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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 OIL To BE CONSIDERED BY FINANCE COMMITTEE'S ENERGY
SUBCOMMITEE

The Senate Committee on Finance's Subcommittee on Energy and Agricultural
Taxation has scheduled two days of hearings to review proposals to tax imported 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 Washington.

The hearings will specificAdly 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 petroleum products.

S. 1507, introduced by Senator David Boren (D-Oklahoma) on July 26, 1985, the
bill would increase the tariff on imported crude oil and refined petroleum products.
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STATEMENT OF SENATOR MALCOLM WALLOP
CHAIRMAN OF THE ENERGY AND AGRICULTURAL TAXATION SUBCOMMITTEE

OF THE SENATE FINANCE COMMITTEE
FEBRUARY 21, 1986

GOOD MORNING. I WANT TO THANK, IN ADVANCE, THE MANY EXPERT

WITNESSES WHO HAVE TAKEN TIME TO APPEAR BEFORE THIS COMMITTEE AND

PARTICIPATE IN WHAT I 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 DISCUSSED 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 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. IT IS THE PURPOSE OF

THESE HEARINGS TO DETERMINE JUST THAT.

IF TWERE 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 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 OUR DOMESTIC ENERGY

PRODUCERS, INCLUDING COAL, RENEWABLES AND CONSERVATION.
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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. IF 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, MY STATE, WHICH PRODUCES AND CERTAINLY

CONSUMES ENERGY, IS ALREADY OPTIMISTIC THAT POTENTIALLY LOW GASOLINE

PRICES THIS SUMMER WILL BOOST OUR SAGGING ECONOMY BY BRINGING MORE

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 OIL MAN

RECENTLY POINTED OUT TO ME AS A GENERAL RULE OF THUMB, THAT FOR

EVERY $1.00 DECREASE IN THE PRICE OF CRUDE, 11Y STATE AT ALL LEVELS

SUFFERS AN INCOME LOSS OF $15 MILLION PER YEAR IN AD VALOREM TAXES,

SEVERANCE TAXES, STATE ROYALTY AND FEDERAL ROYALTIES.
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THE OTHER BOOT DROPS AS A RESULT OF LESS MONEY TO DRILL NEW WELLS,

WHICH TRANSLATES INTO LEANER REVENUES, FEWER JOBS AND A FURTHER SAG

IN OUR ALREADY AILING ECONOMY. OTHER ENERGY RESOURCES SUFFER TOO.

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.

I HAVE BEEN A STUDENT OF ENERGY POLICY FOR MANY YEARS. I HAVE

STUDIED THE VARIOUS TOOLS FOR ASSURING AMERICANS AN INDEPENDENT

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

PETROLEUM RESERVE SEEM BETTER METHODS OF ASSURING ENERGY SECURITY

AND MARKET VIABILITY.

SOME MIGHT SAY THAT AN OIL IMPORT FEE IS JUST ANOTHER ATTEMPT TO

S1OTHER 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 1970S, 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.



5

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 $71

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 ON FOREIGN OIL, ON CONSERVING ENERGY IN OUR HOMES AND

INDUSTRIES. 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 INCONSISTENCIES IN CONGRESSIONAL ENERGY POLICY ARE WELL

DOCUMENTED AND TRULY OUTRAGEOUS -- 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 DRAINING 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 I

CHALLENGE CONGRESS TO CONSISTENCY -- AND I DOUBT 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 IN THE HEART.
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STATEMENT OF

SENATOR JOHN H. CHAFEE

BEFORE THE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

OF THE SENATE FINANCE COMMITTEE

FEBRUARY 27 AND 28, 1986

FIRST, I WOULD LIKE TO THANK SENATOR WALLOP FOR CALLING THESE

HEARINGS ON THE TAXATION OF PETROLEUM IMPORTS. I 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 OIL OR A

FLOATING FEE DESIGNED TO KEEP A uFLOORo UNDER THE PRICE OF OIL, I

AM OPPOSED TO IT. THESE PROPOSALS ARE A BAD IDEA FOR RHODE ISLAND,

FOR NEW ENGLAND, AND FOR THE NATIONAL AS A WHOLE.

IF I 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 OIL IMPORT FEE ARE PROPOSING FOR THE CITIZENS OF MY STATE AND
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NEW ENGLAND AS A WHOLE: TAXES HIGHER THAN CITIZENS ANYWHERE ELSE

IN THIS LAND WILL HAVE TO PAY. I AM OUTRAGED, AND WILL FIGHT

THISINFAMOUS SCHEME WITH EVERYTHING I 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 TOTnJRDS OF OUR ENERGY NEEDS: A FIGURE

WHICH IS NEARLY DOUBLE TIHE NATIONAL AVERAGE. BECAUSE 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 DOLLARS

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.

-2-
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AN OIL IMPORT FEE IS 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 REVENUES 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.

-3-
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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 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 OIL 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

-4-
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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 IS BAD ECONOMIC POLICY, AND rHEY 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. I 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 INCENTIVESN 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 BREAKS. WE SHOULD NOT BE INCREASING ENERGY COSTS TO

ALL CONSUMERS IN ORDER TO mPAYN FOR TAX INCENTIVES AVAILABLE TO THE

PRIVILEGED FEW.

-5-
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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.

-6-
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STATI* TENZBYP
!liu Lor Lloyd Wclitrie

Senate Finance Coimmittee 11earsgs
Oil Inport Poe

Thursday February 27, 1986

If we learned anything froill the Arab oil enaarjo of 1973 it's that we

cannot afford Lo get liookcxl ol foreign oil again.

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

We ie aI;u o bi pj fl.Odxu cuL oiJ; 1.9 iJJoJCi L.LLUIh a dy Last year,

cuughly twice the production of Saudi Arabia, even after their recent IxPout in

output. We are second] only to the Soviet Union in oil production.

I'll guarantee you, though, that you'll see U.S. oil production decline

tLia year. 'J1e only question is how far. I I

e've already seen marginal wells start shutting down because it is no

longer economical to continue puitping. And once you lose one of those snali

wolfs, chances are the reservoir will collapse and it'll be gone forever.

We've pumped a lot of oil in this country but, rernrkably, our proved

reserves were nre than 6 billion barrels higher two years ago than they had

been in 1949. That's because of the continuing search for new oil and the

clovclopix nt of sophisticated - and expensive -- techniques for rc.IesJrxj nore

oil out of existing wells.

Tle search For new oil has declined sharply In recent yearn, though. Iha]f

as nony wells wre drilled last year as In the peak year of 1902, anld fat

nuirber will] Ip1hift ihi: year. Yonte.,'Ly, For xcxfll, AIrxo ;Inniltine(v it will

cut spending on exploration in 1906 by $1 1/2 billion.

Our proved r eerves are already downi from two years ago, since they

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

enhanced Lechnic 1es that wore economical at oxistinK prices.
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And the decline in exploration guarantees a further decline in reserves two

a-nd thrce and four years fri 1: now.

And you can forget about altetrsltive energy sources. You can forget about

converting co l to ol . Shlue oil is out the window. T1le Great Pleins

gasification project in North Dakota has been described as a disaster.

We've nude cjleit utrifies in energy consEwvatiort and energy production in

recent years, but you can forget all that if we fail to respond to the flood of

cheap oil from OPIC.

twaLt'a happening to oil prices today has nothing to do with the free

riarket. It has everything to do with a decision made in Riyadh. An OPIC

decision. They turned the spigot off in the Arab embargo of 1973 and they

opened it several extra turns in the production wars of 1985.

Does anyone here believe that Saudi Arabia is driving down the price of oil

because they want to keep it down? Of course not. hi-at they're trying to do

is whip other OPIXC members in line and other producers around the world.

Are our reqlories so short that we're going to once again put ourselves at

the mercy of OPIXC?

last year we imported only 31% of the oil we used, compared with 47% in

1977. qTat pe.ndulum will start swinging back thJs year. There's no way to

stop it, the price plunge has already assured it. We can, though, slow it and

begin the pLoccss of rirning it bck around.

Last year we inported only 1.7 million barrels of oil a day from OPEO,

coipared with 6.1 million barrels i 1977. ,'Iiat pendolului, too, will start

swinging back this year.

CIir oil refiners in this country have been buffeted by a combination of

ciLctUstances in recent years. Oil producirgj countries give subsidies to their

ovi ref iners and Europe ax Japan put up barriers to those refined products, so
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they've been flooling into the U.S. As a result, we've scen opratjiij refining

capacity decline in this c(ountry Ly 3 1/2 million brrel a clay since 1981. A

study last year, by the Center for Strate-ic and Tnternaticoal Studies at

Georgetown University, con.lte,(d that our rrnninirj 14.6 mil.ljon barrel a day

refining capacity is not enough to "resxni to a military mobilization

involvicj o. 1 and lMO frcr.-.es.w

if we fail to respond to the flood of cheap OPEC oil, by putting an oil

intx)rt fee in place, there's no question but what we will soon see the sae

serious national security implications develop with regard to oil production

that we have already seen for defining.

Plunging oil prices have produced a gusher of optimistic econanic

projections for coming months.

But we, as a nation, ought to be able to see at least to the end of our

nose. We ought, also, to be able to look backward far enough and recall the

last tine we were hooked on foreign oil,then take rational steps to prevent

that from happening again.

-30-



15

US]T LA E S i'%;

CO,'hITT'-:i 1 Oll PIUArCE

SUBCOICIITTEE O ENERGY AND AGRICULTURAL TAXATION

STATENTI, OF

UNITED STATES SENATOR DAVID BOREN

FEBRUARY 27, 1986



16

,:o CHil[R;'A:::

I WOULD LI.ZE TO THANK YOU FOR THE OPPORTU:?ITY TO PARTICIPATED

IN THESE MOST IMPORTANT HEARINGS. I CERTAINLY AGREE WITH YOUR

EARLIER STATEMENTS THAT ,;E MUST NOVE TO TAKE ADVANTAGE OF OUR

CURRENT ENERGY PLANNING OPPORTUNITIES, AND HONOR OUR

RESPONSIBILITY TO PROVIDE FOR A'iERICA'S FUTURE ENERGY SECURITY.

OUR PRIMARY GOAL HAS BEEN TO PLACE A SAFETY NET UNDER THE

PRICE OF DOIIESTIC OIL THAT WOULD ALSO PROTECT TIHE FINANCIAL SYST1:,i

AGAINST THE SHOCK OF FURTHER DECREASES IN THE PRICE OF OIL. THE

VALUE OF OIL RESERVES IS USED AS SECURITY FOR BILLIONS OF' DOLLARS

I!. LOANS HELD 3Y AAERICAN BANKS. SOJE ANALYSTS HAVE E JTINATED TIlE

TOTAL DOHS. IC DEBT TO POTENTIALLY RIVAL THAT AHOUZrF LOANED OUT TO

FOREIGN OIL PRODUCING COUNTRIES SUCH AS NEXICO A14D VENEZUELA.

SHOULD TH1E PiIC, OF OIL STAY 3121,01 $20 PER BARREL, AS MORE AND

HORE ANALYSTS ARE PREDICTING, THE STABILITY OF THE BANNING AND

FINANCIAL SYSTEM IN OIL PRODUCING REGIONS OF THE COUNTRY WILL BE

THREATENED. IT IS O'!LY A ;:ATTER OF TIte UN'IL THOSE DIFFICULTIES

T:AD TO ::O*:y c: ;:;f.;icsS : .. .... Y , ;., c:;ICAGJ. I' Is

IN THiE PRICE' OF OIL, LO:3S:2S O 7.1- F'NDi,AL DLPOSIT I.Si:.;:C2 2ORP.

ON POOR LOANS IT ACQUIRED FRO;I CONTINENTAL ILLIOIS !NATIONAL BANK

AND TRUST COULD EXCEED $1.5 BILLION. TI F[)IC ONLY HAS $22

BILLION IS ASSETS AND IF ONE :IID-SIZED ENERGY RELATED BANK FAILURE
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CAN CAUSE $1.5 BILLION LOSSES, WHAT W:ILL !!APPCE IF TWO OR THREE

LARGE REGIONAL BANKS ARE FORCED UNDER?

THERE ANE THOSE 11110 ARGUE THAT AN OIL I:[PORT FEE WOULD SLOU

ECO'!ONIC GO.,Tlf, COST TE ECO.O.!Y JODS, AND CAUSE , I:'T.ATIOl; TO

INCREASE BY AS MUCH AS 12 PERCENT. ;IrAT OPPONENTS OF A Fr;[; FAIL

TO CONSIDER IS THE DISRUPTION THAT 1.ILL OCCUR IN OUR ECONO:.Y IN

THE LONG RUN AS A RESULT OF THIS FORCED DECREASE It. THE PRICE OF

OIL. WIE ARE NOT WITNESSING A NORMAL SUPPLY AND DEMAND :MARNET

REACTION. lUE ARE CAUGHT IN THE [IIDJ)LE OF A LIFE AND DEATH

SrRUGGL2 FOR 1tAIRIKT SHARE. UNFORTC[1ATLY BECAUSE HOST FOREIGN OIL

CONPANI2;S ARE CLOSELY TIED TO THEIR GOVERICIENTIS THEY WON'T I!A:NE

NORIJA, "ECOINONIC" DECISIONS. AS T;iC PRICE OF OIL APPROACHES THE

COST OF PRODUCTION THOSE PRODUCERS WHO DON'T BENEFIT FROM

FAVORABLE GOVERNMENT POLICIES 'ILL BE THE FIRST TO PLUG THEIR

PRODUCTION. SHOULD THE PRICE OF OIl, STArILIZE AROU!)D Tim $15 PI'R

• A.I:' L L V :, -lT ' ': A I.".;:.1 . ; . ,f ):',." L"" 50

PERCEtfrO. TiE ItIIEDI,','-E f:?.ACT I", O;V:OU:;LY, LOST JOBS I:, THE OIL

AND GAS AJD RELATED IllOUSTRIES. SOI!E :: TI:IATiZ HAVE RANGED AS

HIGH AS 600,000 JOBS. mORE IIPORTANTrLY, THOUGH, IT .HEANS FEWER

WELLS WILL BE DRILLED NEXT YEAR AND THAT TRANSLATES IlT'O THE NEED

TO IMPORT MORE CRUDE OIL AND PETROLEUI PRODUCTS, ALMOST $9 BILLION

IN ADDITIONAL IMPORTS - NEXT YEAR ALONE
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I IiAVE OFTEN SAID 2'AT IF THE LEADERS OF O02:2C REALLY W;'ANTED

TO GAIN TOTAL CONTROL OF THN',AKE,, THEY WOULD DROP OIL PRICES

BELOW OUR LIFTING COSTS WHICHH It'CLUDING TAXES RANGE PEO'N $12 TO

$18. THEY '.;OULD THEN KEEP TIE PRICE U? OIL AT THAT LE]V'-L JUST

LONG ENOUGH TO DESTROY THil lAC EZERGY r .YJSY.'; I ::CuU'z.:G ':

