchants
Association of New Jersey and the Independent Fuel Terminal
Operators Association. Together, the members of these groups
market most of the home heating oil and residual fuel in the
Neortheast. We serve approximately 8 million homes and busi-
nesses.

We are strongly opposed to import fees, either in the
form of a flat fee of $5 or $10 per barrel, as proposed by
Senator Boren in S. 1507, or as a floating fee that establishes
a floor price for imported crude oil and an additional fee cn
products, as proposed by Senators Wallop and Bentsen in
S. 1997.

As a matter of tax policy, import fees are regressive
and inefficient, and therefore have no legitimate place in tax
reform or deficit reduction. We have also considered the
impact of each of these proposals on economic or energy policy,
in light of the recent decline in world crude oil prices. We
have concluded they would seriously harm the national economy,

and would discriminate against oil consuming sectors and
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regions of the country, particularly the Northeast.l/ In addi-
tion, import fees would hamper the U.S. competitive position in
world trade.

Crude o0il import fees also create incentives to
"drain America first", which will deplete the resources needed
for a future emergency. Import4fees on petroleum products
would be even more costly, impairing the competitive viability
of independent marketers without any benefit to producers.

Such long term impacts far outweigh any short term benefits
that protectionist legislation would confer on domestic
producers or refiners.

As petroleum prices fall to free market levels from
the excessive prices maintained by OPEC, the independent pro-
ducing sector and related industries may-merit some special
consideration to avoid undue hardships and maintain production
incentives. However, such special treatment must not be import
protection which deprives all Americans of the benefits of eco-
nomic growth, higher employment, and lower inflation that
falling oil prices have already begun to provide. Such special

treatment must not place U.S. energy prices at levels

1/ Included as Attachment 1 hereto is a letter from the
members of the ad hoc Coalition Against Energy Taxes to
President Reagan and the joint Congressional leadership,
expressing opposition to new energy taxes or fees as part
of tax reform or deficit reduction. The many industries
represented in that Coalition illustrate the sectors that
could be harmed most by oil import fees.



203

substantially above our competition in world markets. And such
special treatment must not be based on illusory deficit
reduction that takes as much revenue from the Treasury as it
provides.

We, as marketers, are an integral part of the domes-
tic petroleum industry; we need a strong and thriving domestic
industry. We support use of the tax code to guarantee a strong
domestic producing and refining sector, including preservation
of the intangible drilling cost deduction. However, we oppose
legislation that would maintain prices at OPEC-created levels,
thereby conferring huge windfalls on oil and gas producers and
refiners.

II. OIL IMPORT FEES WOULD SERIOUSLY HARM THE ECONOMY

A. Adverse Macroeconomic Effects

0il import fees protect the domestic oil and gas
industry at an enormous cost to the economy. Studies of the
macroeconomic impact of fees or tariffs on imported crude oil
uniformly conclude that the national economy would suffer sub-
stantial losses. There is no doubt that economic growth would
be impeded; it is estimated that a $10 fee would cause a

decline in GNP from 1.0 to 2.6 percent.2/ Equally certain,

2/ See Consumer Federation of America, "The Energy, Economic
and Tat Effects of 0Oil Import Fees" (October 25, 1985),
Table ES-1 at p. iv, included as Attachment 2 ("CFA
Study"). For the purposes of macroeconomic analysis, it
is irrelevant whether a $10 fee is imposed entirely on
crude oil, or partly on crude oil and the remainder on

[Footnote continued]
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unemployment would increase by up to 600,000,3/ and inflation

would increase by up to 2.6 percent.4/ The precise magnitude

cannot, of course, be projected, but the conclusion is clear:

an oil import fee will impose a substantial drag on the U.S.

economy.

The magnitude of this drag is not lessened by the

current decline in the price of crude o0il. The recent decline

in o0il prices does not reduce the burden to the economy from

oil import fees, it simply alters its absolute and psychologi-

cal effects. No matter what the price of crude oil, a $10 oil

import fee will eliminate 1 to 2 percent of GNP growth, and add

1 to 2 percent to the rate of inflation.5/ Moreover, such a

fee will create a shock to all consumers, by increasing prices

for oil products and competing fuels by about $.24 per gallon.

[Continued from previous page)

petroleum products. The critical fact is that petroleum
product prices would rise by about $10 per barrel, or $.24
per gallon.

See Attachment 2.

This inflation impact is measured by the change in the
Consumer Price Index. See Attachment 2.

Thus, if falling oil prices help to generate GNP growth of
4 percent, an oil import fee would reduce the growth rate
to 2-3 percent. If GNP was only expected to grow by 1
percent without an oil import fee, the fee will likely
cause a recession. In fact, each of the seven major oil
price increases since World War II has been followed
within nine months by a recession. -
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Just as o0il import feés burden. the economy, decreases
in oil prices produce a substantial positive effect on growth.
The recent decline in crude oil prices has led to a boom in
both the stock and bond markets, interest rates are declining,
and economic analysts are uniformly increasing their estimates
of economic growth.6/ American consumers are already beginning
to enjoy the benefits of lower oil prices in their home heating
0il bills and at the pump. By increasing oil prices to last
year's levels, an oil img?rt fee would rob the economy of this
powerful engine for growth, which may be the most positive eco-
nomic force in more than 20 years. -

B. Minimal Deficit Reducing Effects

0il import fees would not only inhibit growth induced
by falling oil prices, but would also counteract the deficit
reducing effects of falling oil prices. As a result, estimates
of the deficit reducing impact of oil import fees are highly
exaggerated in a time of falling oil prices. Those who claim
thac é $5 oil import fee will generate $8 billion in revenue
include only its direct revenue impact; they fail to consider
the lost revenue to the Treasury from slower growth and the
substantially greater government expenditures caused by higher

oil prices.

6/ See, e.g. Washington Post, February 16, 1986 at GS5. New
York Times, February 19, 1986 at Al, included as Attach-
ment 3.
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In 1983 and 1984, studies were conducted by the
Department of the Treasury, the Department of Commerce, and the
Congressional Budget Office. Each concluded not only that the
U.S. economy would benefit significantly from a decline in oil
prices, but also that the federal deficit would be reduced
substantially. The Treasury analysis concluded that a 40
percent decline in oil prices would reduce the annual deficit
by $6 billion to $10 billion and a 24 percent decline would
yield an annual saving of $4 billion to $5.5 billion.7/ CBO
stated that "a sizable and permanent decline in oil prices
would have a very favorable effect on inflation and on economic
growth in the United States, and would significantly reduce the
projected baseline budget deficit. . . ."8/ CBO calculated
that a permanent $8 per barrel reducticn in oil prices would
reduce the unified budget deficit by a cumulative total of $129

billion over five years.9/

1/ Treasury Department interagency study of falling oil
prices, Chapter II, p. 2 (1983) See Attachment 4.

8/ CBO, "Economic and Budgetary Conseqguences of an Oil Price
Delince -~ A Preliminary Analysis" (March 1983) at p. 1.

9/ Id. at pp. 16-17. See Attachment 5. Significantly,
declines in oil prices below $20 per barrel will generate
substantially greater deficit reduction effects than
declines above $20 per barrel, which were analyzed by CBO
and Treasury. Declines above $20 produce a significant
loss of windfall profit tax revenues to the federal
Treasury, while declines below $20 produce almost no loss
to the Treasury from windfall profit tax revenues. See
Crude O0il Windfall Profit Tax Act of 1980, P.L. 96-223,
I.R.C. Sec. 4989. Thus, the deficit reducing effects of a

[Footnote continued)
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More recently, the Chairman of the President's
Council of Economic Advisors estimated that a $10C per barrel
decline in the price of oil would yield an increase of as much
as 1 percentage point to econemic growth.l10/ According to the
President's Budget, eliminating this growth would increase the
deficit by rising amounts each year, from $7.2 billion in 1987,
to $78.2 billion by 1991.11/ The total increase in the deficit
would far exceed the total gross revenue that could be
generated by a $10 fee over the entire five vear period.

The precise effect of falling oil prices on the
budget deficit from 1987 to 1991 may be difficult to project.
But the direction and order of magnitude of these effects are
clear: falling oil prices will generate significant increases
in taxes, and will reduce federal outlays that are directly
related to oil prices and that are tied to a cost of laving
escalator. Oil import fees will eliminace these benefits. In
short, o1l i1mport fees will contribute little if anything to
deficit reduction, and may actually inerease the federal

deficit.

[Continued from previous page}

decline in oil prices from $25 to $15 per barrel would be
substantially greater than the effects of a decline from
$30 to $20 per barrel.

10/ ‘Testimony of Beryl Sprinkel before the Joint Economic
Committee, February 6, 1986 at p. 35.

11/ ee Attachment 6.
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C. Inefficiency of Oil Import Fees as a Tax
1. Windfall to Oil Producers

The fundamental reason oil import fees contribute so
little to deficit reduction is their inefficiency as a tax mea-
sure. Oil import fees tax only oil imports, which are only
thirty percent of total U.S. oil consumption, and less than 12
percent of total U.S. energy consumption.l2/ However, because
oil imports are the marginal source of oil in the U.S., the
price of oil imports establishes the price for domestic produc-
tion of crude oil and natural gas liquids. Therefore, consumer
prices for all oil products increase by approximately the
amount of the fee. However, the Treasury obtains revenue only
from the portion that is imported; accordingly, the predominant
portion of the increased consumer expenditures for oil flow to
domestic producers, not the federal Treasury. The CFA Study
estimated that a $10 fee would increase o0il prices by about $45
billion, while federal revenues would increase by only $12-29

billion.13/

12/ Petroleum accounts for about 38.6 percent of total U.S.
energy consumption. See, e.g., DOE/EIA State Energy Data
Report (May 1985) at pp. 14-20.

13/ This range assumes that an import fee will result in sub-
stantidl increases in windfall profit taxes. The CFA
Study assumes that a fee will increase domestic oil prices
to levels above $24 per barrel, at which level windfall
profit taxes would apply. Windfall prcfit taxes would not
apply to increases in domestic crude oil prices from $15
to $20 per barrel; thus, federal revenues would increase

- less.
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2. Windfall to Natural Gas Producers

The inefficiency of o©il import fees is even more
evident in the natural gas sector, where wellhead prices will
rise and all of the }ncreases in revenue will flow to
producers. Many analysts ignore the direct effect of oil
1import fees on natural gas prices. However, the experience in
natural gas markets during the past five years demonstrates,
beyond guestion, that natural gas prices move in tandem with
oil.l4/

Thus, if oil import fees are enacted, increasing the
price of residual fuel oil to i1ndustrial and utility consumers,
and heating oil to residential and commercial consumers, gas
prices will rise to meet these higher prices. In fact, much of
the gas sold in the U.S. today is sold under contract esca-
lators based on the oil equivalent price, and many utilities
actually have tariffs that require that the price of gas to

large users be set at the equivalent price of heating oil.

14/ From 1978 to 1982, natural gas prices rose significantly,
despite controls on "old gas," to meet the higher price of
0oil. Then, as soon as oil prices began to decline in
1982-83, gas prices followed, first in the industrial
sector, then in the residential market. Today, gas prices
are effectively decontrolled, and marginal gas preoduction
sells for about $2.00 per mcf, or about $12 per barrel
equivalent. There is a substantial excess of production
even at this level, and there is little doubt that gas
prices will decline further if oil prices are not con-
trolled by import barriers.
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Consequently, oil import fees would provide a massive
windfall to the natural gas sector. The CFA Study estimafes
that the windfall from a $10 oil import_fee would be approxi=
mately 525 billion.15/ Significantly, none of this revenue
would be taxed as windfall profit, because the Crude 0il
Windfall Profit Tax does not apply to natural gas produc-
tion.16,

Unbelievably, an oil import fee would also provide a
windfall to Canadian natural gas preoducers, from which imports
have been increasing significantly. Competition from Canadian
natural gas imports has contributed to the decline in domestic
natural gas prices to about $12 per barrel equivalent. Many
contracts for Canadian gas imports specifically tie the import
pric? to the price of competitive o0il products. Thus, an oil
import fee will permit Canadian natural gas producers to
increase prices for exports, with absolutely no benefit to the
U.S. economy or the U.S. Treasury.

Any tax limited to imports necessarily provides this
windfall benefit to the industry protected, and thereby per-

forms inefficiently as a revenue measure. This inefficiency

15/ See CFA Study at p. iii.

16/ See Crude Oil Windfall Profit Tax Act of 198C, P.L.
96-223. Of course, to the extent that these increased
revenues result in increased net taxable income, natural
gas producers will pay additional corporate income taxes.
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can be corrected only by taxing all domestic o0il and gas
production and natural gas imports. Although this broad-based
energy tax would not alter the adverse macroeconomic effects of
the energy price increase, it would multiply about five-fold
the revenues collected.l7/

3. Increases in Federal Outlays

0il import fees, or energy taxes, are also inef-
ficient because of their effect on federal outlays. Every
analysis of oil import fees concludes that outlays will
increase substantially. Primarily, outlays will increase for
petroleum products and related purchases, particularly by the
Department of Defense; for programs with benefits indexed to a
cost of living adjustment; for interest payments; for unem-
ployment insurance; and for low income energy assistance. The
Treasury analysis concludes that a reduction in oil prices of
$8 per barrel will yield a $10 billion annual decline in feder-
al expenditures;18/ the CBO analysis projects savings of $110
billion over 5 years from a similar $8 decline in oil

prices.19/ The combined effects of oil import fees on federal

17/ 0©0il imports represent approximately 12 percent of total
energy consumption; total oil and gas consumption account
for about 60 percent of national energy use. See, e.q..
DCE/EIA, State Energy Data Report (May 1985).

18/ See Attachment 4.
19/ See Attachment 5.
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revenues and expenditures demonstrates its gross inefficiency
as a revenue raising measure.

D. Trade Effects of 0il Import Fees

Some proponents have suggested that oil import fees
would produce significant benefits to the U.S. balance of
trade. To the contrary, an o0il import fee would not signifi-
cantly reduce the U.S. trade deficit. Instead, it would create
serious trade problems for many U.S. industries. Petroleum
imports acccunted for approximately $48.3 billion of the U.S.
trade deficit last year, and the amount has decreased continu-
ously from $75.6 billion in 1981. During this period, the
petroleum component of the U.S. import bill has declined from
28.9 percent to about 14 percent.20/ Clearly, the massive
increase in the U.S. trade deficit has not been caused by oil
imports. If no protectionist action is taken by the Congress,
and the recent reduction in world crude prices is not immedi-
ately reversed, there will be further substantial reductions in
the bill for petroleum imports in 1986, probably on the order
of $15-$20 billion.

However, if oil import fees are enacted, the U.S.
will impose on its domestic industries energy prices that are
significantly higher than those paid by the rest of the

industrial world. This differential will create a significant

20/ See Attachment 7.
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handicap to all energy intensive U.S. industries, such as
chemicals, agriculture, steel, wood and paper products, mining
and plastics. These industries will be subject to greater
import penetration, and will have much greater difficulty
competing in foreign markets.

The level of this handicap could be enormous. If oil
prices stabilize at $15 per barrel, and a $5 fee is imposed on
crude oil and a $10 fee on products, U.S. energy costs would be
about 67 percent higher than world levels. If oil prices fall
to $12 per barrel, and a floor price of $22 for imported crude
is established, with an additional $3 per barrel fee on

imported products, U.S. industrial energy costs would be more

than 100 percent above world price levels. These examples

illustrate the magnitude of the burden to domestic industries
that would be created by the legislation being considered. '
The quantitative harm to the U.S. balance of trade is
speculative, but clearly energy intensive industries will be
placed at a serious disadvantage vis-a-vis their foreign com-
petitors. The damage to these industries would more than
likely offset any modest reduction in the trade deficit result-

ing from decreased oil imports.21/ And these are the

21/ If an oil import fee reduced the level of oil imports by
10 percent, for example, the trade deficit would decline
by about $3.5 billion if oil prices stabilize at $15 per
barrel.
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industries on which we must depend to restore a positive U.S.
balance of trade.22/

III. OIL IMPORT FEES ARE UNSOUND ENERGY POLICY

A. The Cost of Production is Well Below $22

$. 1997 would establish $22 per barrel as the "survi-
val price" for domestic crude, and guarantee that price for
every barrel produced. There 1s no evidence that any signifi-
cant amount of domestic crude oil production cannot be marketed
profitably for considerably less than $22 per barrel. The best
indication of the true cost of world crude oil production will
be the level at which market forces stabilize the price of
crude oil. If oil prices decline to levels below the marginal
cost of production, some production will be shut-in, thereby
decreasing available supplies and tightening the market.

Today, although spot prices have fallen below $15 per
barrel for some crudes, there is no indication that any
producers are refusing to sell at this price. In addition,
spot natural gas prices declined to about $12 per barrel
equivalent, even before the recent decrease in oil prices; yet
there remains a substantial surplus of domestic gas production

seeking markets at this price. Thus, very little current

22/ Indeed, the President announced on September 23, 1985 a
Trade Policy Action Plan designed to expand free trade and
open foreign markets to U.S. products. Oil import fees
would seriously hamper these efforts.
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domestic 0il or gas production requires a price of $22 per
barrel to be sold profitably; and the small amount that may
require this price should not generate a windfall for the
producers of much less costly oil and gas.23/

An oil price of $22 per barrel only seems reasonable
in relation to the inflated oil prices of the past six years.
In fact, prior to the second oil price shock in 1978-79, caused
largely by the revolution in Iran and the aggressive pricing
behavior of the Ayatollah, world oil prices were less than $15
per barrel.24,/ Even these price levels were engineered by the
OPEC cartel in 1973-74, when oil prices gquadrupled from about
$3 to $12 per barrel. Thus, a U.S. administered price for
crude oil of $22 per barrel, or a product fee that raises oil
prices to $25 per barrel, would legislate an oil price in the
U.S. higher than that demanded by Saudi Arabia after the Arab
0il Embargo of 1973.25/ Few, if any, observers of OPEC's

actions in the 1970's argued that these prices were cost-based.

23/ In fact, the cost of domestic oil production has declined
significantly during the past four years. See Cil & Gas

2 . . e prane Iy ; 2
Journal, "Index shows drilling, completion cost decline

(Nov. 4, 1985), included as Attachment 8.

24/ In 1978, the average cost of crude cil imports was $14.57
per barrel. See, e.g., Energy Information Administration,
Monthly Energy Review.

25/ Even worse, these inflated oil prices would apply only to
U.S. consumers.
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B. 0il Import Fees Will Result in Uneconomic
Production of 0il

It is impossible to quantify the cost of production
for domestic oil and gas, because the cost varies from field to
field and well to well. For this reason, any import fee or
price floor will provide windfalls to some producers and deny
profitable production to others.

However, it is certain that establishment of any
price flocr for domestic crude, or imposition of an import fee,
will lead to production of domestic crude oil and gas that is
not economic in the current environment. In effect, 1t wo'ild
create incentives to drain America first. [In the short run,
this may decrease oil imports; but in the long run, this pre=-
mature production will injure U.S. national security.

There is no energy security basis for increasing
domestic crude oil production today. The world is awash in
oil. U.S. import sources are secure and diverse. Only 8
percent of U.S. crude oil imports now derive from Arab OPEC.
The principal suppliers to the U.S. are Mexicec, Canada, the
United Kingdom, Venezuela, Nigeria and Indonesia.26/ These are
the countries that have made the investments and commitments
that have created the surplus in world crude markets; yet these
are the countries that would be injured most by a U.S. oil
import fee.

26/ See Attachment 9; and CFA Study, Table ES-3, included in
Attachment 2.
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0il import fees will guarantee a profit for domestic
oil production that would otherwise be uneconomic. Conse-
quently, U.S. reserves will be drained at a time when there is
no security threat; these reserves will be unavailable ten or
twenty years from now when the world oil market may present a
threat, and these reserves, if available, could then be used to
prevent or temper supply shortages. Thus, overproduction today
could lead to energy security problems in the futufe.

C. There is No Basis for a Higher Import
Fee on Petroleum Products

1. Effect of Fees on Petroleum Preoducts

If a determination is made that impert fees on crude
0il are necessary, despite their gross inefficiency and adverse
effects, an equivalent fee ‘must be placed on all imported
products, so that there is nho incentive to import products that
are less expensive than products refined domestically. How-
ever, there is no legitimate basis for fees on imported
products significantly higher than fees on imported crude; and
such a differential would seriously injure competition in the
petroleum market.

If higher fees are placed on imported products, the
effect on consumers would be the same as higher fees on all
petroleum imports, since the price of domestically refined
products would rise to the price of the marginal import. Thus,

a fee of $5 per barrel on imported crude oil, and $10 per



218

barrel on imported petroleum products, would create the same
macroeconomic burdens as a fee of $10 per barrel on imported
crude o1l. However, even less revenue would be raised than
from a fee of $10 on crude oil. A fee of $5 on crude oil and
$10 on products would apply the $10 level only to product
imports, which are less than 35 percent of total petroleum
imports; only the $5 fee would apply to the remaining 65
percent of crude o0il imports. In addition, a differential fee
on crude oil and products would split the windfall to the
domestic industry between producers and refiners, thereby
diminishing the revenues that could be used by producers for
exploration and development.
An import fee differential of $5 per barrel would
)rovide the domestic refining industry with a revenue increase
f about $70 million per day, amounting to about $25 billion
er year. A comparable windfall would be bestowed on the natu-
11l gas industry, which competes with petroleum products, not
'ude o0il. An import fee differential of $3 per barrel for
troleum products would generate approximately $15 billion in
ditional revenues for refiners.