SUPPLY AND SERVICE INDUSTRIES INFRASTRUCZt'U:'E. TllEY COULD THEN BE

IN A POSITION TO RAISE 'H]E PRICE OF OIL TO UNR1ASO'ABLY HIIGH

LEVELS, SHOULD THEY CHOOS?_" TO DO SO, BECAUSE 'E ';OULD BE TOTALLY

DEPENDEN!T. THINK OF WHAT THAT W.;OULD DO TO OUtA NATIONAL SECURITY

INTEREST. CONSIDER W HAT THAT WOULD :IEAN TO ANERICANi CONSUMERS. I

THINK THOSE CONSU:IIRS WOULD 32 DEMANDING TO K'NO-1 TIIE NAMES OF THE

SJIORT-SIGHTElD !IE:IBERS OF CONGRESS WHO ALLO'.ED US TO FALL INTO

OPEC 'S '; A .
SURELY WE HAVE NOT SO QUICKLY FORGOTTEN THE LESSONS OF EVEN

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

ERAL':. C.t.: !PPN.]:IIN1] ::'2K "[CS:J OVER LY, RE[? :'D;,:72 0: 20210:. S;OUR.'CES

TIII.O.K! 00 cG:.;U:[:E:: , I EIAT]:' DJU'S OTT C £.E:l2I'2701 W;ILL DEGI!;

TO .,ISE AGAIN. PEW'PS SLOWLY AT FI'LC, BUT IT IS ONLY A HATTER

OF TIME UNTIL WE JILL AGAIN SE I'.POR'TING OVER 50 PERCENT OF OUR

ENERGY NEEDS FROM FO,'E"IGNl SOURCES. THEN, AS THE GROWING DEMAND FOR

OIL REDUCES THE CURRENT OVERSUPPLY, WE WILL O:JCE AGAIN BE CAUGHT

IN A SUPPLY CRUNCH SO REMINISCENT OF THE 1979 CRISIS. WE SHOULD

ALSO REMEMBER THAT RESTORING DOMESTIC PRODUCTION CAPABILITY AFTER
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IT IS DESTROYED IS NOT AS SI:iPLE AS rURNING Oi A WATER FAUCET. IT

TAKES YEARS OF LEAD TIME, SOMETHING WE HAVE NOW; BUT HAY FORFEIT

SHORTLY.

THE INIPACT OF AN I11PORT FEE EVEN IF PASSED DIRECTLY THROUGH

TO T ' CO4SU:!PiZS WOULD !1: :',IIAL. i1 1 79 T21E AVERAGE PRICE FOR

A GALLON OF GASOLINE WAS 88.2 CENTS. TO BUY THAT SA11E GALLON OF

GASOLINE 111TH CURRENT DOLLARS WOULD COST YOU $1.25. CURRENTLY, IN

OKLAHOMA YOU CAN BUY A GALLON REGULAR UNLEADED GASOLINE FOR LESS

TiAN 90 CENTS. SO YOU CAN SEE THE REAL COST OF ENERGY HAS

ACTUALLY DROPPED OVER TH PAST SIX YEARS. EVCN IF THE FULL COST

OF WN IlEPORT FEE 'HERE PASSED THROUGH TO THE CONSUMER, AND IT WON'T

DE, THE AVERAGE CONSUMER WILL ACTUALLY BC PAYING LESS THAN BEFORE.

AN IMPORT FEE IS FAIR TAX POLICY AND WILL HELP TO PROMOTE

ENERGY INDEPENDENCE. DOMESTIC OIL PRODUCERS PAY THE WINDFALL

PROFITS TAX AS WELL AS STATE SEVERANCE TAXES. FOREIGN PRODUCERS

DO . nT.- "HY SOUrD OU. TAN POrICY CO':'JUC TO COURAGEE THE

C C '' ':, ,2 . " ; " J .. ",Y::.'r : .: ', >: :. r x. : 'OT:;;::: :.:AT.JO:5S

£.;S'2::A 0) '2 f:" :R AZ 2 io:.,:. i: : I',1 S5:Y iT OF O:'LAi!OiA WE H[AVE

LOST OVER 3,000 JOBS IN THE PAST TWO YEARS IN THE REFINING

INDUSTRY ALONE.

All IMPORT FEE CAM B1 IMPLEMEzTED IN A MANNER WHICH WILL

MAINTAIN REGIONAL FAIR1tSS AND WILL PRESERVE OUR OWN

COMPETITIVENESS IN TRADE. "MY PROPOSAL PROVIDES REBATES OF THE FEE

FOR HOME HEATING OIL IN ORDER TO PROTECT THOSE IN NEW ENGLAND AND
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THE NORTHAST WHO DEPEND UPON THIS FUEL. IT ALSO PROVIDES A

REBATE TO AFIERICAN MANUFACTURERS WHO USE IMPORTED CRUDE OIL IN THE

PROCESS OF MAKING PRODUCTS FOR EXPORT. THIS WOULD ENSURE THAT

AMERICAN BUSINESSES LIKE TUi: CHEMIICAL INDUSTRY WOULD 14OT BE PLACED

AT A CO*PET]TIVE DISADVAI'AGC i ?i; COST OF 'i.' ElI PRODUCTS; FOR

EXPORT TO OTHER-IIARKETS.

FINALLY, BESIDES PROVIDING NEEDED SECURITY FRO:! AN ENERGY

SUPPLY PERSPECTIVE AND FRO!l A FINANCIAL STABILITY PERSPECTIVE, THE

REVENUE RAISED BY AN IMPORT FrE 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 COMING

MONTHS.

MARKET CONDITIONS HAVE CHANGED SO DRASTICALLY FRO1I THE TIIIE I

FIRST INTRODUCED MY BILL, THAT IT WILL BE NECESSARY TO MAKE SOME

CHANGES. I BELIEVE THAT THE REFERENCE PRICE SHOULD NOW BE IN THE

RAGE OF $20 TO $25. GIVEN TH! :'.ECLMT VOLATILITY OF THE MARKET I

T h ' '.JA ':...... PL*\C:: .', IZ ;)' ',": : :' OF T:[,,' 7:%.

COSHUETLY, SHOULD TN!' PRICE O,' OIL Pr L TO BELOW $10 A '3ARI<EL

NE !;OULD NEED A FE:E LARGER THAN $5 PEI 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 NY HONE

STATE. NOW IS THE TIME TO ACT. AN IMPORT FEE WILL PROTECr 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 are 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 proposal revenue neutral, not to reduce the deficit.



22

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 oil 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 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, 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 oil 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 oil import fee would do is to add a

distortion, not eliminate one.
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It 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 I of this pamphletI 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, Taxation of Petroleurn
Imports iJC'S-5-861, February 26, lSt6

60-592 0 - 86 - 2



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, I. International Relations, should be
'net*.



29

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, 3 and a 14-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 taxes 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.

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.)

3 The 12-cent gasoline tax incorporates the 9-cent-per-gallon rate described in A,, above, as
well as a 3-cent 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 ftedstock 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). pendent producers (up to 1,000

barrels per day).
Tier 2 oil (stripper oil, Petrole- 60 percent; 30 percent for inde-

um Reserve oil). pendent producers (up to 1,000
barrels per day).ITier 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 .............................. 30 percent.

1 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.

The windfall profit tax is scheduled to phase out over a 33-month
period, beginning after December 31, 1987, or (if later) after the cu-
mulative revenue raised by the tax reaches $227.3 billion, 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

Srojected to decline in the Administration's fiscal 1987 budget to
4.1 billion in 1986 and $2.8 billion in 1987. (These receipts may be

overstated, since projections were made before the sharp decline in
the world market price of oil during the first 6 weeks of calendar
year 1986.)

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 may 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 imposed
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 specified 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 iriposed 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 Nixon, 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 limitations.

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.I.). For substances with higher densities (testing 25 de-
grees A.P.I. or more), the tariff is 0.25 cent per gallon.4 (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-
ment for an equivalent amount of U.S. petroleum imported into
Canada.

4 Degrees API equals 141.5 divided by specific gravity, les 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 amounts of petroleum has been made possible by im-
pressive improvements i--energy efficiency. In 1978, 12.2 thousand
Btus of petroleum were required to produce one dollar of output
(measured in terms of 1982 dollars). By 1984, the petroleum re-
quirement per dollar of output 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]

Petroleum AveragePetroleum consumption refiner
Year (quadriion Rillion S) per dollar of acquisition

Btu) GNP (.000 cost of crude
Btu/$) oil ($ bbl)

1973 .................... 34.840 2.744 12.7 8.38
1974 .................... 33.455 2.729 12.3 16.80
1975 .................... 32.731 2.695 12.1 17.50
1976 .................... 35.175 2.827 12.4 17.26
1977 .................... 37.122 2.959 12.5 17.77
1978 .................... 37965 3.115 12.2 17.26
1979 .................... 37.123 3.192 11.6 22.54
1980 .................... 34.202 3.187 10.7 32.75
1981 .................... 31.931 3.249 9.8 37.49
1982 .................... 30.232 3.166 9.5 31.87
1983 .................... 30.054 3.275 9.2 27.93
1984 .................... 31.051 3.492 8.9 26.48

Sources: Energy Information Administration, Monthly Energy Review, October 1985 (Janu-
ary 26, 1986), pp. 7, 12; Enorgy Information Administration, Annual Energy Review 1984
(April 1985), p. 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

(6)
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petroleum 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)

Petroleum product Resi. Com. Indus- Trans. Electric Totaldential merclal trial portatlon utilities

Distillate fuel ................. 995.7 422.0 1,286.4 2,919.4 0 5,623.5
Kerosene ......................... 86.2 30.0 146.6 NA 0 262.8
LPG I .............................. 352.4 62.2 1,538.2 37.4 0 1,990.2
Motor gasoline 2 ............ 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 ...................... 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 0 47.7 0 47.7
Jet fuel ............................ 0 0 0 2,140.9 0 2,140.9
Heavy oil 3 ..................... 0 0 0 0 1,439.6 1,439.6
Lightoil 4 .........

. . .. . . . . . . . . . .  0 0 0 0 96.2 96.2
Petroleum coke ............. 0 0 0 0 7.9 7.9

Total .................... 1,434.3 888.0 7,580.8 18,605.2 1,543.7 30,052.0

Percent of total.. 4.8 3.0 25.2 61.9 5.1 100.0

'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-
fled only; industrial sector use includes: agricultural, construction, and industrial
and commercial use.

S 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

peaked in 1981. In that year, 681 seismic crews were employed and
3,970 rotary drilling 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 dropped 40 percent to 387, and rotary 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.-Oil and Gas Resource Development, 1973-1985

Exploratory
Crews and Total Crude oil

engaged in Rotary rigs development footage wellheadYear enae n Rtr is well drilled'1
seismic In operation price

exploration comple- (milliontions I feet) (1952 $)(1,000 wells)

1973 ................... 250 1,194 27.69 139.42 7.86
1974 ................... 305 1,472 33.03 153.79 12.72
1975 ................... 284 1,660 38.89 181.05 12.93
1976 ................... 262 1,658 40.94 187.29 12.98
1977 ................... 308 2,001 45.86 215.70 12.73
1978 ................... 352 2,259 50.05 238.39 12.47
1979 ................... 400 2,177 51.91 243.69 16.08
1980 ................... 530, 2,909 69.73 312.03 28.69
1981 ................... 681 3,970 90.13 409.13 33.80
1982 ................... 588 3,105 83.59 375.77 28.52
1983 ................... 473 2,232 74.41 313.30 25.23
1984 ................... 494 2,428 83.68 365.25 23.94
1985 2 ................. 387 1,980 71.84 313.90 NA

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

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

Table 3 shows that drilling activity is highly correlated wLh 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 approximately 200
percent, in response to a 330 percent increase in the average well-
head 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 gross reserves Production of
expenditures of hydrocarbons hydrocarbons
(billions of hydrocarbons

1982 $)

1976 .................... 23.6 2.947 6.730 NA
1977 .................... 25.3 3.765 6.777 NA
1978 .................... 28.3 3.679 6.918 72.8
1979 .................... 41.9 5.071 6.970 70.0
1980 .................... 47.1 6.723 6.995 69.9
1981 .................... 59.3 7.303 6.954 70.3
1982 .................... 53.7 5.030 6.682 68.8
1983 .................... NA 6.408 6.397 69.0

1 Hydrocarbons include crude oil, natural gas liquids, and natural gas.
Sources: Energy Information Administration, Annual Energy Review, 1984 (April 1985), pp.

77-79; Council of Economic Advisers, Economic Report of the President (February 1986), p.
256.

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 ImportsDoie Net Petroleum as percent of
Yer field Net pouts petroleumYear prouc. Imports Eprs Imports prdut perlmtion I supplied products

supplied

1973 ................. 10,975 6,256 231 6,025 17,308 34.8
1974 ................. 10,498 6,112 221 5,892 16,653 35.4
1975 ................. 10,045 6,056 209 5,846 16,322 35.8
1976 ................. 9,774 7,313 223 7,090 17,461 40.6
1977 ................. 9,913 8,807 243 8,565 18,431 46.5
1978 ................. 10,328 8,363 362 8,002 18,847 42.5
1979 ................. 10,179 8,456 471 7,985 18,513 43.1
1980 ................. 10,214 6,909 544 6,365 17,056 37.3
1981 ................. 10,230 5,996 595 5,401 16,058 33.6
1982 ................. 10,252 5,113 815 4,298 15,296 28.1
1983 ................. 10,299 5,051 739 4,312 15,231 28.3
1984 ................. 10,544 5,437 722 4,715 15,726 30.0

1 Includes 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 davy
Import Percent of

Country volume total Imports

A lgeria .............................................................. 186 3.7
L ibya .................................................................. 5 0.1
Saudi A rabia .................................................... 123 2.5
United Arab Emirates .................................... 48 1.0
Indonesia ........................................................... 306 6.1
Iran .................................................................... 30 0.6
N igeria .............................................................. 275 5.5
V enezuela ......................................................... 607 12.2
O ther OPEC ..................................................... 193 3.9

Total OPEC ............................................ . 1,772 35.5
Total Arab OPEC 2 .................................. 434 8.7
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Table 6.-Imports of Petroleum by Source, 1984-Continued

[Thousand barrels per day]

Country Import Percent of
volume total Imports

B aham as ........................................................... 33 0.7
C anada .............................................................. 756 15.2
M exico ............................................................... 831 16.7
Netherlands Antilles ...................................... 36 0.7
Trinidad and Tobago ...................................... 116 2.3
U nited K ingdom .............................................. 317 6.4
Puerto R ico ....................................................... 30 0.6
V irgin Islands .................................................. . 241 4.8
Other non-OPEC .............................................. 854 17.1
Total non-OPEC 3 ............................................ 3,213 64.4
T otal im ports ................................................... 4,986 100.0

IIncludes Ecuador, Gabon, Iraq, Kuwait, and Qatar.
2 Includes Algeria, Libya, Saudi Arabia, United Arab Emirates, Iraq, Kuwait,

and Qatar.
3 Includes 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: Energy Information Administration, Monthly Energy Review, October
1985) (January 26, 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.

Table 7.-Strategic Petroleum Reserve, 1977-1985

[Million barrels]

Year End of year Net imArts per Days of net
reserve dy reserve

1977 ............................... 7 8.6 1
1978 ................................ 67 8.0 8
1979 ................................ 91 8.0 11
1980 ................................ 108 6.4 17
1981 ................................ 230 5.4 43
1982 ................................ 294 4.3 68
1983.. ...... ..... 379 4.3 88
1984 ... .............. .451 4.7 96
1985 1 ............................ 493 4.2 117

Review, October
I Data on net imports is through November 1985.
Source: Energy Information Administration, Monthly Energy

1985 (January 26, 1986), pp. 31, 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 Output, 1973-1984

[Million barrels per day)

Out- Processing Number ofYear Input put gain utlzation refineries'p u t g a i n ~( p e r c e n t ) r e i r e s

1973 ...................... 13.40 13,85 0.45 93.9 268
1974 ...................... 13.02 13.50 0.48 86.6 273
1975 ...................... 13.23 13.68 0.46 85.5 279
1976 ...................... 14.20 14.68 0.48 87.8 276
1977 ...................... 15.35 15.87 0.52 89.6 282
1978 ...................... 15.47 15.97 0.50 87.4 296
1979 ...................... 15.24 15.76 0.53 84.4 308
1980 ...................... 14.02 14.62 0.60 75.4 319
1981 ...................... 13.48 13.99 0.51 68.6 324
1982 ...................... 12.86 13.39 0.53 69.9 301
1983 ...................... 12.65 13.14 0.49 71.7 258
1984 ...................... 13.14 13.70 0.56 76.1 247

I All operable refineries on January 1 of each year.
Source: Energy Information Administration, Annual

1985) pp. 103-5.
Revenue Energy; 1984 (April

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-

' 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 $1 per Lbrrel 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]

Percent of
Country Consumption of worldpetroleum, 1982 consumption

A ustralia ................................................... 660 1.1
C anada ...................................................... 1,620 2.7
France ....................................................... 1,940 3.2
West Germany ......................................... 2,320 3.9
Italy ........................................................... 1,780 3.0
Japan ......................................................... 4,550 7.6
S pain .......................................................... 1,010 1.7
United Kingdom ...................................... 1,590 2.7
United States ........................................... 15,300 25.6
Other OECD ............................................. 3,920 6.6

Total OECD ................................... 34,690 58.1

Brazil ............................................ 1,080 1.8
China ............................................ 1,660 2.8
Mexico ........................................... 1,360 2.3
U SSR ......................................................... 9,250 15.5

Total world .................................... 59,740 100.0

Source: Energy 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
Country Production of world

crude oil, 1984 production

A lgeria ...................................................... 638 1.2
Iraq ............................................................ 1,209 2.2
K uw ait I .................................................... 1,157 2.1
Libya .......................................................... 1,087 2.0
Qatar ............................ . 394 0.7
Saudi Arabia I:......................................... 4,663 8.6
United Arab Emirates ............................ 1,146 2.1
Arab OPEC ............................................... 10,294 19.0
Indonesia ................................................... 1,466 2.7
Iran ............................................................ 2,175 4.0
N igeria ...................................................... 1,419 2.6
V enezuela ................................................. 1,813 3.3

Total OPEC ................................... 17,576 32.5

Canada ........................................... 1,436 2.7
M exico ....................................................... 2,750 5.1
United Kingdom ...................................... 2,495 4.6
U nited States ........................................... 8,879 16.4
China ......................................................... 2,269 4.2
U SSR ......................................................... 11,878 21.9
O ther ......................................................... 6,847 12.6

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

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

Source: Energy 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
production accounts for slightly less than one-third of world petro-
leum 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-
age 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 ap-
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 1.-International Petroleum Prices, Fourth Quarter 1984

Diesel fuel Gasoline Heating oil Industr ial Electric
Country (cents/ (cents/ (cents/ light oil Indust al ectio

gallon) gallon) gallon) (cents/ heavy oil Generation
gallon) ($/bbl) heavy oil

U united States .................................................
Canada ...............................................................
France ................................................................
W est Germ any .................................................
Italy ....................................................................
U nited Kingdom ..............................................
Sweden ...............................................................
N etherlands ......................................................
Austria ...............................................................
Japan ................................. . ,......................

Average ..................................................

• 119 121 105 86 27.64 29.89129 143 100 101 36.64 NA. 158 220 117 112 30.53 NA* 148 181 100 88 28.33 28.52* 117 260 131 114 29.62 NA. 162 192 98 83 31.54 NA. 132 182 110 110 40.37 37.71117 204 ill NA 29.80 NA149 153 NA NA NA NANA 237 146 131 31.87 NA
137 189 113 103 31.82 32.04

' U.S. price of heating oil and industrial light oil does not includes taxes.
Source: Eney Information Administration, International Energy Review, 1980-1984. (August 1985), pp. 38-48.

a,
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III. LEGISLATIVE PROPOSALS

A. S. 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 imported
crude petroleum and related refined products by adding an a i-
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 price.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

per barrel. The applicable offset amount for crude petroleum would
be 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 applicable offset amount for each of these
articles is $10 per barrel. In the event the average world price of a
particular article equals Qr 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

later than 60 days following the close of each calendar quarter. The
Secretary of the Treasury is directed to publish the applicable

(17)
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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 bill provides that the revenues generated by the tariff may

be refunded from the Petroleum Tariff Account if (1) 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 effectfe 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 imposed 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 subject 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 per barrel 6 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 State. gallons.
It is the staff. understanding that the intent of this provision is that no tax would be im-

loed if the reference price exceeded the average price by les 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-
tary of the Treasury, after consulting with the Secretary 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.5

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 administation

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. 9 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.

8 The staff understands that the sponsors of the bill are considering narrowing the exemptions
from tax.

'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 s
not required, the tax is paid by the seller. The purchasr and operator also may elect to have
the operator assume the purchaser's responsibilities under certain cases. Returns are filed on aquarterly basis, with semimonthly deposits 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. 1 0

C. S. 1412 (Senator Hart)

Explanation of Provisions

$10 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.II 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 Secretary of Health and
Human Services and the Secretary of Energy.' 2 The reduction
itself would be implemented by the Secretary of the Treasury, in
fiscal years beginning after the date of enactment.

10 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).

I ISee, Section .0., above, for present law tariff provisions.
It 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.1 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 consumption 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.

"3 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 barrel (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 advantage
over domestic producers since foreign producers would not be sub-
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 industry 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
percent in primary metals. These estimates understate the total
burden 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
products shi ments d~o pr as s percent(dh l doi. arf ofIndustry group used ofhpet(Trillion dollars) shipments shipmentsBtu) (Btu/$) (

Food and kindred
- products ......................... 108.3 256.2 422.9 0.03
Tobacco products ............. 2.8 12.2 232.0 0.02
Textile mill products ...... 42.3 47.3 896.0 0.07
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Table 11.-Industrial Use of Petroleum Products, 1980-Continued

Petroleum Value of Petroleum Import tax
products shipments up as a percent

Industry group used of
(Trillion dillin shipments shipments

Btu) (Btu/$) (%)

Apparel and textile
products .........................

Lumber and wood
products .........................

Furniture and fixtures ...
Paper and allied

products .........................
Printing and

publishing .....................
Chemical and allied

products ...............
Petroleum and coal

products .........................
Rubber and plastic

products .........................
Leather and leather

products .........................
Stone, clay and glass .......
Primary metal

industries ......................
Fabricated metal

products .........................
Machinery, except

electrical .......................
Electric equipment ..........
Transportation

equipment .....................
Instruments, related

products .........................
Miscellaneous

manufacturing .............

3.7

29.9
4.8

366.7

6.0

193.7

59.7

28.3

4.5
56.3

136.6

26.0

Total, all
industries ........... 1,160.7

45.8

47.1
22.3

72.8

69.5

162.5

198.7

47.3

9.8
46.1

133.9

116.2

81.5

634.3
216.5

5,037.0

86.2

1,192.1

300.5

597.4

462.3
1,220.6

1,020.0

223.5

0.01

0.05
0.02

0.40

0.01

0.10

0.02

0.05

0.04
0.10

0.08

0.02
23.4 180.7 129.6 0.01

18.3 128.6 142.4 0.01

35.4 186.5 189.9 0.02

8.4 44.1 190.8 0.02

5.4 25.0 217.8 0.02

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 might pay a premium
for products refined from foreign oil in order tobe 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 products 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
proposals 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 compensated for higher petroleum acquisition
costs.

Some argue that a differential tariff on refined petroleum prod-
ucts is justified because environmental regulations impose higher
compliance 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 products 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 imported 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 petroleum 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 per 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 0.8-per-
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cent tax on the income of households in the above-$50,000 income
class. 14

Table 12.-Income Distribution of Petroleum Consumption,
1980-1981

Household Household
petroleum I petroleum Import tax '

Income class (dollars) expenditures consumption as percent of
as a percent of per dollar of Income

income Income (Btu/ (percent)
(percent) dollar)

0-5,000 ................................. 52.8 53,001 5.0
5-10,000 ............................... 11.5 11,454 1.1
10-20,000 ............................. 8.8 8,720 0.8
20-30,000 ............................. 6.9 6,802 0.6
30-40,000 ............................. 5.8 5,742 0.5
40-50,000 ............................. 4.8 4,777 0.5
50,000 + ............................... 3.1 3,034 0.3

Total ......................... 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.' 5 Table 13 shows the regional distribution of

",This analysis considers only direct petroleum consumption by households and assumes that
a petroleum tax is passed through to consumers in the form of higher prices for refined prod.
ucts.

I$ This analysis assumes implicitly that the burden of a petroleum tax on an industrial user
falls in the region 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,1

1983

(Thousand Btu's per dollar of personal income] 2

Industrial
Region 3 Residen. Transpor- and Totaltial tation commer.

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 2.7 8.7
Western North Central.. 0.7 7.3 3.5 11.4
South Atlantic ................. 0.5 7.5 2.8 10.7
Eastern South Central ... 0.3 9.1 3.2 12.6
Western South Central.. 0.2 9.9 10.2 20.2
M ountain .......................... 0.3 8.3 3.0 11.6
Pacific Coast ..................... 0.1 7.1 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, RI, VT; Middle Atlantic includes NJ,
NY, PA; Eastern North Central includes IL, IN, MI, OH, WI; Western North
Central includes IA, 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-



56

29

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 that 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 onimported 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 is obliged 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 GAIT signatories, unless a waiver is approved by the
GAIT 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 (Fjuch
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 Caribbegn
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.16 Thus, industrial use of petroleum products and residen-
tial use of heating oil together account for 29 percent of U.S. petro-
leum consumption. By 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.

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.' 7

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 point in the first year.' 8 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

14 Distillate oil consumed in the residential sector amounted to 3.3 percent of total U.S. petro-
leum consumption in 1983. More recent data indicate that industrial use of petroleum products
accounted for 2.8 percent of U.S. consumption in 1984.

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

" 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.

0

60-592 0 - 86 - 3
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Senator WALLOP. 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 S. 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-
lieve the immediate and nagging pains of tax reform or deficit re-
duction.

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 dr.ip 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-
rem taxes, severance taxes, State and Federal royalties.
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The other boot drops as a result of less money paid to drill 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 year, 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 petroleum 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 o 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
opening statements. And I 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 they 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
across 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 pay. 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-
eryhing I have.

N 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
products, 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 commodity 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 would
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 fall 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
I, and 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.

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 loopholes 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,
a new tax is proposed; namely, some are suggesting this oil import
fee.

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-
sumer should be allowed to benefit, and that includes Rhode Is-
landers.

Thank you very much, Mr. Chairman.
Senator WALwP. Thank you, Senator Chafee. I will put you down

as doubtful. [Laughter.]
Senator CHAFES. 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

you took out of the same consumers' pockets, including those in
Rhode 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 really put high prices to us. Have we forgotten the oil em-
bargo of 1973?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 after 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 marginal 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 collar -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-
serves 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 and 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 3V million barrels a
day since 1981.

A stu dy 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 by putting an oil import 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-
ing oil prices, is a key to all that is wrong with it.

whenever 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
propose 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 levy falling 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 oil 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.

Now 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-
posed by the Government. That claim has never been persuasive,
especially 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-fourths
of all energy consumed.

I know that it will be alleged that there is an exemption pro-
posed for home heating oil. But there is no way to insulate the
New England home heating oil market from the price effects of an
oil import fee for two reasons: Although diesel fuel and home heat-
ing oil are 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 certify that the product is exempt home heating oil
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 product 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 price 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 ought 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 impor-

tant 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.

When Harry Truman was President, he used to have a saying
hanging on the wall of his office from Mark Twain. And it said,
"Always 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
to 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. We 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 oil? 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
prices. We would put OPEC in the driver seat so that they would
be 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 centu ryold. 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 New 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 passed 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 )ust 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 GRAssLEY. 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 price 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 WALwp. Senator Symms.
Senator SyMs. No questions, Mr. Chairman.
Senator WALwp. 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 Bows. Yes.
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STATEMENT OF HON. DANNY BOGGS, DEPUTY SECRETARY,
DEPARTMENT OF ENERGY, WASHINGTON, DC

Secretary BOGOs. 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 adusts 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. Our
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 WALLOP. 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:]
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Mr. Chairman and 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. I 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 maintain U.S. production by about 100,000

-1-
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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 current net oil import demand of about 4.3 million barrels

per day for crude oil 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. oil 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 above 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 relative 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 all refined 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 oil consumption in

the U.S. The fee would reduce oil imports by an even larger amount than

the consumption drops because the fee would also increase domestic produc-

tion of oil and natural gas, and increase imports of natural gas. The

revenue gain from an import fee would be small compared to its price

impact on the economy through higher energy prices, because the import fee

would only apply to about 20 percent of U.S. oil consumption and 10 percent

of total energy consumption. Lnposition of the fee, however, even only on

imports, raises the price of all energy common 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 receipts from an import fee.

-3-
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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 imported 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 commensurate 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

lower world oil prices somewhat, prices to U.S. consumers would rise by

approximately $3 to $4 from current levels. U.S. oil production would

rise 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.

-4-
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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 Mexico the

fee is likely to reduce imports from non-OPEC nations rather than reducing

OPEC sales. The fee is not 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 vulnerability to higher oil costs is related

to our dependence on oil, 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 U.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 sumwary, 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.