2. Refiners Do Not Need Protection from Imports

Domestic refiners have not demonstrated the need for
tection from imports, particularly on such a massive scale.
fact, imports of petroleum products in 1985 were

iiderably lower than the levels of product imports during
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almost every year of the 1970's, and were below the levels of
1984.27/ Other than residual fuel oil, the highest import pen~
etration for any petroleum product i1n 1985 was 6.7 percent for
distillate. This 1s hardly cause for alarm compared to the
import penetration problems faced by other U.S. industries.
Moreover, if no import fees are placed on crude o0il, refiners
will benefit significantly from the recent decline in crude oil
prices, which will permit higher margins for refiners. Thus,
before import fees are even considered for petroleum products,
the current experience of refiners with lower crude oil costs
should be fully evaluated.

3. Adverse Effects on Marketers

Fees on petroleum products that are in excess of fees
on crude oil would be particularly damaging to independent mar-
keters, who must depend on the availability of ecocnomically
priced imports as a source of competitive supply. The avail-
ability of refined product imports igduces competitive behavior
by domestic refiners, particularly when domestic supplies are
tight. If product imports are inhibited by fees, there will be
little check on monopolistic and discriminatory pricing by re-
finers. Many independent marketers will be unable to compete,
and the competitive force provided for so long by independent

marketers will be eliminated.

27/ Attachment 10 provides a summary of U.S. petroleum product
imports since 1970.

60-592 0 ~ 86 - 8
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IV. REBATES TO HEATING OIL CONSUMERS WILL NOT WORK

Each of the bills under consideration purports to
provide an exemption, or a rebate, for fuel oil used in home
heating. We, as heating oil marketers, know that these schemes
will not effectively eliminate the burden that oil import fees
place on the nation's 14 million home heating oil consumers.
Moreover, any such program is destined to result in a complex
scheme of exemptions and entitlements that creates more prob-
lems than it solves. The complex, regulatory bureaucracy
required to administer the oil price control program under the
Emergency Petroleum Allocation Act of 1973 28/ should serve as
a lesson to those who think any program of price supports can
be implemented simply.

First, it is illusory to exempt imported home heating
oil from import fees and expect that heating oil prices will
not rise. On an annual basis, less than 200,000 barrels per
day of heating oil is imported, yet winter distillate con-
sumption averagés well over 3 million barrels per day. Almost
" all of the home heating oil used on the East Coast is domes-
tically refined.

If heating oil is exempt from import fees, much
greater amounts would be imported, because the cost of domes-

tically refined product would have to reflect the higher price

28/ 15 U.s.C. section 751 et seq.
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of crude oil in the U.S. Refiners will, to the extent
possible, curtail production of distillate. However, it is
highly unlikely that imports would supply nearly all of the
demand for heating oil, because the increased demand from
offshore refineries would increasec the price of the imports.
Ultimately, heating oil imports would increase, domestic
reginers would suffer and heating oil prices would increase to
reflect partially the fee on domestic crude oil.

Second, it is impossible to require refiners to pass
through the fee on products other than home heating oil. This
form of cost allocation was tried, and failed, in the 1970’'s
under the Emergency Petroleum Allocation Act. Even if it were
possible, it would require a comprehensive scheme of refiner
pricing regulation.

Third, it is impractical to provide refunds to home
heating oil consumers. Refunds through the income tax system
would fail to cover many of the poor and elderly who do not
file returns, and could miss millions of renters completely.
Moreover, there will be reluctance politically to provide
refunds to oil heat consumers but not to consumers of other
fuels for home heat and other essential users. It is also
clear from the experience of the past five years that low
income energy assistance programs will not be adequately
funded, despite the best of intentions, and that funds often
will not reach consumers in time to pay for necessary

expenditures.
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Fourth, there will be other sectors and i;dustries
that claim, and may merit, special protection. For example, to
avoid discrimination against the Northeast, industrial and
utility consumers of residual fuel should be exempt, as should
manufacturers of petrochemicals for export. Any system of
exemptions or rebates will require a regulatory bureaucracy,
much like the one that was dismantled in 1981. This is a high
price to pay for eliminating gross ineguities, yet it will be
necessary if import fees are imposed.

V. CONCLUSION -

From 1973 to 1981, the U.S. sought to control the
maximum price of crude oil and petroleum products. The experi-
ence was a dismal failure, acknowledged by most of its propo-
nents. It did not insulate the U.S. from higher world oil
prices, but it did create enormous distortions and inequities
among producers and consumers, some of which were rectified by
complex regulatory and entitlement programs. This experience
will be repeated if the U.é. seeks to control the minimum price
for crude o0il and petroleum products through import fees.

Even if ques€ions of equity and administration could
be resolved without complex regulation, which is unlikely, the

system would not work. 0il has become a commodity, and to con-

trol the price of any commodity, one must control production.
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For more than 40 years, the production of crude o0il
in the world was controlled, first by the Texas Railrnad
Commission, then by the major oil companies, the so-called
Seven Sisters, then by OPEC, and most recently by Saudi Arabia
alone. However, Saudi Arabia is unable to control world pro-
duction, and crude oil prices are now driven almost entirely by
market forces. Spot sales of crude oil represented only 10
percent of.transactions in 1973; now spot sales account for
about 50 percent of all crude oil traded. A futures market for
crude oil and petroleum products has emerged, bringing thou~
sands of buyers and sellers to the bargaining table, virtually
foréing the price to respond to market forces.

Without the ability to control production, and hence
the world price, there is no basis on which to predict the
burdens that an import fee or a floor price would impose on the
U.S. economy. At the levels proposed, U.S. energy costs could
be twice that paid by the rest of the world. The harm to the
U.S. competitive position in world trade could be enormous.

Equally important, there is no sound reason for
denying to the American economy and its consumers the benefits
of lower o0il prices that will be enjoyed by the rest of the
industrial world. These benefits will not only spur invest-
ment, employment and growth, they will also lead to substantial

reductions in the federal deficit.
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As with any commodity, oil prices will be cyclical
and unpredictable, and hence investment is risky. Special tax
treatment for oil and gas production should be continued, in
recognition of this risk and as an incentive to explore and
produce. In addition, targeted assistance to areas heavily
impacted by falling oil prices should be considered. However,
a program of protectionism that could cost the American economy
$50-$70 billion per year in increased energy costs, stifle the
boom that has begun, and contribute only minimally to deficit
reduction, is not sound economic or tax policy.- It should be
rejected.

Thank you.
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~ Venezuela, to Bolster Its Qil Salés,
May B‘.J.X &_eﬁpg‘r‘s inU.S,, Eu“rope

By Roctr LOWENSTEIN
Staff Reporterof Tine: WaALL STRELET JOURNAL

Like most oil-exporting countnes in
these times of oil glul, Venezuela has more
petroleum to sell than customers to sell il
to. To guarantee thal at Jeas! part of the
market will be there in the future, Yenezu-.
ela has decided to buy some of s ¢
Fﬂg,_?jc_mmmm

ners, in the U.S. and Euro%

us Petroleos de venezuela, The state
oi} firm, is negotiating a joinl venture with
Nynaes Petrolewn, a Swedish rehiner, ac-
cording to Petroleos officials. The oil com-
pany, the world’s 20th largest oil concern, ,
with sales of $13.6 billion, also has looked
at some assets of Chevron Corp. and Iis
studying olther companies In the U.S. and
Europe.

“There are quile a number of candi-
dates,” Juhus Trinkunas, & direclor of Pe-
troleos, said in a telephone interview from
Caracas. N

Assuring a Market

*The main objective is to assure a mar-
ket for our crude. We have a shut-in pro-
duction capacily of 900.000 barrels a
day."”

U.S. ollmen say there is something
ironic about Petrolcos going ofishore. I
was just 10 years ago, they note, thal Pe-
troleos was created when Venezuela na-

tionalized the 14 foreign ot) concessionaires
operating 1n its territory. i
Venezuela still hasn’t fully paid the :

compensation that it agreed to pay at the
time; payment has been held up by a
back-lax claim initiated afier the national-
jzation. Aware of whal can happen to for-
eign-owned oil firms, the Venezuelans say
they are being cautious about where they
invest.

““We want to invest in couniries where
our investment will be respected for the
long lerm,” says Humberto Pcnalosa, a
Petroleos official in New York.

Pelroleos has hired consulting firms Ar-
thitr D. Little and McKinsey & Co. to work

on an acquisition strategy. “There's a
growing trend of producers going down-
stream,” says John Sawhill, a direclor
with McKinsey and a former depuly secre-
tary of the Department of Encrgy. Kuwail,
he notes, bought out the Europein markel-
ing operalions of Gulf Corp.. now a unit of
Chevron Corp. *'Producing countries are
very anxious 10 make sure they have out-
Jels in a crude-tong world,” he says.

Returning to the Past

Venezuela had a guaranleed outlet for
Its crude before the nationalization. Is big-
gesl concessionaires, Exxon Cerp, Royal
Dutch/Shell Group and Guif, pumped Ven-

ezuelan crude into their world-wide mar-
keting systems.

Petroleos’'s acquisition strategy would
reinlegrate produchon and markeling,
much as the Venczuelan industry was be-
fore naticnahzation. Thal wouldn't be a
complete surprise, given thal Lhe siate-
owned firm still is almost entirely run by
former local executives of Exxon, Royal
Dulch and Guif.

Petruleos made a trial investment over-
seas two years ago, buying a 50% share in
a West German' refinery owned by Veba
Oel AG. "We think it's worked out very
well,” Mr, Trinkunas says. *‘We have a
sure outlet for 100,000 barrels a day. Not
all of that crude would have an outlet else-
where."

Venezelz has so much oll that |t has
curtailed exploration efforts. Its 28-billion-
barrel reserves would last about 50 years
at the current rate of production. Beyond
that, Venezuela harbors what is probably
the worid's largest Supply of heavy crude—
the 1.2 trillion barrel Orinoco Oil Belt.

Venezuela, which has a production
quota under the Organization of Petroleum
Exporting Countries of 1.6 million barrels
a day, sells about half its oil 10 the U.S.
But many of its traditional American cli-
enls have disappeared in the merger wave
of the 1970s and ‘80s.

Possible Joint Venture
“‘Vepezuela has been selling t
dent marketers alpng The U.S.