-6-
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Even if 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 automobile Industry)

would suffer unemployment and 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 Oil 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 Oil

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 a

competitIve disadvantage relative to manufacturers in other major

-7-
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ir v1stralized 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-pid licenses

in April 1973. In 1979 the import license fees were suspended to lower

the cost of imports following the Iranian Revolution. In 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 higer 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 Oil and Products

Senate Bill 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

-8-
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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 demand, 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 (lEA) 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

yield 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 prevent 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

avoid 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 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 getting into these bills in detail, I would like to emphasize
the administration's strong opposition to any thx 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 of 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 tox 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 you. The purpose of considering this
proposal 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 appropriate 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 bill.

There is a high degree of uncertainty in predicting the revenue
effects of any variable oil import fee. Under today'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
factor 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 verticMly 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 higher 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 reflected 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 energy 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 be 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.

I 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 io 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 personal 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 3. 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 WALLOP. 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 Oil Windfall Profit Tax Act of 1980, a Federal
excise tax is imposed on certain domestic crude oil. In 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. 2/

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 certain 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 or
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 Trupt Fund taxes are scheduled to expire on December 31,
1987.

Energy Consumption. The percentage of U.S. energy
consumption supplies y imported crude oil and refined petroleum
products has been declining since 1977, when nearly 48 percent of
our gross oil supply was produced abroad. By 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.

I/ 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,
which has 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 oil, 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 tariff& 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. In 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, S. 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
Rext 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
Rude, 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 barrel, 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 S. 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 --- 6-
Environmental Outlay Adjustment $ 3
Tentative refined product fee
"Barrel of oil equivalent" factor -
(5.25 Stu + 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 imported oil.

Effect on Federal Revenues. As already noted, tha
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. 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

1985, 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 25.37
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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 1 1f35 ....-. 5".
products, would increase revenues by approximately $41.4 million
over the fiscal 1987-1991 budget period. 9/ Becauset 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 Octo 1 b P 986, we estimate that S. 1997
would raise approximately $31.1 illion over the five-year budget
period. If the average wo price drops more than $4 per barrel -
below the latest forecast, /of course, a greater amount of revenue
would be raised annually nder S. 1997. 10/

T (
The provisions of S. 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.

9/ The$41.4 illion estimated to beconsists o
5illio -4 t oil import fees (wh' ects a reduct9.|' -
imports resulting from the fee) a d $4.8 billion in additional
net windfall profit tax collection -- 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. ' ,

10/ i11ion revenue estimate consists o $24.5 illion
Iin net o [V-port fees (which reflects a reduction imports)
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 S. 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.
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As the foregoing analysis suggests, we must be careful not to
assume that the revenue raised by oil import fees of the types
proposed 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
naturaT sources ha ng been important in maintaining a viable
domestic energy industry, which is an integral element of our
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. 1i/ The domestic oil industry, which includes
oil-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 energy 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
eac-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 oil7 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. In 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
oil in the near term.

l1/ In 1981, the average 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
oil-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 sources 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. In
particular, domestic manufacturers of products such as plastic,
glass, cement, paper, limestone, steel, textiles, aluminum,
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 from 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. Indeed, 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 oil 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 a limited number of cases, and that the international
competitiveness of many industries would, nevertheless, be
negatively affected by an oil import fee. In 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, wouTd
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 -efined 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 Ene~gy Information Administration
T'ndicate 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
oil-exporting nations may be hurt by imposition of an oil import
fee.

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
on 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 burden 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 foc natural gas and coal, the energy
industry would realize an even greater share of the benefit in
proportion to Federal revenue.

Distributional impact. 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 relatively large 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 oil industry a port on
of the increase in the price of domestic oil 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, taking a relatively greater share of
income from the poor and middle class. The higher energy costs
resulting from energy 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. In
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 S. 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 oil 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. In
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 heating 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 underestimate 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. In 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. In 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 decrease 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. In 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
T'or 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 violae- 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 country imposes new import
barriers, even if those restrictions are permissible under the
GATT exceptions. If 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 GATr 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. In 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/ If the money supply were held steady, however, there
would lii-ely 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
Timpact 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.

Family income i
($ thousands)

0-10
10-15
15-20
20-30
30-50
50-100
100 or more

Increase in Oil Expenditures
(in dollars) 1/

-Eec- I Fuel I Gaso-I
trxlctyIOil6LPGJ I-- I Total

6.56
8.89
9.81

10.53
14.30
19.06
27.11

27.72
28.13
23 .36
25.61
32 .35
39.53
59.23

89.33
129.62
154.19
186.58
241.95
309.45
319.51

123.62
165.64
187 .37
222.72
288.60
368.04
400.85

Increase in Expenditures as
I Percent of Family Income 2/
No Eemptions I As proposed

2.47
1.33
1 .07

.89

.72

.49

.20

1.92
1 .11

.94
.79
.64
.44
.18

U.S. Average 12.23 35.10 196.49 287.77

Family I Percentage Change llncrease in Expendituresl Total % Change In
Income I in Tax Under I as % of Current Tax I Tax Burden
($ thou.)IPresident's Proposall No Exempt. As proposed_No Exempt. As Pro osed

0-10
10-15
15-20
20-30
30-50
50-100
100 or more

-35.5
-22 .8
-13.5
-8.7
-6.6
-4.2
-5. 3

177.6
41.7
23.3
14.4
9.3
5.2
1.5

137.0
34.6
20.4
12.5

8.2
4.7
1.4

141.1
18.9
9.8
5.4
2.7
1.0

-3.8

101.5
11.8
6.9
3.8
1.6

.5
-3.9

Office of the Secretary of the Treasury
Office of Tax Analysis

February 26, 1986

1/ Assumes that foreign and domestic producers absorb $1 per barrel 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.

Family Income
($ thousands)

0_-j0
10-15
115-20
20-30
30-50
50-100
100 or more

Increase in Oil Expenditures
(in dollars) I

Elec- 1 Fuel i as- -I
I tr' tylOil&LPG i-ne I Total

9.84 41.59 134.00 185.43
13.34 42.19 194.44 249.96
14.72 35.04 231.29 281.05
15.80 38.41 279.87 334.09
21.44 48.52 362.93 432.90
28.58 59.29 464.18 552.06
40.67 81.34 479.26 601.26

I Increase in Expenditures as
Percent of Family Income 2,'

NoExemptions I As proposed

3.71
2.00
1.61
1.34
1.08

.74

.30

2.88
1.66
1.41
1.18

.96

.66

.26

U.S. Average 18.35 52.64 294.29 365.27

Family I Percentage Change Import Fee Burden as Total % Change In
Income in Tax Under % of Current Tax Tax Burden
($ thou.i)President's Proposal) No Exempt. (As proposed l oExem . As PrOse

0-10 -35.5 264.9 205.5 229.4 170.0
10-15 -22.8 62.5 51,9 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
Office of Tax Analysis

February 26, 1986

1/ Assumes that foreign and domestic producers absorb $I per barrel of the
fee. Dces 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 3

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

Region Natural Gas Electricity ru

Northeast 400.00 577.78
Midwest 431.92 525.82
South 224.20 697.51
West 260.61 430.30

Average U.S. 323.78 578.26

Source: Energy Information Administration

Office of the Secretary of the Treasury
Office of Tax Analysis

el Oil, LPG

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

2,185.19

February 26, 1986
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Senator WALLOP. 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 pe.r-
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
going to soar when you see the price of gasoline go down further.
The 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
out for years, yet you took the $900,000 out of the budget needed to
produce it.

Another example is the manufacturer's average fuel economy
standard for passenger cars. It was 27V 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 27Y 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
pursuing? It seems that we are playing right into the hands of
OPEC.

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 eich 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.

Secretary BOGOS. Which I would try to reply to individually.
The CAFE standards are not our Department. They are Trans-

portation. But, certainly, I would say two things. First, there have
been 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 by 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 consump-
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 2V2 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 had 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-

ceptable and savored them. So we appreciate your coming here.
Just 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 throwing 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 I 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 position 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 introduced by an 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

anybody is not familiar with my position.
But 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 up
by a new tax?

Mr. MENTZ. 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 art 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 CHME. Well, I think that is a mistake to even suggest
that. And, finally, I would like to stress to everybody here the re-
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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 suggest 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 I 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 prices at or below the cost of production 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 BOGOGS. 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 cost. No one has
a lifting cost that low.

Secretary BOGGS. I would disagree with that, Senator.
Senator BOREN. Tell me then who, where, how much, what per-

centage
Secretary BOGGS. 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
day. I believe it would be a good bit higher than that.

Senator BOR-EN. 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 BoGGs. 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 would 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 BoGGs. It is a very important commodity.
Senator BOREN. 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 BOGGS. 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 kpt 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 BOGGS. 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 BoGs. And how much are we willing to pay for it.
Senator BOREN. 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
competent to do so. That is for the gentleman on my right. [Laugh-
ter.]

Senator WALLOP. 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 WALLOP. 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 MITCHELL. 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 you 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 our 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. MENTZ. 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 also said and you
have acknowledged many times; you, the President, and Secretary
Baker, that your highest priority is to reduce the maximum mar-
ginal tax rate from 50 to 35 percent, which you acknowledge bene-
fits onl the very top of the income levels in our society.

Mr. MNTZ. 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 targeting 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. MENTZ. 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 LONG. 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 progressive 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 LONG. 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 emergency.
Energy and oil and gas, in particular, qualified in that context. As
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a matter of fact, more so than steel. More so than any other com-
modity.

Are you familiar with that, Mr. Boggs?
Secretary BOGGS. Are you referring to the Defense Production

Act, Senator?
Senator LONG. No; I am talking about the defense amendment

that was in the law back in the fifties.
Secretary BOGGS. I am not aware of it by that name, Senator.
Senator LONG. Where were you at that time, by the way?
Secretary BOGGS. 1950, 1 was starting first grade. [Laughter.]
Senator LONG. Well, that is one reason I have a better memory

than you. [Laughter.]
Secretary BoGGs. 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
energy industry. 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
1973, the way I heard it from people in our industry, they were just
producing out of inventory. They were drilling practically no ex-
ploratory wells, and not even many development wells where they
had found oil.

Do you have any recollection of that?
Secretary BoGGs. I have seen the statistics on it, Senator.
Senator LONG. But no direct recollection of it?
Secretary BoGs. 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 BoGGs. 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
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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 BoGGs. In general, not in detail. But in general.
Senator LONG. Did somebody tell you about some of it?
Secretary BOGGS. I was involved in nonenergy pursuits at the

time, but I know in general.
Senator LONG. What were you doing at that time?
Secretary BOGGS. 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 BOGGS. I was working for the Senate Energy Commit-

tee, sir.
Senator LONG. Senate Energy Committee?
Secretary BoGGs. Yes, sir.
Senator LONG. 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 BoGGs. 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, I
belie',e, at that time, fought against what came out of that commit-
tee. We felt it was counterproductive; it would do more harm than
good.

Secretary BOGGS. You are exactly right, Senator.
Senator LONG. 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 BOGoGS. 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
yOu 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 BOGGS. 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 WALLOP. 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 Alan Greenspan before his plane departs and we only receive
an echo.

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

Senator WALLOP. 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 I 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 WALLOP. 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.
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But it is also incorrect, I think, to presume that there would be
very substantial cutbacks.

The 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 doing
things. However, markets in the 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 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 barrel
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 barrels 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 required to
induce private consumers to hold ever increasing levels of in-
ventories. It is only when the inventory change goes to zero that
prices stabilize. It is, therefore, not inconceivable for a
secondary break in the market to bring wellhead prices into the $10
*Dr. Alan Greenspan is President of Townsend-Greenspan& Co., Inc.
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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. If 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 hhve
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 owing
to the presumption that raising oil taxes as oil prices slump will
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 refinery 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

Townsend-Greenspan2/27/86 SP/86/7
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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 oil 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 oil consumption higher in the United
States. Obviously, lower prices will also significantly curtail the
incentives for oil 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 poten ially quite significant and again expose
the American people to increasing dependency on OPEC oil 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 cheap
oil. Nonetheless, the incentives to fully insulate new homes will
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 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 doing things.

However, markets in the 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 oil in the future rendered less severe, it would
clearly be desirable to seek such a goal. It's not clear, however,

Townsend-Greenspan2/27/86 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 there 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-;ire the unimaginable task of refunding
the oil tax equivalent .i all American exports and, more im-
portantly, imposing separate taxes on all foreign goods entering
the Unitfd States according to their estimated energy content.

In summary, an oil tax will be neither politically easy nor
economically neutral.

Townsend-Greenspan2/27/86 SP/86/7
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Senator WALLOP. 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-let 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
time. 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
any tax which artificially holds the price up.

If 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 WALLOP. 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 could 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 the 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, I 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 BRADLEY. 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 doing now.

The problem, unfortunately, is there is no way for an average ex-
change rate to offset the differential impacts, by industry, because
energy intensive use is quite dramatically different by industry.

Senator 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?

Dr. 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 1 Y2 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 dropping so rapidly. You
have to remernber 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
billion 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 WALLOP. 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-
payments deficits by virtue of subsidized imports. It does not look
like a very good time.

Senator BRADLEY. No. He did not say that, Mr. Chairman.
Senator WALLOP. 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 members 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 o this proposal 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 WALLOP. There will be time to restate and restate and
state it again on this thing, but I did promise Dr. Greenspan that
he could escape. And I really feel that I must get him to the air-
plane.

Dr. GREENSPAN. I appreciate your courtesy, Mr. Chairman.
Thank you, gentlemen.
Senator WALLOP. 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-
pendence on insecure sources of foreign oil, and that if we imported
less 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 BoGs. Yes, sir. I would say you probably 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 aspects. 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 deliberately 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,
I 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 proposal 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 you 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
different, 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 BRADLEY. 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.
Senator BRADLEY. And so I think that you have complicated our

life, sir.
Senator WALLOP. 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
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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. MENTZ. 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 fLx all of that so
that the distributional problem is corrected.

Senator MITCHELL. 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 WALLOP. 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 BoGcs. Certainly, Senator.
Senator WALLOP. Thank you both very much. I appreciate it.
Mr. MENTZ. Thanks, Mr. Chairman.
Senator WALLOP. 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
Senator WALLOP. With gratitude for your patience, I welcome

you all.
Dr. Hall, would you please begin?
Dr. HALL. 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 better 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 reversed 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 prices 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 I 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. Our 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 WALLOP. Thank you, Dr. Hall.
[The prepared written statement of Dr. Hall follows:]
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Summary

An oil import fee is bad for the economy in general. It is bad for

consumers. It is bad for workers. It is bad for farmers. Its only

favorable impact is on domestic oil, coal, and gas producers. That

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.

Considerations 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 import 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 energy loans. The fee would

worsen the problem of loans to Mexico and other foreign oil producers.
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Macroeconomic impact of lover 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 oil 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 prices 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 reasonable

valuation of the dollar. U.S. agricultural products and manufactures

now find more favorable markets overseas. The cruel experience of

1982-85, when U.S. products mere 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 services. All of these immediate stimuli

are having second and third-round effects as the income generated in

the sectors is being spent in other sectors.