0 indepe;

im Cd.;x-Washingion, D.C., con-
cern thath jscussions with Petro-
eos regarding a possible join{ venture. "'A
oI Petroleos's clienls have been ac-—

lot ¢
ed by companies with Uelf own pro
(o Lo P

quirs
duction,

Another advantage of by 'ngja_;sels In
coﬂgq@ﬁﬁ?fj{uamﬁoy ld enable
?fn’ezue a 1o circumvent OPEC%Iing

0 1ts own relinenies, Venezuela could se-
crelly discount its crude.

“~Howéver, both oil refineries and gaso-
Jine outlets are in oversupply, and neither’
look like attractive investments. “If I were .
the Venezuelans I'd have a tough time de-
ciding whether ] wanted to tie up capital
hke thal,"” says George Keller, chalrman
of Chevron Corp. ““You're talking about a
major investment and continuing cost com-
mitment.”

i
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STATEMENT OF ROBERT L. BRADLEY, JR., RESEARCH SCHOLAR,
CITIZENS FOR A SOUND ECONOMY, HOUSTON, TX

Senator WaLLop. Mr. Bradley.

Mr. BraprLey. Thank you, Mr. Chairman.

My name is Robert Bradley, Jr., and I represent Citizens for a
Sound Economy, a 250,000-member citizens group based here in
Washington, DC,

I think it is important to point out at the outset that unlike
other consumer groups that have become well known by actively
promoting oil and natural gas price regulation in the last decade,
Citizens for a Sound Economy sees free-market pricing, not regulat-
ed pricing, as in the consumers best interest. And I think recent
history has proven that regulated prices have served consumers
very badly in energy markets.

From the vantage point of free-market consumerism, CSE strong-
ly urges the current proposals to increase tariffs on oil and oil
products be rejected. This is not because CSE is unsympathetic to
those individuals, companies, and communities whose well-being
depends on energy prices above which buyers and sellers are pres-
ently willing to transact.

It is because the world oil market has ushered in a new reality
that can be ignored only at a cost to America that far exceeds the
special interest benefits. What is at stake with a $5 per barrel
tariff on crude oil and an equivalent product tariff is up to 12 cents
a gallon for every automobile driver, residual fuel oil user and
heating oil consumer in the United States, minus, of course, any
exemptions.

A rough estimate of additional aggregate expenditure by enérgy
users is $20 billion per year, and indirect cost from lost jobs and
lower national wealth would add to this total. This is a tax, more-
over, that hits poorer persons relatively harder than more affluent
individuals. Compared to deficit reductions of $8 to $9 billion per
year, this is an unaffordable price to ask the public to pay.

To put this viewpoint in strong language, Congress is advised not
to become the new OPEC by increasing foreign oil prices where the
cartel could not. The oil price cycle is running its course with the
previous excesses being reversed. Just because $39 a barrel oil—at
its 1981 peak—is down to $15 to $20, and maybe down to $10 to $15
by now, does not mean that something is terribly wrong that Con-
gress must redress. Adjusted for inflation, $15 per barrel oil is still
150 percent higher than oil prices in the early seventies and very
lucrative when compared over the 125-year history of oil prices in
the United States. In other words, let us put this in perspective.

And I would add that the tragedy that the oil industry is going
through right now is not because prices are so low but because
prices got so high a few years back. And that was primarily due to
ill-advised regulation on oil prices, natural gas prices, and the allo-
cation of these products.

In my full written statement I have analyzed four arguments for
oil tariffs—national security, unfair competition, temporary stabili-
zation, and conservation and import independence-—and find each
one of them highly unpersuasive. The national security argument,
in particular, is highly speculative and contradicted by the decen-
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tralization of the world petroleum market away from OPEC and
Saudi Arabia in particular. I also criticize the revenue argument
for tariffs. I see the fiscal problem is on the expenditure side, not
the revenue side.

I think it is important also to consider the dynamics of a tariff
program itself. Not once to my knowledge has any proponent of oil
protectionism mentioned the experience of the Mandatory Oil
Import Program, which began in 1959, to prop up domestic prices
on national security grounds. It began with no exemptions, but was
rather uickly overcome by so many that it became a model of eco-
nomic useiiiciency and the dangers of politicization.

The Bentsen proposal begins with a heating oil exemption for
households, but I wonder how long it will be before charitable insti-
tutions, farmers, low-income groups, diesel motors—and remember
diesel fuel is equivalent to home heating oil—and other groups join
the bandwagon. )

In the meantime, scarce economic resources will be wasted by all
the different industry subgroups trying to get the best out of the
program. Such is the inevitable result if the oil industry is put
back on a political basis for the first time since oil price and alloca-
tion decontrol in early 1981.

In conclusion, the consumer and the U.S. industry in general de-
serve a world oil price after a decade of financial hardship. Con-
gress should not intervene to take it away from them and at the
same time, open up a Pandora’s box with a new regulatory pro-
gram. The sooner the energy industry adjusts to the new reality of
the world petroleum market, lastly, the stronger it will be over the
long run. Reality should not be temporarily obscured by tariffs for
these reasons.

[The prepared written statement of Mr. Bradley follows:]



228

TESTIMONY OF
ROBERT L. BRADLEY, JR
FOR
CITIZENS FOR A SOUND ECONOMY
BEFORE THE
SENATE COMMITTEE OR FINANCE
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
OF THE

UNITED STATES SENRATE

FEBRUARY 27, 1986

CITIZENS FOR A SOUND ECONOMY, Su;‘rw ;'SMEEI, 14

E 700
WASHINGTON, OC 20001
1202)638-1401



229

1

Current proposals for an oil import fee threaten the ii.comes
of consumers and the strength of the economy. Since 1980, only
modest tariffs on crude oil and petroleum products have separated
U.S. oil buyers from the lower world price, but two groups want
to change that. One group is the Independent Refiners Coalition
(IRC), formed in late 1984 to seek substantially higher gasoline
tariffs. The other group consists of federal lawmakers,
particularly those from oil states, who see tariffs as
politically expedient to give relief to constituents and as a
revenue source to close federal budget deficits. The IRC
includes virtually the entire independent refiner population; the
entire membership of the American Independent Refiners
Association and all but two independents in the major-company
dominated National Petroleum Refiners Association. At the
forefront is Ashland 0il, whose Chairman John Hall has
proclaimed: "While I am a strong believer in free trade, I feel
even stronger about fair trade.™1

The unambiguous effect of oil tariffs is to expand the
public sector at the expense of the private sector and leave the
great majority of citizens poorer in the process. Econometric
simulation models agree that GNP would fall by nearly one percent
and up to 400,000 jobs would be lost from a major tariff,2

On an individual level, oil consumers would face the
dilemma: go without or pay more for what is purchaéed. If a
$5/barrel levy was fully passed on to consumers, they would pay

nearly $.12/gallon more for gasoline, heating oil, and other
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petroleum products. At the 1985 level of consumption, the
average family of four would spend approximately $300 more per
year for gasoline and petroleum distillates such as home heating
oil. In addition, higher prices would be paid for many goods
which o0il 1s used to produce.3 If the tariff succeeds in cutting
imports to 75 percent of their 1985 level, over $9 billion would
be paid in duty.

But this would understate the cost to consumers. 1In
addition to other costs such as independent service station
closings which would reduce competition and convenience,
consumers of oil substitutes such as coal, nuclear energy,
hydroelectric power, and natural gas would face higher prices.
Many natural gas contracts, for example, are indexed to the price
of fuel oil in the same market area. Higher prices for the
latter automatically increase prices for the former. Moreover,
these higher prices have the effect of a regressive energy tax.
Poorer citizens, many of whom own less energy-efficient homes and
automobiles, pay a larger fraction of their income than the rest
of the population.

The large revenues anticipated by advocates of the oil
import fee are unlikely. In addition to its administrative
costs, there are negative dynamic effects upon tie economy, which
imply a revenue loss and increased expenditures on unemployment
and social welfare programs. It has been estimated that a
$¢5/barrel import tax would only reduce the deficit on average

$8.6 billion in each of the next three years.4 Based on the 1§83
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level of o0il consumption, this means that an additional $20
billion will be spent yearly on fuels in order to reduce the
deficit by $8.6 billion. This {s an unaffordable price to pay to
give federal lawmakers a small bit of overspending relief and to
benefit a subgroup of the oil industry favoring protectionism.

For those who would -argue that the tax would just offset oil
price declines and therefore not effect the general economy, it
should be noted that the real cost is the forgone lower prices
and consequent economic benefits. A tariff imposed during
falling prices may be hidden -~ and politicians can be expected
to like that -- but its negative effects are the same as if
tariffs plainly raised prices. It should be appreciated,
furthermore, that Qhe price declines being experienced are
undoing the price escalations of the 1972-1981 period fostered by
QPEC and counterproductive U.S. oil price and allocation
regulations. Tariffs to slow or reverse the price decline are
prematurely ending the cycle and shortchanging consumers.
Remember: consumers went through a péinful decade of high
prices, and $15/barrel oil 1n 1986 (or adjusted to $7.50 per
barrel in 1973 dollars) is still an increase of 150 percent
increase from $3/barrel in 1973.

Lending protectionist support to the IRC, although not
advocating tariffs for public relations reasons, is Texaco. In a
letter to stockholders dated March 12, 1985, Chairman John
McKinley complained about a "flood" of oil products from

built-for-export foreign refineries. "Serious injury to both the
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economy and national security," he concluded, "can only be
avoided by conscious policy decisions."5 Another industry party
publicly supporting oil protectionism is Hughes Tool Company,
whose drill bit business has been severely depressed by falling
energy prices. P"The wide disparity between the cost of producing
a barrel of oil in Saudi Arabia and the cost of producing a
barrel any place else in the world," stated Chairman J.R. Lesch,
"makes the idea of equal competition ludicrous."6

Lawmakers from oil states have entered to debate with full
force. Proposals to tax imported oil at $5/barrel and higher
have been offered by, among others, Senators Lloyd éentaen
(D-TX), David Boren (D-0K), Robert Dole (R-KS), Malcolm Wallop
(R-WY), and Gary Hart (D-CO). Unlike éhe refiners who have
gasoline tariffs of $2.50/barrel and higher in their sights,
Congressional interest is for comprehensive crude oil and oil
pfoduct tariff increases to generate revenue and to spread the
protection around.

Fortunately, industry protectionists and tariff-for-revenue
proponents have run into organized oppositioﬂ, and thus far oil
tariffs have remained at levels set in the 1950s.7 The IRC has
found an able adversary in the Marketers Coalition Against Import
Restrictions, formed in April 1985 by the Society of Independent
Gasoline Marketers of America, the Independent Gasoline Marketers
Council, the Empire State Petroleum Association, the New England
Fuel Institute, and the Independent Fuel Terminal Operators

Assoclation., These independents, in either the product import,
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wholesale, cr rétail sectors, see higher tariffs as a direct
threat to their ability to compete against the major oil com-
panies. Cheap supply sources for downstream inde;endents are a
foil to the cost economies of major-company integration, and )
access to abundant foreign gasoline will not be surrendeied
without a political fight. A cross-section of independent oil
producers, interestingly, have joined their marketing
counterparts to oppose'oil import tariffs, Reversing their
historic support of protectionism, a task force of the
Independent Petroleum Association of America (IPAA) concluded
that Many action which would appear to benefit the industry in
the short run could inflame those legislators desiring to change
the tax treatment (i.e., percentage depletion, intangible drilling
costs) of the industry."8 Finally, major companies such as
Exxon, Mobil and Shell and thgir trade association, the American
Petroleum Institute, support the free trade position, although
until recently they have been less vocal against protectionism
than independent marketers and importers.

Congressional interest in oil tariffs has been counter-
veiled by Presfident Reagan. Until last August, protectionist
bills in the House and Senate were debated in committee, but only
one reached a vote--a Senate defeat by 78-18. Just prior to the
August recess, however, the Senate Budget Committee, led by Pete
Domenici (R-NM), forged a deficit reduction plan that included a
$5/barrel tariff on crude and oil products to raise $25 billion

as part of a three-year, $338 billion revenue package. Although
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opposed by northeastern éongressmen and other legislators
sensitive to consumer prices, onl& Reagan's unequivocal rejection
of tariffs as a tax increase prevented lawmakers in a
compromising mood from seriously considering the fee.

The new year promises other tries at an oil tariff. Senator
Boren, believing that "recent drops in the world crude market and
future prices make the need for such a fee clearer," plans to

-reintroduce his oil import fee proposal in late February.9
Senators Bentsen and Wallop expect to hold adjoining hearings on
a proposed "excise tax™ to be set at the amount the imported oil
price is below the "minimum survival value”" domestic price of

$22/barrel.10

0i) Protection in Review

041 protection is not new. 1n the 1860s, crude and product
tariffs raised revenue to defray Civil War expenses and to
promote development of the Pennsylvania-Ohio-New York oil
region. Unlike today, industry opposition was not Present and
consumers were not heard from. Countervailing tariffs from 1897
to 1919 were followed by a free trade period until 1932. 1In that
year pressure from independent oil producers, aligned in the
recently formed IPAA, led Congress and President Hoover to enact
a $.21/barrel tariff on crude oil and product tariffs over $1/
barrel. State and federal regulation had been struggling to keep
crude prices near $1/barrel, but now "dollar oil" was here to

stay.
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Tariffs were reduced in the 1939-1952 period for friendly
nations such as Mexico and Venezuela. In the early 1950s,
however, growing imports and increasingly restricted domestic
production pursuant to major oil state--except California--
proration programs (whereby o1l production was limited to a
price-stabilizing "market demand") renewed a protectionist
urgency not seen since the 1930s. A voluntary program to reduce
imports in 1954 and again in 1957 failed, and in 1959 independent
producers and coal interests persuaded President Eisenhower to
begin the Mandatory 0il Import Program (MOIP). Ostensibly
justified on national security grounds, the program froze or
rolled back crude and product imports to keep marginal domestic
production afloat and provide incentive to add new domestic
reserves in case the U.,S. should suddenly be called upon to meet
its own demand. Previous tariffs remained. World War II and the
Cold War, combined with industry opportunism, created the
"fortress mentality" behind oil protectionism,

In its 14 years, the MOIP became thoroughly politicized and
could scarcely meet any definition of national security. The
Cabinet Task Force on 0il Import Control concluded in 1970:

The fixed quota limitations . . . and the system of

impl ementation that has grown up around them, bear

no reasonable relation to current requirements for

protection either of the national economy or of

essential oil consumption. The level of restric-~

tion 1s arbitrary and the treatment of secure

foreign sources internally inconsistent. The

present system has spawned a host of special

arrangements and exceptions for purposes essen-
tially unrelated to the national security.ti
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The infamous story of the MOIP has been told elsewhere,12
but its general failure is illiustrative of what happens when
special interests substitute politics for sound trade poliecy.
Its lessons should not ‘be forgotten in the current debate.

President Nixon replaced the MOIP and long-standing oil |
tariffs in 1973 with license fees, and in 1975 President Ford
added supplemental fees. These taxes were not protectionist but
were conservation and national security oriented. Tariff
reductions beginning in 1976 culminated in a decision by Presi-
dent Carter in April 1979 to temporarily abolish tariffs to stem
looming shortages. The next year tariffs, pursuant to the
General Agreement on Tariffs and Trade, were reactivated and have
remained since. The 1986 levels of tariffs per barrel, last

amended in 1952, are shown below.

Most
Qi1 Type = [Favored Natiop = Communist Nation

Crude 0il1 (above 250) $ .0525 $ .21
Crude 0il1 (below 250) $ .1050 $ .21
Kerosene/Naphtha $ .1050 $ .21
Lubricating 0Oil $ .0008 $1.60
Gasoline/Jet Fuel $ .5250 $1.05
Natural Gas/N.G. Liquids Free Free

Iaxation versus Fiscal Reform
In a real sense tariff proposals are not being considered
because they are good for the American people but because they

raise government revenue in a time of unprecedented fiscal
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constraint, The Gramm/Rudman/Hollings amendment will force many
difficult decisions in 1986, and perhaps fhe most important will
be that over true fiscal reform (spending cuts) or increased
taxes., Temporary and burdensome measures, like taxing imported
0il, only prolong the current fiscal crisis, Federal spending
between 1982 and 1985, a relatively non-inflationary period, grew
by 29 percent or 3233 billion, At the same time, taxes were up
19 percent or $119 billion.13 The answer to our fiscal problems
is to get spending under control, not to raise taxes. Increased
taxation 1s not "reform."™ It only perpetuates the current
problem.

Fiscal problems abound at the state level as well,
especially in oil states like Texas, Oklahoma, Kansas, Alaska and
Louisiana., 1Indicative of thelr concern over falling oil tax
revenue, the Oklahoma Senate passed a resolution asking Congress
to pass an import fee., Louisiana is flirting with legalized
gambling, and Texas 1s nervously looking at new forms of
previously verboten taxes, Ideas of a state lottery are gaining
popularity in Kansas. And Alaska, for the first time in recent
history, has reduced its state budget. Thus the debate over
import fees reflects the saga of government at the fiscal
crossroads.

These oil states have become used to swollen oil revenues in
the last decade and need to return to, at a minimum, fiscal
normality. According to the IPAA, state severance and production

taxes increased from $685 million in 1972 to $6.6 billion in
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1984, an almost 1000 percent increase. Between 1979 and 1984
alore, this state revenue source jumped 267 percent, So tax
revenue cannot be blamed for fiscal problems at either éhe
federal or the state level. Thus, the oil import tax cannot be
considered the answer. It only delays the ultimate day of
reckoning when spending will finally have to be cut.

Arguments for Protectionism: A Critique

To impress upon lawmakers and the public the need for higher
tariffs, the Independent Refiners Coalition has resurrected the
national security argument and added a new one alleging unfair
competition. The national security argument in particular
deserves detailed comment and refutation. It was successfully
employed to obtain the MOIP in the 1950s, and its success will
help determine whether an oil protection program is adopted in
1986. A third argument criticized below 1s a justification for
standby temporary tariffs in the event of an international oil
price war., A fipal argument scrutinized below 1is that tariffs,
by raising energy prices and reducing imports, would benefit the

nation through conservation and import independence.

t. MNatiopal Security

The current version of the national security argument is as
follows.14 The IRC notes that over 100 refineries representing
15 percent of U.S. capacity have closed since 1981. While it is
adnitted that many shutdowns involved small inefficient refin-
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eries built in the 1975-1980 period to reap regulatory rewards,
more recent shutdowns beginning in 1983 involved efficient
refineries as well. The "second wave" retrenchment i{s directly
linked to gasoline imports, which doubled from several years
before to reach six percent of domestic consumption. With heavy
losses in 1983 and 1984 threatening even the strongest indepen-
dents and higher imports expected from for-export refineries
under construction, the argument continues, more closings could
push national refining capacity below the "national security"
level estimated at approximately 14 million barrels per day. The
IRC argues that with this vulnerability, OPEC, which is shaping
up to be the major for-export refining source, would be able to
do with gasoline in the 1980s what it did with crude oil in the
19708. An effective U.S., response cannot turn to the $15 billien
Strategic Petroleum Reserve (SPR), which contains unrefined oil,
or new refinihg capacity which requires years to construct; 1t
must depend on internal capacity to meet internal needs. In
fact, the IRC argues that adequate capacity must be large enough
to refine SPR oil--an argument which makes refineries as vital to
national security as the nation's crude oil inventory.

The IRC has also emphasized that many small independent
refineries vulnerable to imports are geographically dispersed and
sftuated near military installations for which specialized
products are distilled, It is claimed that the present confige
uration {s more likely to efficiently serve military needs in an

emergency than fewer more distant refineries are.
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The national security argument has long been questioned by
scholars in the oil and gas field, and with Justification 1t_w111
continue to be, Many facts of the current import situation and
the world petroleum market suggest that oil imports are not and
will not be contrary to national security. Study of previous
petroleum crises, indeed, suggest that government policies, not
free market processes, were at fault.

The historical inspirations of oil protectionism are World
War II and the crude oil import disruptions of 1973-74 and 1979.
During the war, the U.S., o0il industry strained to meet military
and civilian needs. Although war theaters were adequately
supplied, oil shortages on the home front were experienced. In
the 19708, crude cutoffs led to gasoline lines and large price
Jumps. Petroleum self-sufficiency, it is concluded, is required
to avoid a repeat of these experiences, which means supplementing
free trade in petroleum with import management.

This historical foundation of oil protectionism is flawed.
Since the mid-1920s, there have been abundant supplies of crude
and oil products except for periods of major goverpment petroleum
regulation. It was precisely from 194t to 1945 and 1971 to 1980
that price controls, allocation controls, and general governmment
planning in petroleum were in place. The lesson to be learned 1;\
not that national self-sufficiency must be legislated, but that t
government intervention can turn--and has turned--market chal-

lenges into serious threats to the national well-being. Import
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restrictions to artificially enlarge domestic industry are a
governmental response to a government-created problem which fail
to address the source of the difficulty.