Offset against these benefits is the loss of income and employment

in oil and in other primary energy production industries. 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.* 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 old 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 imediate net cost of an oil import tee 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

their 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.

Hicroeconomio costs

In addition to the macroeconomic costs just discussed, an import

fee 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

lover 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.S. would burn up its own oil during a

period when OPEC was weak and the world oil price low, an4 then turn

around and import large amounts of oil just when OPEC gets back on its

feet and the world price is high.

Oil 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 stragetic policy should take advantage of

bargains in the world oil market when they occur. At the same time,

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.

Impact of a U.B. 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 U.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 value 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 fee.

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 from Britain, Norway, Mexico, Venezuela,

and other friendly nations. Mexico, in particular, is suffering badly

from the decline 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.

flinanoial stability

Another element of the case made by some proponents of the oil

import 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 defective for

two reasons. First, whatever gain is achieved in limiting banks'

exposure in domestic 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, even 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, despositore 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 principal mechanism

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 is no good economic case for bailing out shareholders hurt by

declining oil prices, either in banking or in the energy 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 be 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 lover real

revenue of federal, state, and local governments.

2. Macroeconomic 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 world trade of a breakdown in free trade

exacerbated by U.S. 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 producers 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.
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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 WALLOP. Dr. Schuler.
Dr. SCHULER. 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 V2 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 day 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

"e of oil down. And were the Saudis to put up with this kind of a
F;u ation, 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 oil 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, atnd 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 the opportunity to testify before this

Committee in opposition to an oil import fee. Although I now

hold the Dewey F. Bartlett Chair in Energy Security at Georgetown

University'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 oil 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 oil importer to enrich itself at their expense.

In my judgment, tVheir reaction will be like that of the Shah who

was especially vociferous in insisting that "If any government is

going to impose taxes on Iran's depleting asset, it is going to

be minel'

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

believe that such careful consideration will reveal that OPEC

currently suffers from a lack of self-interested discipline

I
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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. QP continues overwhelmingly t" doinate that

portion 9 the world's oil production which i± available fr

export. During the first half of 1985 (the latest statistics

available 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 million barrels per
&

day (b/d) of oil 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 imports provide g 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 imports.

2. If OPEC members and collaboratora were to reduce

r exports. m s w d inexorably tLighten. 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

2
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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 mandator, 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. TIMhos bllity of renewed OPE ressure o ail

exP.oLtJ iA faL L f=,l acAmAci fr there IA L strong = and growing

= segmen of thl organization's membership which pxoposaesa t

reduce production ill order t restore earlier p 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

3
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of Petroleum Intelligence Weekly, was prepared in fact by a

Western-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, argued Iran, the

slow working of price elasticities cuts 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-line 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 suffer 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 oil reserves to benefit from long term market growth.

4
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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 long as

Saudi Arabia is willing to use its 4 million b/d of unutilized

capacity to subvert any move by other exporters to tighten

markets. Without denying ths 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

5
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thereafter that they would accept no nominal price increase 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 exporters, 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 oil, 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 Oil

Minister Yamani during the 1970s 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.

5. The current auAdi Dil policy a PncoUralgig An

pric b= without fulfillina the Kinm's Qwn rvmanu

6
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reguirements I iexacerbAting pAlikinA1. threats &t hnm An.d in the

regoxn. 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 threatened 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 oil 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

fertile 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.

o North Yemen, a buffer against the Soviet presence

in South Yemen, is threatened by unemployed workers sent

home by Saudi Arabia 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.

o Despite extreme efforts to avoid a war of

attrition# Iraq seems incapable of forcing Iran to the

bargaining table so Saudi Arabia is faced with continuing

7
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demands on its revenues to finance the Iraqi war effort.

o The Saudi need to carve up a &nrinking 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

reconsider 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 Saund political and ecn.omi climate,

Strongly believe that US. ImSositinn 2f an iMpg.ri g would

Rrompt th Sauadin ta Lolinquish 1.ashiR DI QPE t& Iran, A

d Lay pnen± which wouJd bj enormous apolitical/strategic

repercussions Ax wel L economic/commerclal consequences. It

seems to me inconceivable that the Saudis would continue

accepting the already heavy political cost of declaring a price

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

8
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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 oil 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 relinquish 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.

9
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Iran Tells Opec: "Raise Prices, Lower Outpul"
Fithiwing are erterpts from a paper. "l'irws of the Iranian Delegatiot on Opec
L mg-Term Strategy - presented ts the Nov. 15-16 ministerial LonR.Term Strategy
Comnittee in London. as obtained by P114' frinm a participant (p 2). The Executive
Summary is almost verbatim. while the Critique section contains edited highlights.

EXECUTIVE SUMMARY
The need for an an-depth study and analysis of the many
aspects of the complex issues involved in the formulation of
a logical long-term pricing and production strategy for
Opec was stressd repeatedly at the two-day meeting of the
!ong-term strategy ILTS) experts committee held in
London in September of this year.

Almost all delegates there questioned the validity of
the main theme of the Secretariat's report which appeared
to take "reactivation or increase of demand for Opec oil"
as the main objective of the Opec's long-term strategy.
Most delegates were of the opinion that the above theme
does not constitute a proper objective for Opec LTS since
increasing demand for Opec oil 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-
quared.

At the experts' meeting in September. Iran reminded the
committee 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 had
already been adopted by heads of states These stressed
the goals of conservation of Opec petroleum resources and
optimum use of their deptetable 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 Iran in the past few years for
determining an optimum Opec strategy. Its two long-term
goals were: a) maximization of Opec countries' oil revenue
stream over a long period, and b) rapid capital formation
in other sectors of Opec countries' economies so as to
generate new sources of income after depletion of oil
reserves

Iran's delegate stressed in September that the two dis-
tinct strategy options obtained from these Iranian studies
(which were submitted in reports to the LTS committee
of Feb.1980 in London and the Taif conference of May
1980 as well as to the Opec Energy & Development Seminar
of 1980 in Vienna) from the main basis of Iran's thesis
on Opec pricing and production strategy. They yield re-
suits which question the advisability for Opec of following
any of the strategy options proposed in the Secretariat's
report:

a) Firsi option If maximaation of the present worth of
Opec's revenue stream over a long period (e.g, 30 or 50
years) is taken as the main objective, then it can be shown
that the optimum strategy for Opec would be to increase -
the price ot Opec oil at an annual rate equal to the real
rate of interest which may come to 3%-8% per annum
in present day tcrns)

b Second Option It rapid capital formation in non-oil

sectors of Opec countries' economies is 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
economies of both consuming and producing countries.
due to positive recycling effects of increased trade between
Opec and oil importing countries.

The optimum price range, beyond which any further
price increase would be harmful to both consumer and
producer countries, can be determined if genuine coopera-
tion between economic experts of Opec member countries
(to 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 Party
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
cc-untries at the level of their top economic and technical
experts on long-term pricing and production strategy for
Opec, with a view to resolving the complex issues involved
in the determination of an optimum Opec strategy. In
order to establish a scientifi: and logical basis for reaching
agreement on some of the controversial issues involved,
we propose that a semi-permanent working party of top
economic and technical experts of all member countries be
assigned initially for a period of 3-4 months to 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 submitted
through the LTS ministerial committee to the Conference.
This will result, hopefully, in preparation of a long-term
guideline or formula to be given to the Economic Com-
mission Board for their deliberations in making short-term
pricing and production recommendations 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 con-
centrates on "ways and means to increase demand for Opec
oil'" as the main theme of the report and suggests four
different strategy options for Opec pricing policies in the
future to be considered by the LTS experts committee.

Three of the four options or scenarios suggested 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
period, until the world demand for Opec oil teaches a
predetermined desirable level. This is not at all surprising
since the Secretariat's analysis is based on the premise that
the main objective ol Opec strategy should be to "increase
world demand for Opec oil," a goal which cannot be
achieved except by continuous price decline, either in
nominal or real terms.
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strutegir objective, es
All delegations except Saudi Arabia questioned the

xaliiity of this objective for Opec strategy. They argued
that the mfe increase in Opec's market share does not
necessarily bring About maximization of Opec revenues,
whichh constitutes a more plausible and useful objective.
Apparently, the Secretanat's choice of "'increasing the
demand for Opec oil for the theme of Opec strategy is
due to the fear that any decline in demand for Opec oil.
or a gradual decrease in Opec's market share (such as has
been witnessed in recent years would result in a gradual
decline in Opec export revenues.

We believe that nothing is wrong with a gradual decline
an the demand for Opec oil if it is accompanied by an
equll or faster rate of price rise so that export revenues do
not decline.

A glance at the evolution of the price and demand levels
Ior Opec oil in the last six years proves this point, since
the value of Opec's present reduced production of about
17-million bid at $29 a barrel is certainly much more
compared with the value of its production of some 30-mail-
lion 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 5390-million a day to about
$500-million a day despite a definite decrease in demand
toe Opec oil

Price Freeze No Remedy
The following simple facts demonstrate that freezing or

reducing Opec oil prices in the next few years. a a remedy
for present Opec problems, would not represent sound
policy and would be detrimental to long-term interests
of Opec countries:

I. The Opec Secretariat observes several times is its
report that the $5 a barrel 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
Secretariat, despite its own assessment that governments
and oil companies have prevented the price cut being
transmitted to the final consumer, still advocates or even
considers further reduction of Opec oil prices, be it in
nominal or real terms.

One obvious lesson from events of the past eight months
would be to jvverse events by immediately restoring the
Opec marker crude price to the former $34 a barrel. This
would end the senseless transfer from the poor nations of
Opec of some 525-billion a year of badly needed develop-
ment funds.

What is obvious is that an) Opec price cut which does
not boost demand would only cause excess desire in each
of the producing countries to increase their individual
production and maintain export revenue at levels planned
before the price cut.

The higher propensity to export caused by price reduc-
tion can only lead to creation 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 leads to a chain reaction ,ending in a
serious market glut.

Price Elasticity
2. It is a universally accepted tact that the long-term

price elasticity of demand for oil is less than unity. This
means that even if a price reduction were freely transmitted
to the final consumer, the percentage rise in demand would
be smaller than the price reduction. If we take price
elasticity as 40% (estimated independently by the World
Bank and accepted by the Opec Secretariat), the 17%
decrease an the Opec oil price adopted by the March
1983 Conference could cause an increase in demand for
Opec oil. in the lonig term. of about 7%. This would
reduce export revenues about 10%. thus applying pressure
on each Opec oil producer to increase accepted production
quotas by 10% to keep previously established levels of
export revenue intact. This would further weaken the
market for Opec oil.

3. Accepting that at a certain price level for oil, price
elasticity may exceed unity, the economics of depletable
resources shows that 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 to both consumers and in ehe long term to pro-
ducers, were themselves the result of earlier decisions to
freeze prices in 1977-78 which Iran warned would have
unhappy consequences. Those in Opec who insisted on
imposing the price freeze of 1977-78 (and subsequently
repented its unhappy consequences) should in retrospect
have learnt the lesson that if they had not yielded to the
insistence of the industrialized countries of the West.
but had acted more responsibly by accepting a reasonable
rate of gradual price increase, they would have witnessed
a much healthier evolution of Opec oil prices. This would
probably have avoided the price jump of 1979-g0 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 534 a barrel.

Substitution
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 is spurred
more by desire for national energy resources and for
reduced Opec dependence than by economic incentives.
Thus a small change in prices won't necessarily alter greatly
investment policies in industrialized countries or LDCa.

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 competition from different and new
sources of energy. But the size of remaining reserves may.
in fact, be a more important deterrent to those considering
investments in substitutes for Opec oil.

Thus we see that there are two sides to every coin.
Contrary to the conclusions and unwarranted concern
expressed in the Opec Secretarna3s 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 tn-depth
study of the Opec long-term strategy issues.

Page 6
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STATEMENT OF DR. S. FRED SINGER, VISITING EMINENT
SCHOLAR, GEORGE MASON UNIVERSITY, FAIRFAX, VA

Senator WALLOP. 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 should 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-
r' ow 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.
Oil 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 WALLOP. Thank you, Dr. Singer.
[The prepared written statement of Dr. Singer follows:]
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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. 7he recxwmnded
policy tool is double-barreled:
(1) An oil import fee to promote conservation and not to raise 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 VIP adds to the world price (WP) to achieve a target price (TP).
The target price is the "correct" econonic 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 "countervailing tariff* authorized by
existing anti-dmping legislation.

is strictly temporary and disappears when the WP recovers to the TP.

is not directed against OPBC, Mexioo, 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
oonservation 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 12% of domestic production.

In 1984 nearly 15,000 oil wells were abandoned, double the number of

1980. If prices fall below $20, the number of stripper walls 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 uneconomic, 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 a temporary drop in oil prices, lasting a few weeks or months can

damage not only oil conservation, but also gas and coal. It will also

give wrong signals 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 problem I judge to be manageable.

But there should be no excpVtions 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 Irmports?" in Free Market

Ener (S. F. Singer, ed.) Universe Boks (New York, 1984). See Appendix

2.
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A 14Yl FUEUSER~ FEE (MFIJ)

A MF.W (a.k.a.gasoline tax)

is a user fee to pay for the nearly $50 billion . 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 .ollected by the States, then States can cut other taxes, including

sales and income taxes

if collected 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 30%, OPEC sales

by 10%, and therefore world price

reduces accidents and congestion, 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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Summary

A VIF/MFUF policy is economically 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
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APPENDIX 2: THE OPTIMAL biL PRICE FOR
THE OPEC CORE"

A Inown isnft of the world petroleum market (23) considers the OPEC
lrou a sa pri -leadingi monopolist faing a normal demand function and
competitive supply from alternative sources. Within this setimg. the
monopoe's r lem is to fit a sat of prices that maximizes the sum o(his
discounted srwn of profits ovve t resemble futur

The OPECsoomonopoia model does not re t certain important
kfle roftheo ll gop. For eunple it iornescontcts of int which
obiosly exist ung the memberam ones. Attempts have also been
made to epiesat OPEC by oligoolls:i madels (24.24a 25 . Ho ve.
equilIbrum solution do ot asism ly exist, and when they do they a
not easily computed. Moreover. observations of the OPEC dcion-
making proues indicate the dominant poison o( SaMdi Arabia within the

op.n the moa -appropriate setting is stil a montolitic modeL
but with a "cor" of Saudi Armbia sad som of its followers, such as the
Unite Arab Emirates, a thepice lesder.occasionllyoned by Kuwait or
Libya Other OPEC mnbers am then cnsdered part othe competitive
supply, aong w~thno-OPESCroducers. This simple qia-monopolistie
'cone" model is preferablato the ollopoA sk framework

The mn mode has. neierth ess cerain defireii The
assumption ofa rational producerwho maximbnh. flow ofprofits over a

m or VWOU2 OI. 501

lMS period or time implies prior knowledge ofr ftue demand.
alternative supply. and his own at func Such knowlge is almost
onexistent nl actual tno sor at t rshy pruciTherorrfor

Practical pm from the viewpoi of the monopolist an optimal
pricing stratigy is to be preferred to the computton of the optimal price
(e.g. 26 Thus. we are not suggesting ita fteOPEC hard core has actually
computed anoptiml setoffutumrprimandamdecdedo actaiccordingly.
Rather, we argue that the pieent model allows s to asilyne the various
ffcts ofexognou variables on the optimal price. Foreampl we would

be able to indicate how theworld pri ofol is af fected bychemgs in world
demand. non-OPEC upply. and perceived dicomt rate.Simlairly.wecan
analyze possible defects of large oil discov of the occurrem e of a
backstap technolo, of an alternative enerSy ouwe, or a tariff on oil
imporlsor poablelong-lennr mbargo ofoil sports and orthe snerthe
OPEC core (iLe. those countries that actually determine the world prie by
their own production decisions)

In the quasi-monopolist model elaborated hee, a 'cove of OPEC
countries. Saudi Arabia, and other Arabian produce , act as the residua
suppliers of oil; i .e. they supply the difference (D,-S,) between world
demand D, and the supply S, of the rest of the worlds oil producer. These
producer adhther membn o(OPECor nonmmbers, areassumed lobe
'price takers" whoell all they cm produce at thegoing price P,. The core is
made up of countries with large oil Mes and mall population and is
therefore mor concerned with a long-term market for their oil rather than
with sating shortterm revene needs

Theco. acting asa quai-monopolistshould try to maximize its te m
of net revenues over the foreseeabe future, discounted to the pre int
(Equation I).