The world petroleum market in the 1980s has evolved in ways
which make the national security argument more speculative than
ever before--and virtually obsolete. As vividly demonstrated by
the plight of OPEC in market share and influence, the world oil
market has become increasingly diversified. Mexico and Canada,
not Saudi Arabia, are the leading exporters of oil to the U.S,
Fully 67 percent of U.S. product imports originate with America's
OECD allies, U,S, possessions, or U,S.-owned refineries in the
Caribbean. Seventy-six percent of product imports originate in
this hemisphere.15 Almost two-thirds of U.S. crude oil imports
come from Europe, the western hemisphere and the Far East,16
Even the fragile travel lanes of Persian Gulf oil are becoming
diversified. In place of tanker transport through the Strait of
Hormuz, a vast network of oil pipelines is spreading across the
Middle East to lessen the risk of transportation disruption.
Combined with less exports per se, the non-communist world's
supply of oil passing through the Strait of Hormuz has dropped
from 41 percent to 15 percent in the last decade.17

Spot markets and trading networks have proliferated in
recent years in place of long-term contract sales. The world
market has become so complex and interrelated that there is
serious question whether nation-to-nation embargoes can be

effective in restricting supply and raising price. In the 1970s,
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only 3.5 percent of international oil was sold on spot markets;
today it is believed that over 40 percent of foreign production
is spot. Artificial constraints on oil movements create profit
opportunities, and new trading patterns and import/export
substitutions can offer effective replacement to any geographical
region. As prohibition demonstrated, where there is demand there
is supply, despite the best efforts of government to prevent it.
The same will be true if selective countries try to embargo oil
to the U.S, unless the structure of the world petré&eum market
reverts radicaily to that of a bygone erz, a highly unlikely
occurrence,

National~security protectionists must assume many embargoes
and pany foregone profit-maximizing trading opportunities to
isolate the U.S. from the world market. Simple reference to an
emergency and an embargo are not enough; when-where-how much
scenarios based on recent-past configurations or anticipated
configirations are required to offer a convincing case for
6rotectionism. This, however, is very difficult to provide
because of the complexity and secrecy of the world oil market.
How can anyone chart future U.S. foreign policy, its relative
effects on different oil regions, the source of embargoes and
their longevity, U.S., preparedness, import substitutions by
friendly countries, embargo circumventions by wily traders, and
80 on? The shroud of aimplicity behind national security
protectionism 1s really a veil of ignorance. Worst-case scen-

arios to make a case for protectionism are extremely speculative.



243

15

Current details of the gasoline import situation suggest
that stability and serenity are. far more likely than chaos in the
foreseeable future. Gasoline imports are equal to only six
percent of U.S. consumption, which hardly compares to crude oil
imports that peaked at 50 percent in the 1970s before falling to
current levels of 29 percent, Approximately 30 countries have
recently exported gasoline to the U.S., led by {in order of
October 1985 amounts) Venezuela, the Netherlands, Canada, Virgin
Islands, Saudi Arabia, Spain, and Brazil. West Germany, Romania,
Italy, United Kingdom, Turkey, India, and China have also been
major gasoline exporters to the U.S. This variety, both
geographically and politically, offers a substitution capability
that would nullify the effects of any embargo. When it 1is
further realized that the strong dollar was in part responsible
for the recent import surge, which was still a small fraction of
U.S. consumption, it is difficult to see a present problem or
ominous trends,

The IRC asserts that virtually all current operating
capacity is necessary for national security. The 14 million
barrels per day suggested minimum is intended to blanket the
status quo, which would include even the smallest and most
unsophisticated domestic refiner. This is special-interest
reasoning; one could hardly expect the IRC to admit that any of
its wembers was dispensable. Non—member;, such as major company
refiners, are generally state-of-the-art and poised for the long

haul .
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Some small, less efficient refiners are still candidates for
shutdowns., Many refineries under 50,000 barrels a day with
little downstream capacity to make light products such as
gasoline remain. Thé "second wave" of 26 refinery closings
included 14 which had no downstream capacity, and .only three
plants were above 50,000 barrels per day. (Optimum size is
considered above 100,000 barrels per day, and gasoline is the
bread-and-butfer product of refineries.) The "second wave" of
closings, in short, may still run its course with new victims not
unlike earlier ones. ‘

A crucial--yet unmentioned--cause of the refinery shakeout
is 041 conservation. O0il consumption in the U.S, has dropped
over four percent from 1981 through 1984 (and over 16 percent
since 1979), and a smaller pie affects refineries of all sizes.

A further decline in U.S. oil consumption in 1985 from a year
earlier suggests that refinery overcapacity may continue to be
revealed--and that the IRC estimate of necessary refining
capacity is already obsolete.

There are other problems with the suggested national
security refining minimum. The Department of Energy estimated
operable (operating or potentially operable) refining capacity in
early 1985 at 15.6 million barrels per day with actual operating
capacity of 14,6 million barrels per day. This estimate would
seem to suggest that by the IRC's own criteria there i{s room for
more shutdowns without jeopardizing national security. With an

abundance of other fuels, including 1.5 million barrels per day
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of natural gas liquids production and surplus natural gas, which
is a8 direct substitute for residual fuel oil in many industrial
markets, there is emple room for lower refinery capacity without
concern about over-adjustment. -

All of these criticisms of the IRC!'s national security
argument point toward a more fundamental one--the illegitimacy of
a national security optimum separate from market activity. No
one can systematically know what the future will bring better
than entrepreneurs with their financial livelihoods at stake.
Short of perfect knowledge, o1l protectionists who hark as
national energy planners must give way to market forces to
determine--and continually revise--the quantity and configuration
of refinery capacity. In such an "unplanned™ predicament
fluctuating oil prices will equalize supply and demand to avoid
shortages. And inventory management, conservation, and other
adjustments during import disruptions will minimize price jumps.
Market processes, not government direction, are.consonant with
the national wellbeing.

The contention that dispersed fefineries located near
'military installations promote national security is another
status quo argument tafilored to the interest of IRC members. It
neglects the function of entrepreneurs_to decide what is effi-
cient and necessary. If the present configuration of refineries
is unprofitable and the military is paying going prices for {yel,

then obviously resources would be better allocated by trans-
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ferring market share to more efficient plants elsewhere. The
military will continue to get what it pays for with efficiency

gains to the econcmy.

2. Unfair Competition

While national security is the main argument for oil
protectionism, a second argument familiar to other industries
seeking import barriers has been adopted by the IRC: Punfair®
foreign competition. Two complaints of unfair competition are
aired. One is that refineries subsidized by foreign governments
provide unfair competition against U.S. refiners. Without
environmental restrictions and particularly by receiving crude
feedstock at discounts within the state-owned integrated struc-
ture, for-export refineries in oil regions can overcome depressed
product markets and high transportation costs to vigorously
compete in the U,S. The second complaint is that other nations!'
oil import barriers, such as Japan's oil preduct import bdan,
artificially direct exports to the U.S. market.

Complaints of unfair competition are the refuge of the des-
perate competitor. It is not so much an i{ntellectual argument as
it is an open admission of entrepreneurisl misjudgment. To win
profits in an open trade situation is to correctly anticipate the
domestic apd foreign market. Decisions by oil-exporting regions
to substitute oil product tanker shipments for crude oil tanker
shipments is a logical and planned economy that investors in

domestic refineries should have taken into account.
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Foreign government subsidization of U.S. consumers is open
to débate. To the extent it actually occurred, it is a positive
event that is quite the opposite of an embargo. But are crude
discounts really a subsidy? Official OPEC crude prices, until
the December 1985 policy change, were widely regarded as too
high, and the big move into refinery construction and flexibly-
priced product exports is recognized as a way to market oil that
may be unmarketable in unrefined form. The discounted crude
price may in fact be the market-clearing price, but as a transfer
price between affiliates it is a bookkeeping entity that is
ul timately irrelevant compared to the final product price.

Independents have long accused majors of unfair competition
from transfer pricing decisions., They are actually attacking the
flexibility of integration. Those burdened by integrated
competition are free to integrate themselves by expansion or
merger. Complaints about too much competition are not enough.

Petroleum diverted to the U.S, because of import barriers in
other markets is fortuitous to U.S., consumers. It is also a fact
of the world market that successful entrepreneurship must
recognize, It i3 a matter for foreign consumers to lobby to
reverse; it is not a matter for increased U.S. protectionism
which hurts domestic consumers and sets a nationalistic tone in

world oil markets to invite retaliation.
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3. ITemporary Stability

A third argument for protectionism emanates not from the IRC
but from academia. Professor S, Fred Singer, a respected energy
analyst, has proposed a standby variable oil import fee (VIF)
should the fragile OPEC alliance give way to a price war from
oggn-flow‘productlon.18 Singer estimates that prices could fall
well below $25 per barrel to a low of $10-$12 per barrel, which
would wreak havoc with many investments in the U.S. oil}
industry. The effects of such a price decline on natural gas,
other energy substitutes, and energy-related businesses would be
similarly severe, Based on the conviction that the price war
would be temporary, Singer's variable fee is intended to bridge
the gap until normality returns. Singer's stabilization plan is
8lso seen as encouraging energy conservation and thus leading to
lower prices in the (undefined) medium and long run,

The VIF, like the national security argument, is highly
presumptive. Short-run consumer welfare is readily sacrificed
for dubious longer-run benefits. Singer is betting-on-the-come
and seems to forget that the market--through spot prices,
contract prices, and 18-month futures prices--also anticipates
long term prices in present price quotations. If market partici-
pants éxpect a price war to be temporary, their rush to purchase
"cheap" 0il will send present prices toward the expected longer
term price. Decisions concerning industry assets will discount
the present and bank on higher future prices. But if those whose

financisl fate is at stake do not agree with Singer's
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predictions, Singer takes on the‘role of an infallible energy
czar who believes his knowledge must intervene to prevent market
failure. Whatever Singer's past success in the oil forecasting
sphere, it would be a terrific gamble to implement a VIF, Not
only could the market be right and Singer be wrong, but political
expediency could wreck éven the best-laid utilitarian plans.
Singer and other supporters of transient tariffs based on
counter-expectations are advised to take their confident know-
ledge to the futures market and gamble with their wealth, not the

fuel bills of many millions of U.S. consumers.

4. gCongservation and Import Independence

Another argument for oil tariffs is a throw-back to the
Carter era when ideas of energy exhaustion, price inelasticity of
demand; and OPEC invinecibility were in their heyday. The
argument is that less energy consumption and import independence
.are ends in themselves, and higher prices via an import fee are
really positive for consumers by reserving secure supply for the
future, Some economists have given this position a formalistic
basis by calculating an "import premium,” the difference between
the actual import price and the higher "true" import price of
incorporating the negative trade balance and likelihoéd of supply
cutoffs. A tariff, then, is justified as bringing the two prices
together to eliminate the M"negative externality" under free trade

in petroleum.
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This argument has always been theoretically suspect, and the
events of the 1980s have shattered its credibility. Energy is
not short but in surplus for the foreseeable future. The OPEC
price war, the growth of non-OPEC oil reserves and production,
the U.S. gas bubble, and the overhang of shut-in Canadian gas
point toward an abundance of energy not seen in this country in
decades. Energy efficient technology has buttressed individual
will to make demand responsive to higher prices. Fundamental
supply-demand adjustments to OPEC pricing decisions by the world
oil market have left the cartel without a means to repeat its
past successes., In light of this new reality, it is pointless to
ask for consumer sacrifice for their own good. There is no
negative externality to undo; the out-flow of dollars for foreign
01l will be recycled to buy U.S. exports or make investments in
the U,S. which reverse the trade balance, and oil embargoes are
highly unlikely if for no other reason than they will be
ineffective. The zctual import price, in sum, is the "true”
price.