Max,.(,.-SJ(P,-CXl4.,)", I.

C - C .oe' is the unit productlM cot of the cor am d to grow
exponentially with time as low.on oil supplies are depleted. Thi is
roughly equivalent to modeling C as a function ofthe re.airg reseres-
and about as imprecie. The letter p is the discount rate as m by the come
and assumed constant over tim.

The time horizon T. iit rersene thee not exhaustion time, depend
on the production schedule. in a mote coirac setting 7 should aho be
considered control variable(54 For ourcomputations wehtameho-e er
chosen a value of Targenough uich that high extractioncosts beyond it.
anda reasonable positive discount rale, ensme that the I distant fu!ue
win have little impact on the optimal prim for the rlevant tine span.
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The actual demand for oil. D.. and the competitive supply oa oil. S., are
assumed to adjust slowly to some long-run values D, and ., (Equations 2.
3), Le.

(D-D,. , -A(D.- ). 2.
(S,- S. _ ,) - AS: -. , _ , .

The reciprocals, AI and #- '. of the adjustment parameters A and p are the
adjustment times (measured in years).

Such dynamic demand formulations ae widely used, especially when
related to the utilization of durable appliances or to some habit-forming
trend. such as consumption of energy (55). With such a formulation the
quantity demanded adjusts gradually to a sudden change in prices. The
ompt supply is formulated s an adjustment process as well. Oil

prod nemmitates quits a long lead time, and the effects of a sudden
change in ice will be distributed over a long time period.

The long-run demand and supply function themselves are assumed
linear with prim and shifing over time (Equations 4. 5. i.e.

D?-(a.-bP,(l+6Y b9:>0,.6>0. 4.
'. -(a,+bP,)(t-irY; b0 >0. v>0. 5.

Linea formulatiom af not only iple to deal with, but their elasticities
alsoinc with prioe.Thischaracteristic is an adequate description ofthe
demand and supply for oil. The shift parameter 3 represents the effects o agwginonse on demand. Thecompetitive supply curve is shifting to the
left and higher over time because of resour exhaustion and increasing
production costs. ordins to parameter v. The demand and supply
function (Equstiona. 7) are then evaluated as:

D AM%- b3P(l + F+ (I- A)D..

S. As Ia + b, P)( -at7+(I - p)S..-

6.

Long-sune atidt isf demand and supply (Equations 8 9) are derived as:

a - bsbeP -b*V". a.

q - biPIa +b,P)" . 9.

Short-run dasticities al Ad w M, respectively.
The solution to the optimal control theory problem (Equation ) can be

represented. if - A. in a recurv form (Equation 10):
PIE, - (l +#)(l -t)[(ll-AE_,)(P,_,E,.,)+-AC,_,] 10.

P31(7 OF WontD on5. 501

where F, is the tong-run price elasticity of the net demand for oil (Fquation
I1),

F, - [a(iI + .-+ h,(l -YJ (D.-S.) -IP,. it-

Thus the optimal prce will be a distributed-l p functiro of Pas
production costs The coefficients of this function will depend on the
demand and the competiti e supply function, as well as the monopolist'
discount raic

Using ihe solution (Equation 101 one can compute recursively the path
of optimal prices given sowe starting prior Pt,. deduced from the initial
condition D. and S.I

For illustrative purpose only. we present the result of one simulation
run. We have chosn, for this run, parameter values similar to those used by
Pindyck (24. 2

4
a). who solved a similar problem using an elaborate

computer algorithm. The 1974 world production of oil was 21.17 bilhon
barrels. Of this, the hard core of OPEC (Saudi Araba. the United Arab
Emirates. and Qatar) oduced 3. 9 billion barrels in 1974. The production
cost in the cor countries is taken as 50 cnts per barrel in 1974 and assumed
to grow at an average rate of three percent per year, The price elasticity of
the world demand for oil s assumed at -015 at the base-price value. The
pric elasticity of the competitive supply is assumed to be 0.30 at the base.
price value. The total world demand for oil is assumed to grow at 1.50. per
year owing to income effects. The competitive supply is falling by about
2.5% per year as s result orexhaustion of their resources. The monopolist
discount rate is 0.05. Finally. the adjustment parameter is set at 0.125; thus,
a sudden change in price will complete its effect on the actual supply and
demand after about eight years. The functional form of the demand and
supply functions (Equations 12, 13) is given by

D, - 0.125(22 - 0.273 P,) 1.015' + 0875D, - 1.

S. - 0.125(16+0.445P,)O.97 +0,8755,-,.

I

13.

Results for the base case ar given in Figure 4f. T"he 1974 optimumm p
is $1Z very close to the official OPEC prioe. The optimum p declines
slowly reaching a minimum value (in 1974 dollars) about 30% less m 1982.
The decline time constant is determined by the value of A, aind the depth by
the demand and supply elasticities. The price rises gradually at a rate
determined by the assumed parameters. including the growth rate of the
production cost for the core.

The actual price departed greatly from the optimm, begin in 1979-
190. We therefore calculated the price path, beginning in 1980. that would

lob

I
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be opimaL ie. maximize discounted profits fo7 1e OPEC core a of
1990)1 We found that the price path depends very strongly on demand
elasticity, s. sup elasticity. t1. adjustment parameter. A. and the discount
rate, p. The demand s parameter (for income) A. the supply shift
parameter (for exhaustion) e. and cost parameter k influenced optimum
prics only much further out. Some results ire shown in Figure t0. The
major conusios are the following:

I. Undo r wide range of demand and supply elasticities, the OPEC core
(mainly Saudi Arabia) should increase its production quickly to achieve
a price of about Sit, Even though it may cause the core countries
external political problems (which are outside the scope of this model)
such a policy would maximize their stream ofprofits as of I9 M(or 199 20.
It is a suboptimal solution, since the core would have received a greater
strum o(proi ifit had followed theprice pattern shown in Figure 6. ie.
without the 1979 price increase

I 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 ftt little value is put on future income (as apinst
present) and corresponds to fear of osw of the oil income. perhaps due to
political factors

3. Variations in the dem nd-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.

Dervtion of the monopolist optimal price (Equation 10)
The monopolist is siumed to maximize his present value ofa stream of net
profits over T time pei (Equation 14):

V - Z V - Y (I P)iP,-Ci(D,-$a.
2-i 2.1

14.

Auining adjtment in demand and in competitive supply with the same
adjmtment parameteri.. # - A.onecanwritethenet demand at some time
Sin terse of a movies average of the long-run demand and supply

(Equtio 1):

D.-S.-(I-A)N(D.-s,)+A (-Ar-i, - . 15.

Asoming that the production costs C, are independent of the production
level D, - S, and that they are known in advance, then V, is a predetermined
function ofal ofthe pat and ofthecurrent, prices P,. Pp.- P, V, does not.

'iThm mkultami asywisad use by Mr- Dand swpp'5sse

ruiCi, o wORLw On. %05

however, depend on future prices . P,. Thu given that a set of
optimal prices P,... P,_, has been found. then the optimalpice P7 in the
last period, conditional on those earlier prke is uniquely determined bv
solvingg Equation 16.

Avr/APy - 0. 16

By backward induction, given the set P.. P,. ,.the optimal pric P, is
found by solving Equation I':

, 140-S, - ),

Thecrefore:

(I +p) W,-SD.,- + by+ bi(l -dy

N 1Xt+.,1"Q-2r)'-P,- C,)-0

Similarly for t - I

(I +XA- '(D_ - S,. ,a +,stP - I + ,(1- ' 41
X (I )" - ) °(p - , . .

17.

IN

It,

20

The summation in Equaion 19 cancels if we subtract Equation 20 from
Equation 19. We first multiply Equation 19 by

(I +PrI -)
bo(I + hY + b,(I - -Y'

Then we multiply Equation 20 by:
(1 +0)

boll +by - + bill _ -a-T 0.

Subtracting:

(I -A)D,--S,) (l+p)(D,.., -$,. )
ho4-+6f+b,l -ufh4sl+f-'4h,(l-r-7

21.

22.

+ (I + P ,P , - ¢ , _ - C . ') - 0 . 23.

The solution (Equation 10) folows immediately if we define C. through
Equation 11.

Cl'
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If Oil Price Dives, Leap In With Fee
By S FIM Stc.c.

What might have seemed sheer speca
lal)n in these columns during the hbight of
the "oil crisis" in 190 may be coming to
pass The Stud: oil minister, Sheik Ahmed
Zaki Yamani. has now wali'd publicly of
a poissihih 'price war." which could drive
ml prices down toward pre 1974 levels.
How oti could that price become, how long
wsvld it reovain at the bottom, and how
and why would a price war happen' How
will it affect the tl S economy. the ongoing
con.rviton effort and ' S energy invest-
inents? What. if an)lhing. should the gov-
ernent doi during an oil producers' price
war?

Viw possibitty of a pV"c war derives
from the conttinuing oil glut. a feature of
the world oil market since about t981 The
glut. in turn. is caused by the efforts of
the Organization of Petroleum Exporting
Counrlnes to maintain the world oil price at
the unrealistically high level of 529 a bar-
rel OPEC hopes to do this by acting as a
cartel. I e . by mutually agreeing to limit
produclion to make oil scarce. But the
scheme is not lktls to work while excess
cairit) almost equals OPECs present
output If is in the interest of each cartel

)' member 'a cheat by selling addiltioal oit
, 'under lve Table" to Increa Its share of

the market and increase badly needed rev-
enues As suh selling proliferates and car-

.2 tel discipline breaks dwn. the price must
fall
Plan Isn't Working

So far. the brunt of the production cut-
back has been assumed by Saudi Arabia.
starting in ll6 it reduced production from
over 10 million barrels per day irbdi to
nearly three mbd, in a futile and mistaken
effort to defend the then price level of W3-
I1 can be demormtrated by calculation that
the optimum price level for Saudi Arabia.Ie.theoe that leads to the highest long
term profit stream. is about 120- well be
low the current price. As the holder of
the largest ol reserves. the Saudis shoul
nudge the prie down to this level to pro
tecn their future market

For Internal political reasons. the
Saudis avoid lowering the nominal pe
but instead let it erode by inflation. sofor
turiately for them. thLs plan Is not working.
since he dollar has become stronger and
inflation weaker They also have a severe
external polittal problem; their OPEC tel
lows. most of whom will soon be running
out of oil. woJuld mach rather keep up the
price a little lonfir by having Saudi Ara
hIa reduce production furt er And Snooe of
then, tie Iraq and tran. are militarily
strong and quite close by.

%ith these coflivting gIas within
OPEC the siualion could becor unstable.
Evpeclirg further price decreases. pro-
dcers would sell As much of their oil as
possible at the current hig r price, and
holders of stockpiles would dump thm on
the market BU these entra supplies would
bring down the price quickly and thus pro
duce a self fulfilling prophecy

The diving torce is th desire for
profits To give rough numbers Holdersof
tonve5M milln barrel itventnnes tfot ex

ample, many ofl compailesl would maybe
I5 billion It they could sell quickly and buy
back at 10 less per barrel. This collapse
acenano Is the mirror Image of the 1929
events whon expecataos of oil shorages.
fostered largely by prnouincements of the
Caner White House. led to panic buying
and boarding, ad to a rapidly rising
prire.

A price collapse either can be kicked off
ipontane usly. png well below M as
sellers flood the market-or, as the Saudis
have threatened to do. It caU be set off de-
liberately. The Saudis' purpe Is to scare

OPEC, especioly Saudi
Arabia, has enough unused
production capacity of low-
cost ol so driv the price
down to $10 to Sio barrel,
at least for several eks.

OPEC members and get them to stick to
agreed to production quotas or else be un-
dersold The threat also is design ed tokeep
non-OPEC producers (principally Britain.
Norway. Mexi io a~nd the U S.R.i from
lowering contract prices Yet another
price war trigger could be the sudden ap-
pearance of additional supplies-for exam-
pie. Iraqi oil that has been held off the
market by the Iraq-Iran conflict.

The price collapse may take the follow-
Ilg form OPEC. especially Saudi Arabia.
hs enough unused pmduction capacity of
low-cost nil to drive the price dowo to 10-
10 $12 a barrel, at least for several weeks
One arrives at thes numbers by estimal-
tng how much oil IS available at each pro-
ductin cost level, I e.. by estimating a
world supply curve. iThe supply curve n-
corporates a hoelling factor that accounts
for the opportunity to invest reveitues fnow
vs selling the Ol1 at a future higher prIce.i
The price is theta set by It Intersection
with a world demand curve In a truly com-
pellve market where al low-cost oil wells
produce to maumr capacity. Te durn
son of such a collapse should be short. per.
haps commensuate with a typical oil-ship-
ping time of two In four weeks. Once oil
producers found themselves caught up In a
price war. they would resolve to obsene
strictly their production quotas ad the
price would rise I near its present level
Of course. if lthe producers act quickly, the
price might not drop all the iiay o the the-
oretical Ite level

The effects of even a bre price col-
lapse could be far reaching It would tem
poeanly put out of business oil wells with a
marnal production cost greater than
about $10 a barrel. this Includes most L S.
Including Alaskan. ol and also mrh
OPEC oil Producers of compelitve fuels-
coat and gas. usually sold unher long term
contracl- would eapenence sme difficult
moments Consumern probably would not
beneit trom the lower world oil price. be-

'Cau conpetitmo might not have enough
-me to work its way through the system
But even a shor lived episode could bun

the continuing conservaliun effort and rer
lainly give the lrong og range slitnals
Consumers should he aware that the price
of ol will rise eventually, and certainly be
h er than the present price after the
year -as lowcoal oil gradually be
comes depleted, even in Arabia

Under these cIrcumstances it makes,
sense for the '.S fand other oil tmportirg
satcnsi to take appropriate countermea
oures The preferred action is a variable
Imporl fee VIF, to keep the price 01 U1i
ported oil at some fixed level during the
,rie-collapse episode Such a tee. applied
on a temporary basis, would also stabilize
domestic prices for all ues and keep the
situation unchanged for domestic pro
ducers and consuners- as if the price col
lapse had not occurred

Somer care has to be taken In applying a
VIF, so as rn to discourage competitmon
amoeg oil buyers to get the lowest price on
the world market. Such procedures are no
too difficult to work out For example, the
VIF could be set periodically as the dil
ference between a fixed target price iset
by Congress. at say. $251 and a world aver
aged spot market price Oil importers
would proft if they could purchase at less
than the average price,

It is quite appropriate to think of the
VIF as a counterailing tariff applied
against the dumping of a commodity-a
well accepted legal procedure The overall
effect of the VIF would be to transfer
profits from foreign oil producers and oil
brokers to the VS Treasury. without rals
Ing consumer prices I1 would also protect

the Investments of thousands of energy
producers isome 15.000 oil producers in the
U.S I and Treasury revenues derived from
the windfall tan which would tease it the
domestic price drops below about 1ib
fot Difficult Problem

It is appropriate for all Industrialied
nations (most oF whom are represented in
the Inlernational Energy Agencyi to take
coordinated actlio on Individual national
Import fees to avoid competilmo in en
ported gods based on energy price differ
entiabi Further, such action by the lEA
would ensure that the world consumptmon
of oil not increase., even it the price ciol
laips Of course. oil companies around
the world would take advantage of bargain
spot prices to replenish inientories, and
take a profit later when ol prices reci.vr
But their proit comes out of the pocket of
oil producers, not consumers

By far the most difficult problem will
be l0 convince consumers that the VIF is
not a aritff. 's srictly temporary. and will
lead to lower prices of world oil in the me
dium and ong run by constrainln oil de
mand through coserrvatior It is n difti
cult tosee that if the Treasury reFinds VIF
revenues via a tax reduction. the aerage
oil consumer qua taxpayer will also de
rive aort term benefits front an ml pro-

ducers' price war,

Mr Singer &k a sutai pcvfi-vvnr of
George Mmo f'niirsitV il Viruinin Hi-
a-tr boot is "Fcrr Mnrkrl Eopiiro. pu1,

lbed bsl tin ba 1n, rrmv Binds
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Scorecard for the OPEC Meeting

II
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Letters to the Editor

This Tax We Can Live With
Some comments on your editorial "'Rich

Man's Ta" 4Jan M) lambasting a pro,
posed higher gasoline la.

First. le 5 call It what 11 should e A
user fee, to pay for the nearly I15 billion of
annual highway costs thMi ar now sup
ported by general sate taxes and state
bonds (The other $0 bullion f costs oare
paid for by the nine cents federal snd the-
average-t4 cents state gasoline tan.I
Your editorial writers who drive to Man
haltan pay tolls toe highways. tunnels and
bridges, that's ot unfair, is It?

Next. let's asume that with 50 billion
of gas tax revenues, the states md local
urwidicioss can reduce other taxes. in
eluding the mtrly regressuve sales Lax. and
stop sethlig-lighway bonds. Or. that the
leds collect the increased jas ux at the
pump and pass It through to the states; at
the same tue the feds cut the budget del-
it by elminatig a whole range of sub

tidy programs sow targeted to the states:
public housing, mL transit, sewage treat-
meat plants, among others.

With an appropriate motor fuel user fee
IM501)7 installed, there would be Do
need- it there ever was one-for an oil im-
pot fee or a general energy CosMpt
tax Hold the aplase. please; thre's
more god news

A 50 cents per gallon M1UF will reduce
vehlcle-mlies-traveled by about 10l. Yes.
it will reduce accidents, as well as co ges-
ion. That's worth at leust S5 bIllon per

year to the nation I'm not counting the
reduced pollution. noise stres. etc J-ut
the economic losses of lives lost. working
days lost. sid tame spent in traffic jank

Further, without affecting domestic oil
production, the 101) will cut oil Lm
ports-by ahout 3-, as I figure i-de
crease dollar outflow by over ItO billion.
reduce the need loe OPEC oil by about
lfl. and thus put downward pressure on
the world oil price. Not bad. what?

Also. with oil conservation improved by
the MFUF. Congress can dismanue a
whole gaggle of coercive aid generally in
effecuve laws- Federal speed lumits, gas
gusser taxes. mandatory fsel-efhclency
standards. Do I bear "ad cheers'

And wherever did you gel the idea that
a gasoline tax Is regressive? You must
have been thinking of that vaie-added
ta. In a report published in 1979 1 con
eluded that a g-aolie surtax "is slightly
progreslve except at the extremes ot W
Icome dinbut Thus is a surprisin
result ... " - ed on the ork of A
Myrick Freeman aind Nancy S Dortran
who used Brooklngs da a Old data per-
haps, but Solid.

S. Fia Sin.w
VMUing Eminent Scholar
Ceorg Mason Ulvetaoty

Fairfax. Va

9
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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, 15V2, 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 22 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
prce 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 OP, 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 horror your quotas, we will permit 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. SCHULER. 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 BRADLEY. 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 BRADLEY. 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 go to the consumers. They would never see the bene-
fits anyway. In this case, under this proposal, it would go into the
Treasury.

Senator BRADLEY. 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
dumping. 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

view it this way, we need some substantiation that, yes, this is
dumping.

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 enact into law. I
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-
ception for the oil industry from the existing countervailing duty
laws.

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-
turedgoods 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 oil 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
different economic rationale.

But the purpose of dumping is the same. The purpose is always
to squeeze out competition. It is a kind of "hysteresis' effect, f you
know what I mean. Once you have squeezed out the U.S. oil indus-
try, 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,
you will actually have lost hydrocarbons that you will never get
back again.

Senator BRADLEY. Thanks, Mr. Singer.
Just a quick one to Mr. Hall.
It is good to see you again.
Dr. HAULL. 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?
Dr. HALL. Roughly speaking. There is some uncertainty in my

mind.
Senator BRADLEY. 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 you 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 analysis-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.

Rather, 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 period-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 WALLOP. 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 portfolio 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-
lion. And that value of that collateral has dropped in half in a 12-
month period, approximately.

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 your 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
problems in 1982, and smaller problems before and after that. And
I think we have had a lot of successful experience.
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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 'ust say that I don't think the answer is,
well, let us pump another 100 billion into the FDIC, because they
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 good over the last few months.

Senator BOREN. I am glad you think so.
Senator WAu.Oi. 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 I 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.
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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
wonderful warning that was put in plain print; I mean we were not
lied 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. SCHULER. 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 WALLOP. 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 WALLOP. Would you have us do anything?
Dr. SCHULER. Continue to make offshore leasing available, con-

tinue to--
Senator WALLOP. 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 WALLOP. I 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 WALLOP. 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. SCHULER. 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 wbll-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 2V2. 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 WALLOP. Muhammed Acasem literally stated that that is
what they were setting out to do.

Dr. SINGER. 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 WALLOP. Dr. Hall.
J
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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. HAL. It is very simple. High prices are bad for consumers
and low prices are good. When my department store runs a special
on shirts and sells shirts for half price, I buy a bunch, and I benefit
from 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 benefit 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 r eserve when prices are high; we
should fill it when the bargain is available.

And I concur with the proposition that probably oil prices are
going to rise from the point where they are today over the next
decade.

Let me make one further comment with respect 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
negligible.

What 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
have 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 WALLOP. You know, cash-flow and banks and other

things work that way, but geology does not work that way.
Dr. HAL.. OK. The worst thing you do is you sell it for-let me

remind you also that the posted price 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
producers is very narrowminded and stupid, and I don't think it is
ri9e 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 OPEC. 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 WALLOP. 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 WALLOP. Depending on--
Dr. HALL. It is a costly form of production.
Senator WALLOP. Depending. Depending.
Dr. HALL. Depending. But I would be very surprised from what I

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
reduction 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. SCHULER. 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. HALL. When you say the national economic security--



189

Senator WALLOP. 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. 1 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 I
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, I--
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 wc 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 I1, 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. STEUART. 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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Subcommittee on Energy and Agricultural Taxation
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INDEPENDENT GASOLINE MARKETERS COUNCIL
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RE: S1997 AND S1507
Legisglative Proposals to Tax Imported Oil

Statement submitted by:
Jack A. Blum
1133 Fifteenth Street, NW
Washington, D.C. 20005
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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 question 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. In 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 is 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

-1-
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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 loan 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 argued 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 wilibr 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.

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 tax '-pnefits that the tax reform bill would eliminate are
incen'. - to one sector of the economy or another. Tax revenue
is fory- .... 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-
gument 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 oil, 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 oil 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.

-3-
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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
whether 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 conittee 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
New 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 %-1eir 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 mar-
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 day 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 prepare( written statement of Mr. Steuart follows:]



200

STATEMENT
of

LEONARD P. STEUART, II
PRESIDENT

STEUART PETROLEUM COMPANY

before the
UNITED STATES SENATE
COMMITTEE ON FINANCE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

on
PROPOSALS TO TAX OIL IMPORTS

Appearing on Behalf of

EMPIRE STATE PETROLEUM ASSOCIATION
FUEL MERCHANTS ASSOCIATION OF NEW JERSEY

INDEPENDENT FUEL TERMINAL OPERATORS ASSOCIATION
NEW ENGLAND FUEL INSTITUTE

PENNSYLVANIA PETROLEUM ASSOCIATION

Washington, D.C.
February 27, 1986



201

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 Washington, 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

Northeast. 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 on

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 oil import fees also create incentives to

"drain America first", which will deplete the resources needed

for a future emergency. Import fees 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.
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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 Macroeconcmic Effects

Oil 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 Anerica, "The Energy, Economic
and Tac Effects of Oil Import Fees" (October 25, 1985),
Table ES-I at p. iv, included as Attachment 2 ("CFA
Study"). For the purposes of macroeconomic analysis, it
is irrelevant whether a $10 fee is irripsed 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 oil. The recent decline

in oil prices does not reduce the burden to the economy from

oil import fies, 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.

3/ See Attachment 2.

4/ This inflation impact is measured by the change in the
Consumer Price Index. See Attachment 2.

5/ 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 oil import fees 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

oil bills and at the pump. By increasing oil prices to last

year's levels, an oil import 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

Oil 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

that a $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 G5, New
York Times, February 19, 1986 at Al, included as Attach-
ment 3.



206

- 6-

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 reduction in oil prices would

reduce the unified budget deficit by a cumulative total of $129

billion over five years.9/

7/ Treasury Department interagency study of falling oil
prices, Chapter II, p. 2 (1983) See Attachment 4.

8/ CBO, "Economic and Budgetary Consequences 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 Oil 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 $10 per barrel

decline in the price of oil would yield an increase of as much

as I percentage point to economic growth.10/ 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 year 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 living

escalator. Oil import fees will eliminate these benefits. In

short, oil import fees will contribute little if anything to

deficit reduction, and may actually increase 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/ See 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.12/ 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 oil 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-
stantial 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 profit taxes would not
apply to increases in domestic crude oil prices from $15
to $20 per barrel; thus, federal revenues would increase

- less.



209

-9-

2. Windfall to Natural Gas Producers

The inefficiency of oil import fees is even more

evident in the natural gas sector, where wellhead prices will

rise and all of the increases in revenue will flow to

producers. Many analysts ignore the direct effect of oil

import fees on natural gas prices. However, the experience in

natural gas markets during the past five years demonstrates,

beyond question, that natural gas prices move in tandem with

oil. 14/

Thus, if oil import fees are enacted, increasing the

price of residual fuel oil to industrial 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
oil. 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 production
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 estimates

that the windfall from a $10 oil import-fee would be approxi-

mately $25 billion.lS/ Significantly, none of this revenue

would be taxed as windfall profit, because the Crude Oil

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 producers, 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 oil 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 1980, 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 oil 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.17/

3. Increases in Federal Outlays

Oil 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/ Oil 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-g.,
DOE/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 Oil 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 oil 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 accounted 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 protecti-onist 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

S. 1997 would establish $22 per barrel as the "survi-

val price" for domestic crude, and guarantee that price for

every barrel produced. There is 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 oil 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 quadrupled 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

Oil 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 Oil & Gas
Journal, "Index shows drilling, completion cost decline"
(Nov. 4, 1985), included as Attachment 8.

24/ In 1978, the average cost of crude oil 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.



216

- 16 -

B. Oil Import Fees Will Result in Uneconomic
Production of Oil

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 floor 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, it wo' ld

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 Mexico, 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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Oil 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 future.

C. There is No Basis for a Higher Import
Fee on Petroleum Products

1. Effect of Fees on Petroleum Products

If a determination is made that import fees on crude

oil are necessary, despite their gross inefficiency and adverse

effects, an equivalent fee'must be placed on all imported

products, so that there is no 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
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barrel on imported petroleum products, would create the same

macroeconomic burdens as a fee of $10 per barrel on imported

crude oil. 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 oil 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-

ii gas industry, which competes with petroleum products, not

-ude oil. 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 in 1985 was 6.7 percent for

distillate. This is 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 oil, refiners

will benefit Figniflcantly 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 economically

priced imports as a source of competitive supply. The avail-

ability of refined product imports 4duces 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 averages well over 3 million barrels per day. Almost

all of the home heating oil used on the East Coast is domes-

tically defined.

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 increase 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 industries

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 inequities, 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.S. seeks to control the minimum price

for crude oil and petroleum products through import fees.

Even if questions of equity and administration could

be resolved without complex regulation, which is unlikely, the

system would not work. Oil 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 oil

in the world was controlled, first by the Texas Railroad

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

fording 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 oil 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 Oil Sale's,
May u Uefiners in U.S., Europe1,l%,- 4 I

By Roi;.R LoAE:.NsTsrN
Sia) Reporaer of Taiu WALL STaLLT JOURNAL

Like most oil-exporting counties in
these times of oil glut, Venezuela has more
petroleum to sell than customers to sell it
to. To guarantee that at least part of the
market will be there in the future. V11en
eta has decided to buy some of fl3"u'

ers sue
miners. in the U.S. and Europe.

- -nus Pet rodeos de Venezuela. ie state
oil firm. is negotiating a joint venture with
Nynaes Petroleum, a Swedish retiner, 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 is
studying other companies In the U.S. and
Europe.