. The above pro/con arguments are based on a view of the
future. The 1980s experience makes the conservation/import
independence view the far more speculative of the two. Given
such doubt, it is unwarranted to side with those who would cause

short-run injury in hopes of long-run good.



251

23
Ihe Case for Unrestricted Trade

¥While protectionist arguments rest on speculative assump-
tions and arbitrary complaints about world petroleum conditions,
pro-trade arguments rest on certainties and likelihoods.
Unrestricted trade means more supply and lower prices for
U.S. consumers. It allows U.S, firms to enjoy lower costs to
increase profitability, spur economic growth, and enhance
competitiveness in world markets, The petrochemical, steel,
agricul ture, and transportation industries particularly benefit
from open oil markets. Alternative-fuel users also benefit from
lower oil prices. Free trade in oil works to keep coal, gas,
hydroelectric power, and nuclear prices competitive.

Open trade promotes industry competition. Independents-
versus-majors has been a competitive tiff since the Standard 0il
Trust days, and now that downstream independents have discovered
a low-cost (imported) supply to rival the advantages of inte-
gration, it should not be taken away. (The economic ability of
independents to compete against majors is another reason to
repcal anti-consumer federal and state regulation at the gasoline
wholesale/retail level designed to advantage inefficient
non-integrated service stations. Such regulations include
divorcement, divestiture, franchise protection, and below-cost
laws.)

Free trade preserves domestic ofl for its rightful time of
consumption. Protectionism a-tificially stimulates domestic

industry and promotes over-cons mption of domestic oil. Drain

60-592 0 - 86 - 9
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America last, not first, should be a rallying cry for trade
advocates who can rightly raise the banner of national security
in their favor.

Open trade promotes national security in other ways. The
opportunity -to sell oil in the world's largest consumption market
encourages foreign producers to seek new reserves and to
construct new refineries and oil-transportation assets. This
enlarges and diversifies the world market. The approximately 30
countries that already export gasoline to the U.S. offer
protection again;t cutoffs; enlarging this number would increase
our options. .

Open trade also establishes goodwill in the world ofil
market, It should not be forgotten that Venezuela, encountering
export reductions because of the Mandatory 0il Import Program,
called the first meeting in 1960 of what became OPEC, A major
tariff today could give foreign oil centers an issue around which
to forget their deep differences and better cartelize major non-
U.S. areas of crude production and/or refining.

Free trade eliminates the need for political control of oil
imports. A major regulatory program and associated bureaucracies
are avoided, and impersonal market forces replace political
decisions and l1iability. The entire literature of the IRC and
the many speeches and press clippings of new protectionist
proposals scarcely mention the last national security/

protectionist oil import program--the Mandatory 0il Import
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Program. This episode, which proved to be a Pandora's Box of
regulation, should be a warning of the high price of sacrificing

unrestricted trade to special interests,
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CONCLUSION

The Independent Refiners Coalition and other industry
constituencies for higher tariffs are no more patriotic than the
rest of the industry and consumers; these tariff advocates have
threatened investments and have used the most politically
effective argument to justify their pecuniary interest. Aca-
demics such as Singer who claim to know the future better than
ﬁarket participants are pretenders to a knowledge that only the
collective market can "know." Arguments for conservation and
import independence have become obsolete as a result of world oil
market developments., Arguments fér oil protectionism should be
rejected, and recognition of the time-honored benefits of free
trade should be substituted.

The case for unrestricted trade extends beyond rejection of
higher tariffs to save consumers up to $20 billion in increased
energy expenditures, It points toward eliminating existing
tariffs on oil and oil products listed in the table above. Now
that the oil industry and politicians have opened up the tariff
~ issue, net oil-consuming state congressmen, with across-the-board
consumer support, should seize the initiative to repeal existing
duties. Existing duties are not large enough to arouse fierce
opposition, and the industry division could be used to
advantage. As pro-consumer issues, oil tariff reform and lower

energy prices are politically opportune.t9
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A final word on the current debate is reserved for Con-
gress. Despite the problematic case for tariffs, legislators
have been and will continue to be partial to protectionism as a
revenue source, As President Reagan correctly reiterated, high
spending and not low taxation is the problem behind the federal
deficit. The job of Congress is to reduce expenditures deeply
and comprehensively toc get the fiscal house in order, A regres-
sive tax on energy consumers such as the oil import fee has no

positive role to play in fundamental reform.
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APPENDIX

Post-Implementation Problems

Implementing an oil tariff will be like opening a Pandora's
box. Whatever the motivation for doing it, one's problems have
only begun. For starters there is the problem of decreasing
exports from countries dependent on oil revenues to repay U.S.
banks. Leading the 1ist of debtor oil-exporting nations are
Mexico ($97 billion), Venezuela ($25.5 billion), Indonesia ($22.9
billion), Egypt ($16.4 billion), Nigeria ($12.7 billion), and
Columbia ($12.6 billion). Could these nations use tariffs to
declare force majeure, default, and threaten the financial
integrity of major U.S, banks? This would put regulators in a
position of exempting certain countries which would create
inequities and lead to new problems and complications. (Back in
1959, the MOIP was only six weeks old when overland exports from
Mexico and Canada were exempted which began the political ball
rolling.)

Another question is natural gas. O0il prices are driving
down gas prices, and growing Canadian exports are exacerbating
the situation. Independent producer groups are already
protesting applications and filing lawsuits against new Canadian
gas proposals, Are legislators prepared to restrict gas imports

for the same reasons as restricting oil imports?
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Another implication of oil protectionism is the ability of
0il states to reintroduce market-demand proration., A tariff
removes the discipline of foreign competition on domestic
production which would give Texas, Oklahoma, Louisiana, Kansas,
and New Mexico room to set market-demand factors below 100
percent as in the 1930-1972 period. Both major oil protectionist
programs of this century, the 1932 tariff and the 1959 quota,
were inextricably linked to wellhead proration. 1Is Congress
prepared to set up oil states to restrict domestic production?

The Bentsen proposal to exempt heating oil from tariffs
creates its own problems. This invites foreign refiners to
maximize fuel oil production which will hurt less sophisticated
domestic refiners who cannot make gasoline instead., This sort of
effect led to sméil refiner subsidies in the last decade. A
problem of inequity is also created because Southwest consumers,
who purchase much more gasoline thin fuel oil, pay the full
tariff while Northeastern consumers, who consume more fuel oil
than gasoline, escape the brunt of the tariff., Residual olil
users also pay the full tax. Congress should brace itself for
inter-fuel lobbying battles and regional conflicts therein.

We know that a tariff on oil would create some major
problems, and there are many more that cannot be predicted
because of the complexities and unknown political turns the
program will take. They can be avoided by keeping the 1id shut

on the oil version of Pandora's box.
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STATEMENT OF DR. LAWRENCE GOLDMUNTZ, PRESIDENT, ECO-
NOMICS AND SCIENCE PLANNING, INC., AND CHAIR, NATIONAL
ENERGY COMMITTEE, AMERICAN JEWISH COMMITTEE, WASH.-
INGTON, DC

Senator WaLLop. Dr. Goldmuntz.

Dr. GoLpMuNTz. Thank you very much, Mr. Chairman. It is a
pleasure to appear before you.

I am chairperson of the American Jewish Committee’s task force
on energy. We have proposed that the United States support the
proliferation of the production of energy resources, domestically
and internationally, the deregulation of oil and gas, conservation
and an oil import tax. -

The rationale for support of an oil import tax is national securi-
tK. We do not ask the private sector to buy F-15's. We cannot ask
the private sector to protect us against manipulation of a commodi-
ty that enters into our economy as broadly as oil.

We heard a great deal this morning about elasticity. Dr. Green-
span spoke about people not ripping insulation from their walls,
and, therefore, perhaps consumption will not increase quite as
much as one might expect if prices fall.

On the other hand, there are other anecdotes that one might tell.
For example, railroads, at one point, were interested in converting
their diesel locomotives to coal if you could only show a 3-year pay-
back. Today, they are not interested if you can show a l-year pay-
back. So there are many anecdotes on both sides of the elasticity
issue.

I have tried to use some numbers that are midway in the esti-
mates of elasticity both on production and on consumption. When
those numbers were plugged into my computer, there were the fol-
lowing results, which seem terrifying.

If oil stays at $15 a barrel for 5 to 10 years, oil imports will in-
crease to approximately 250 percent of today’s level. That is a level
of 11 to 12 million barrels a day.

If oil stays at $20 a barrel for 5 to 10 years, then the increase in
imports will be to only—and do we really mean only—200 percent.
That is, something like 9 to 10 million barrels a day.

While this is occurring, what happens to demand in the rest of
the world? If oil prices are low, not only does U.S. consumption in-
crease, but world consumption increases. And if you assume that
world consumption increases at the same rate as U.S. consumption,
which is probably not correct—probably world consumption will in-
crease more rapidly—ask yourself how long will it take before the
current excess capacity of OPEC is consumed. And what comes out,
which is even more terrifying, is that just at the point when U.S.
imports get up to these astronomical levels the excess capacity of
OPEC disappears and they are back in the saddle and prices sky-
roc{(;%é And we are back exactly in the position that we were faced
in .

Now roller coasters are great for kids, but they are dreadful for
economies. And just to remind us what the last peak in oil prices
cost the world economy, let us refer to the International Ener
Agency’s estimate. They estimated that 1 year of the crisis of 1979
cost the economies of the OECD countries $1 trillion, and substan-
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tial inflation and substantial unemployment from which we are
just now recovering.

We certainly don’t want to get back into that situation. The best
way to avoid it, is to put a tariff on oil. It may or may not be reve-
nue neutral. It may harm some of our allies who are oil exporters.
It may affect certain oil-consuming sectors of the economy. But
that is all of secondary importance to the national security issue
associated with another oil shock of the dimensions that I have just
outlined.

If we are to conserve oil in the broad sense—that is fuel switch-
ing, out of oil to gas, coal, and other resources that we have—as
well as lower consumption where oil is necessary, the overall mech-
anism for doing that is through price manipulation. If vou do not
do it that way, you have to do it by detailed regulation, and that
has not worked out very well in the past.

Therefore, we support the imposition of an oil import now. We
supported it 10 years ago. :

In answer to Senator Bradley, if the Congress did not support it
a number of years back, why should they support it now—well,
with all due respect to this organization, perhaps they should have
done it a few years ago and perhaps they should do it now.

" Thank you very much.
Senator WaLLop. Thank you, Dr. Goldmuntz.
[The prepared written testimony of Dr. Goldmuntz follows:]
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My name is Lawrence Goldmuntz. I am President of Economics and

Science Planning, Inc., and Chairman of the Energy Committee of the
American Jewish Committee (AJC). AJC is a national organization of
approximately 50,000 members which is dedicated to safeguarding the
civil and religious rights of Jews and to the advancement of fundamental
freedoms for all people. It is concerned with a wide range of public
policy issues. AJC has been involved in energy issues since 1972.
AJC's Energy Committee, among whose members are leading energy analysts,
was organfzed at that time in response to the economic and security

threat to the U.S. arising from OPEC’s activities and oil embargoes.

Since 1972, AJC has urged the U,S. to encourage energy production
domestically and abroad as well as to promote conservation. Its
policies have been consistent with protection of the environment.

In particular, we have supported fuel economy standards, gas and oil
deregulation, the use of fuels alternative to oil and an ofl import
tariff to accomplish all these objectives with a minimum of intervention

in the marketplace.

U.S. dependence on imported crude and oil products is likely to increase
in the 1990s and beyond. Lower international oil prices are already
resulting in decreased domestic exploration and lessened incentive to

conserve or switch fuels. This will only exacerbate U.S. dependence.
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Imports are projected to increase sub;tantially to about 50 percent
of total consumption by the early 1990s, a situation that led to the

0il shocks of the 1970s -- endangering national security.

The oil import tax is the single most important measure available to

the U.S. to minimize the possibility of another 0il shock before the

end of the next decade. While there are substantial proven and

probable reserves in many parts of the globe, there does not seem to

be much oil left in the U.S. Approximately 1.2 wells have been drilled
per square mile of sedimentary basin in the U.S. However, only 0.02
wells have been drilled per square mile in the rest of the world.

This results from the relative security of U.S. 1nv§stments as compared
to the rest of the world where expropriation is common, and it continues

despite the relative poor prospects for discovering additional domestic

reserves.

For example, investment in exploration and production in the U.S. was
approximately $37 billion in 1983, a region that comprises only 5 percent
of the world's prospective oil-bearing area. In the rest of the world,
containing 95 percent of the world's remaining prospective areas,

only $37 billion was invested in 1983.

The U.S. has only 28 billion barrels of proven reserves left and

consumes 5.5 billion barrels annually of which approximately one-third
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(4.5 million barrels per day) is imported as crude or product. In
recent years, the finding rate of domestic oil has approximately
matched consumption; however, this finding rate is going to decrease
due to the substantial reduction in exploration budgets caused by
the collapse in oil prices. Before the collapse in oil prices, the
Congressional Research Service predicted a reduction of from approxi-
mately 9 to 29 percent in U.S. o0il production in the year 2000 as
compared to 1982. The reduction in U.S. production is likely to be
even more substantial than predicted since o1l prices have dropped

approximately 35 percent since the date of that projection.

Furthermore, consumption is bound to increase as oil prices decrease.
We can see evidence of this in the relaxation of Corporate Average
Fuel Economy Standards (CAFE), the purchase of larger automobiles,

the slowdown in conversion to fuels other than oil in all segments of

the economy.

The combination of the decrease in domestic production and increase
in consumption is going to lead to an import level of 8-10 million

v barrels per day probably within the next decade, and almost certainly
by the year 2000. This level of imports exceeds those prior to the
oil shocks of 1978-79. 0i1l imports today -- at one-half this
projected level -- account for one-third of the U.S. trade deficit.

The economic stress and national security exposure of imports at
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double the current level is extraordinary. Furthermore, a weakening
dollar may convince OPEC to accept only a market basket of currencies
-- rather than dollars -- for oil purchases which would further weaken

the doltar and further increase the cost of oil imports to the U.S.

The imposition of a substantial oil import tariff, which would increase
over a few years, would maintain U.S. conservation and fuel switching
efforts and, thereby, diminish our need for imports. A tax on imports
is preferable to a tax at the gas pump, since gasoline sales represent
less than 50 percent of petroleum use. Fuel switching and conservation
are probably more feasible in many non-automotive petroleum requirements,
and a tax at the pump is not effective in these areas. Even at the
$10-$20 per barrel tariff level, U.S. gasoline prices would still be
considerably less than those of our trading partners in the OECO.

These trading partners have complained over the last decade that we
were the largest importers of oil and had the lo/2st gasoline prices

and that the U.S. was inhibiting a unified approach to OPEC.

There are some aspects of an ofl import tariff that are secondary to
the national security aspect. Should the tariff be revenue neutral?
If it is imposed, should there be a corresponding reduétion in a
similairly regressive tax such as the social security tax? Should a

comparable tax be applied to domestically produced 0il? If there



were a tax on domestic oil, there would be no incentive to maintain
domestic production. If there were not --at least to a certain extent --
some would complain of a windfall for domestic producers. While these
issues are important, their resolution is not central to AJC's arguments

for the imposition of the tariff.

There is another important aspect of the oil import tariff. Since
there is now a buyer's market for oil, and since it is likely to
persist for some period, the cost of the full tariff will not be
absorbed by the U.S. consumer. The o0il producers will have to
;absorb a considerable portion of any tariff for as long as the glut
persists. Isn't it wonderful to have a tax that somebody else helps

to pay.

A tariff will cause some friendly oil producers hardships. There are
ways to handle these problems on a hemispheric or bilateral basis.
They are of concern but of secondary importance to the national

security and economic consequences of not imposing an oil tariff. -

The tariff should have been imposed some years ago. It takes time
for an automotive fleet to turn over to more fuel efficient cars;
it takes time to build a nuclear or coal plant; it takes time to

switch industry out of oil. We do not have much time left measured
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in terms of the changes needed in our energy infrastructure before

the next oil shock.

The American Jewish Committee, therefore, strongly urges a substantial

tariff on imported oil, right now, as a national security measure.

If the U.S. does not take this action, then the country is faced
with the less satisfactory alternative of providing tax incentives,
tax credits and direct grants to increase domestic production,

encourage conservation and promote fuel switching from oil.

86-900
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Senator WaLLop. Just to ask you, Mr. Bradley and Mr. Steuart,
what do you say to all three of the previous witnesses who did not
agree on all things, as you recall, but did pretty well agree on the
fact that the free market forces were not working in this market?

Mr. BraDLEY. Free market forces are working in the United
Statgls because there is not price regulation or allocation regulation
on oil.

Senator WaLLopr. Well, that is only a miniscule part of the equa-
tion of the world energy price.

If there is flooding going on, that is scarcely free market.

Mr. BrabpLEy. I think flooding is beneficial to consumers. I do not
necessarily think OPEC is going to get right back in the saddle
again because of irreversible changes in technology.

Senator WaLLopr. What irreversible——

Mr. BrapLEY. Which means that oil demand is down. Oil demand
is down 17 percent since 1979.

Senator WALLoP. And rising now rather rapidly.

Mr. BRADLEY. My statistics show that last year the demand for
oil fell by one-half of 1 percent.

_Senator WaLLor. Let me ask frou to comment on this, Mr.
Steuart, and Mr. Bradley, both. In light of free market that the na-
tional average price of home heating oil in October was $1.03 and
in November was $1.08 and is about that in January in the face of
declining oil prices. Where is the consumer benefit?

Mr. STeUuART. Mr. Senator, prices in the Washington area have
come down $.20 in the last 4 weeks. They are under a dollar now,
after peaking at $1.21 in the Washington-Baltimore market. I also
see a further decline in those prices.

Senator WaLLor. You have selected a market. 1 was talking
about the national average price, which we just got from the
Energy Information Agency. In October 1985, $1.03; $1.08 in No-
vember; and it is $1.08 in January.

Mr. STEUART. 1 cannot speak specifically of the areas in the
Northeast. In the Washington-Baltimore market, the area of which
I am most familiar, the price peaked at over $1.20 in early January
and are down below a dollar now. We have seen a $.20 decrease in
prices in a very short period of time.

To see why the prices have not come down faster, one must un-
derstand that in many cases the inventory that supplies this
system was ordered in December or January, and is just now flow-
ing through the system. One cannot translate a New York spot
price instantaneously into a retail market. The inventory will flow
through and impact those prices lagginﬁ somewhat. I would fully
expect those prices to fall -further throughout the season.

ggnator WaLLop. Can I ask you something? Because I was a little
disappointed in your written statement. The several Finance Com-
mittee members—Senator Chafee and Senator Mitchell-—-who pre-
cisely recommended that you testify, indicated that you were an
authority on the use of home heating oil. And they indicated that
as such you would be able to talk about a heating oil exemption
and suggest how to implement it.

Mr. STEUART. I do not think the heatini oil exemption would
work at all, Senator. I believe that it would have the reverse effect,
by creating a demand for imported oii. My view is that if you were
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to exempt imported oil and there were a fee on products and crude,
that that fee would be reflected in the cost of domestic production.
Thus, you would have the adverse effect of creating a demand for
imported oil.

nator WaALLOP. So, then, their indication to the committee was
incorrect. That you were not——

Mr. STEUART. I am not a proponent, sir, of a——

Senator WaALLor. They had suggested that that was why they
wanted you to testify before us.

Dr. Goldmuntz, this computer model is alarming. Is there
anyway within modeling to get a comfortable handle on how long
events like this might last. I know you have projected certain
things for a 5-year period. Is there any comfortable price forecast-
ing mechanism that says that is a likely scenario, an unlikely sce-
nario, modestly likely scenario?

Dr. GoLomuNTz. I think the simple answer to your question is
not. The elasticities that I used were the average of those that are
around for both production and consumption.

One of the things that has happened in the past 5 years is that
we have been amazed at the elasticity associated with consump-
tion. Nobody expected that we would cut back that.

So these numbers I don’t think are excessive. And I think they
are as believable as any numbers you can provide.

Senator WaLLoP. I agree with you. And I am constantly amazed
at the reluctance of people talking energy policy to attribute any
elasticity to it either from the reaction of producers to price or con-
sumers to price. I think we have seen dramatic evidence that in
both instances there is significantly less elasticity.

Dr. GoLbmMUNTZ. Look at the automobile advertisements. When
have you last seen a TV ad for an automobile that stressed mileage
as compared to ﬁerformance, as compared to gas consumption, for
example? And this has happened just in the space of the last 2
years when there has been relaxation in prices. It is going through-
out the economy. I think those numbers are to be trusted, but
nobody can guarantee them. I think the elasticities were stronger
than we expected in the past 5 years, certainly on consumption, as
prices went up.

Senator WaLLop.