"There are quite a number of candi-
dates." Julius Trinkunas, a director of Pe-
troleos. said in a telephone interview from
Caracas.
Assuring a Market

'The main objective is to assure a mar-
ket for our crude. We have a shut-in pro-
duction capacity of 900.000 barrels a
day."

U.S. oilmen say there is something
ironic about Petroteos going offshore. It 
was just 10 years ago, they note. that Pe.
troteos was created when Venezuela na-
tionalized the 14 foreign oil concessionaires
operating in its territory.

Venezuela still hasn't fully paid the
compensation that it agreed to pay at the
time; payment has been held up by a
back-tax claim Initiated after the national-
ization. Aware of what can happen to for-
eign-owned oil firms, the Venezuelans say
they are being cautious about where they
invest.

"We want to invest in countries where
our Investment will be respected for the
long term," says Humberlo Penalosa, a
Petroleos official In New York.

Petroteos has hired consulting firms Ar-
thur V. Little and McKinsey & Co. to work
on an acquisition strategy. "There's a
growing trend of producers going down-
stream." says John Sawhill, a director
with McKinsey and a former deputy secre-
lary of the Department of Energy. Kuwait,
he notes, bought out the European market-
Ing operations of Gulf Corp.. now a unit of
Chevron Corp. "Producing countries are
very anxious to make sure they have out.
lets in a crude-long world," he says.
Returning to the Past

Venezuela had a guaranteed outlet for
Its crude before the nationalization. Its big-
gest concessionaires, Exxon Corp. Royal
Dutch/Shell Group and Gulf, pumped Ven-
ezuelan crude into their world-wide mar-
keting systems.

Petroleos's acquisition strategy would
reinlegrale production and marketing,
much as the Venezuelan industry was be-
fore nalionalization. That wouldn't be a
coniplete surprise, given that the state.
owned firm still Is almost entirely run by
former local executives of Exxon. Royal
Dutch and Gulf.

Petrueos nsade a trial investment over-
.eas two years ago, buying a 50% share in
a West Gennan 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."

Venezuela has so much oil that It has
curtailed exploration efforts. Its 23-billion-
barrel reserves would last about 50 years
at the current rate of production. Beyond
that. Venezuela harbors what is probably
the world'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 to the U.S.
But many of Its traditional American cli-
ents have disappeared in th. merger wave
of the 1970s and '8ft.
Possible Joint Venture

"IV ezuela has been selin to indepen
dent mar eters TUe U.S. East QW

rsays a teua resident of Steuart
el V.-._- co__W' o n-

cern that 0iusln i ti;-
JM regarding apjiotbe lointventure. "A
lot of Petroieg's clients have been aC'-
.1ured s ni jjlthhell ii
duction." - . .. .

-5ther aovantage of buyngrassets In
co a.UI U IjjjiL would enable
"V nezua to circumvent OPEC. B..l i
to its own refnnerzLs..nez5ujdem l
cretty discount its crude.

--IOnVT ei.ttWoi-filefineries and gaso-
line outlets are In oversupply, and neither
look like attractive Investments. "if I were .
the Venezuelans I'd have a tough time de-
ciding whether I wanted to Ie up capital
like that." says George Keller. chaIrman
of Chevron Corp. "You're talking about a
major investment and continuing cost com-
mitment."
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STATEMENT OF ROBERT L. BRADLEY, JR., RESEARCH SCHOLAR,
CITIZENS FOR A SOUND ECONOMY, HOUSTON, TX

Senator WALLOP. Mr. Bradley.
Mr. BRADLEY. 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 energy
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 quickly overcome by so many that it became a model of eco-
nomic ii iliciency 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:]
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Current proposals for an oil import fee threaten the iijomes

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 butr two independents in the major-company

dominated National Petroleum Refiners Association. At the

forefront is Ashland Oil, whose Chairman John Hall has

proclaimed: "While I am a strong believer in free trade, I feel

even stronger about fair trade."i

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 purchased. 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 oil is 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. In

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 1Aie 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 1983
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level of oil 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 is 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 the price declines being experienced are

undoing the price escalations of the 1973-1981 period fostered by

OPEC 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 painful decade of high

prices, and $15/barrel oil In 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. "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 Bentsen

(D-TX), David Boren (D-OK), Robert Dole (R-KS), Malcolm Wallop

(R-WY), and Gary Hart (D-CO). Unlike the refiners who have

gasoline tariffs of $2.50/barrel and higher in their sights,

Congressional interest is for comprehensive crude oil and oil

product tariff increases to generate revenue and to spread the

protection around.

Fortunately, industry protectionists and tariff-for-revenue

proponents have run into organized opposition, 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

Association, These independents, in either the product import,
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wholesale, or retail sectors, see higher tariffs as a direct

threat to their ability to compete against the major oil com-

panies. Cheap supply sources for downstream independents are a

foil to the cost economies of major-company integration, and

access to abundant foreign gasoline will not be surrendered

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 "any 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.a8 Finally, major companies such as

Exxon, Mobil and Shell and their 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 President 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

Domenicl (R-NH), 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 Congressmen and other legislators

sensitive to consumer prices, only 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

Oil Protection in Review

Oil protection is not new. In 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. In 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 oil 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 Oil 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 Oil Import Control concluded in 1970:

The fixed quota limitations . . . and the system of
implementation 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 is 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.11
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The infamous story of the MOIP has been told elsewhere,12

but its general failure is illustrative of what happens when

special interests substitute politics for sound trade policy.

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
Oil Type Favored Nation Communist Nation

Crude Oil (above 25o) $ .0525 $ .21

Crude Oil (below 25o) $ .1050 $ .21

Kerosene/Naphtha $ .1050 $ .21

Lubricating Oil $ .0008 $1.60

Gasoline/Jet Fuel $ .5250 $1.05

Natural Gas/N.G. Liquids Free Free

Taxation 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 the most important will

be that over true fiscal reform (spending cuts) or increased

taxes. Temporary and burdensome measures, like taxing imported

oil, only prolong the current fiscal crisis. Federal spending

between 1982 and 1985, a relatively non-inflationary period, grew

by 29 percent or $213 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 is 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. Indicative of their 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 is 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

alone, this state revenue source jumped 267 percent. So tax

revenue cannot be blamed for fiscal problems at either the

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 is a justification for

standby temporary tariffs in the event of an international oil

price war. A final argument scrutinized below is that tariffs,

by raising energy prices and reducing imports, would benefit the

nation through conservation and import independence.

1. National Security

The current version of the national security argument is as

followo.14 The IRC notes that over 100 refineries representing

15 percent of U.S. capacity have closed since 1981. While it is

admitted 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 is 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

1970s. An effective U.S. response cannot turn to the $15 billion

Strategic Petroleum Reserve (SPR), which contains unrefined oil,

or new refining capacity which requires years to construct; it

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

situated near military installations for which specialized

products are distilled. it is claimed that the present config-

uration is 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 it will

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. oil industry strained to meet military

and civilian needs. Although war theaters were adequately

supplied, oil shortages on the home front were experienced. In

the 1970s, 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 _eriods of major government petroleum

regulation. It was precisely from 1941 to 1945 and 1971 to 1980

that price controls, allocation controls, and general government

planning in petroleum were in place. The lesson to be learned is,

not that national self-sufficiency must be legislated, but that

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 19703,
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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 petroleum market

reverts radically to that of a bygone era, a highly unlikely

occurrence.

National-security protectionists must assume many embargoes

and many 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

config rations are required to offer a convincing case for

protectionism. This, however, is very difficult to provide

because of the complexity and secrecy of the world oid 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

so on? The shroud of simplicity behind national security

protectionism is really a veil of ignorance. Worst-case scen-

arios to make a case for protectionism are extremely speculative.
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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 is

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 members was dispensable. Non-members, 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. The "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-butter 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 oil conservation. Oil 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 Is 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 a direct substitute for residual fuel oil in many industrial

markets, there is ample 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, oil 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 refineries located near

military Installations promote national security is another

status quo argument tailored 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 fuel,

then obviously resources would be better allocated by trans-
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herring market share to more efficient plants elsewhere. The

military will continue to get what it pays for with efficiency

gains to the economy.

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: "unfair"

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 product import ban,

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 intellectual argument as

it is an open admission of entrepreneurial misjudgment. To win

profits in an open trade situation is to correctly anticipate the

domestic and 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 debate. 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

ultimately 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 is 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. Temporary 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

open-flow production.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

also 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 expect a price war to be temporary, their rush to purchase

"cheap" oil 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

financial 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 even 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. Conservation 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 invincibility 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 likelihood of supply

cutoffs. A tariff, then, is justified as bringing the two prices

together to eliminate the "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. gj-s 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

oil will be recycled to buy U.S. exports o r 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 Fctual 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 vho would cause

short-run injury in hopes of long-run good.
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The 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,

agriculture, 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 Oil

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

repeal 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 oil for its rightful time of

consumption. Protectionism a.'tificially stimulates domestic

industry and promotes over-cons option of domestic oil. Drain

60-592 0 - 86 - 9
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America last, not first, should be a rallying cry for trads

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 against cutoffs; enlarging this number would increase

our options.

Open trade also establishes goodwill in the world oil

market. It should not be forgotten that Venezuela, encountering

export reductions because of the Mandatory Oil 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 liability. 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 Oil 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

u-nrestricted 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

market 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 for 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.19
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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 to 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- Imlementation Problem

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 list 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. Oil 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

oil 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. Is 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 small refiner subsidies in the last decade. A

problem of inequity is also created because Southwest consumers,

who purchase much more gasoline th.in fuel oil, pay the full

tariff whi]e Northeastern consumers, who consume more fuel oil

than gasoline, escape the brunt of the tariff. Residual oil

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 lid 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. GOLDMUNTz. 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-
ty. 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 1-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-
rocket. And we are back exactly in the position that we were faced
in 1979.

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 Energy
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 you 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 organized 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 oil 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 substantially to about 50 percent

of total consumption by the early 1990s, a situation that led to the

oil 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 oil 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. investments 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.Smillion 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. oil 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 oil prices have dropped

approximately 35 percent since the date of that projection.

Furthermore, consumption is bound to increases ol1 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

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. Oil 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 dollar 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 OECD.

These trading partners have complained over the last decade that we

were the largest importers of oil and had the lo'iast gasoline prices

and that the U.S. was inhibiting a unified approach to OPEC.

There are some aspects of an oil 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 reduction in a

similarly regressive tax such as the social security tax? Should a

comparable tax be applied to domestically produced oil? If there
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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 oil 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
States because there is not price regulation or allocation regulation
on oil.

Senator WALLOP. 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. BRADLEY. 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 WALLOP. What irreversible--
Mr. BRADLEY. 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 WALLOP. Let me ask you 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. STEUART. 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 WALLOP. You have selected a market. I 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. I 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 lagging somewhat. i would fully
expect those prices to fall -further throughout the season.

Senator 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 heating oil exemption would
work at all, Senator. I believe that it would have the reverse effect,
by creating a demand for imported oil. 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.

Senator WALLOP. So, then, their indication to the committee was
incorrect. That you were not--

Mr. STEUART. I am not a proponent, sir, of a--
Senator WALLOP. They had suggested that that was why they

wanted you to testify Core 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. GOLDMUNTZ. 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. GOLDMUNTZ. Look at the automobile advertisements. When
have you last seen a TV ad for an automobile that stressed mileage
as compared to performance, 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. I am concerned as well by some of the testimo-
ny of Dr. Hall, Dr. Greenspan, and others. In your modeling, what
about the other economic effects? You tended to dismiss them as
being less important than the economic or potential economic ef-
fects of roller coasters, as you stated.

But don't they make a case about what causes us to make those
considerations before moving forward?

Dr. GOLDMUNTZ. I don't believe so. And let me say why. Mexico's
problems are more than exporting oil. Mexico was offered to the
United States market at 441, a million Btu in gas during Dr.
Schlesinger's career at the Department of Energy and they turned
it down. They never completed those gas pipe lines. Somebody in
that government made a very bad judgment on behalf of their
people.

ow we cannot protect them from bad government, bad econom-
ice in their own societies. We certainly have to do something be-
cause I understand the vulnerability of the banks and so forth. But
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that does not mean that we should distort policies that affect our
national security.

Senator WALLOP. I did not phrase my question correctly. But I
was less concerned about Mexico's problem than I was their bal-
ance-of-payments statements, their productivity statements, their
cost-of-living statements and their general statements about the
GNP.

Dr. GOLDMUNTZ. Well, there is no doubt that a drop in oil prices
will increase GNP and decrease inflation. That isn't the only tool
that we have to do that. There are others. And I don't think that a
tool that is important for national security should be sacrificed on
that particular altar. There are other ways to approach that prob-
lem. We have to approach that problem.

By the way, we have achieved an enormous amount of increase
just at the $20 price. I am not talking about driving the price to
$10. If you put in an oil import tax and gradually escalate-it, the
economy will adjust. That is what we are talking about. And you
will not see quite the dire effect as if you assume that oil was at
$25 a barrel and then dropped to $15, and that was the improve-
ment. Some of these numbers on GNP improvement, like 2 percent,
I think, are obtained that way. Let us start out with $28 a barrel,
drop it to $15; what is the improvement in GNP?. Well, it might be
as large as Dr. Hall suggested.

But if you take more modest increments in both the drop or the
assessments of the oil price level, I do not think you will see ex-
tremes of that sort.

With respect to New England, New England is bringing in power
from Canada, and they will bring in more power from Canada that
is not oil generated. It is about time that New England adjusted to
the issue that oil in the United States is not as prevalent as it used
to be. And it poses a national security problem. Yes; it will cause
some problems in New England, but you cannot scramble eggs
without breaking the shell.

Unfortunately, people are going to have to adjust to the fact that
oil in the United States is not as profuse as it is in other parts of
the world.

One statistic-the United States has 1.2 wells per square mile of
sedimentary basin. The rest of the world has 0.02 wells per square
mile of sedimentary base. We count our blessings when we hit a
well of 100 barrels a day. The rest of the world thinks it is a disap-
pointment when they hit 1,000 barrels a day.

Now that ought to say something to us. We are running out of
this resource over some time scale. We had better adjust to it. And
we had better adjust to it by ways that we have available. Some
people are going to suffer. We hope they suffer slowly and in
minute amounts. But we cannot postpone the transition from a so-
ciety that had a profusion of oil to a society that does not without
taking into account national security issues. We have to break
those eggs.

Senator WALLOP. Well, thank you all very much. I appreciate
your testimony, Mr. Steuart, Mr. Bradley, Dr. Goldmuntz.

The last panel consists of George Slocum, who is president and
chief operations officer of Transco Energy Co.; Mr. James Phelps,
an independent producer, and chairman of Special Task Force on
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Petroleum Imports of IPAA; Mr. James Hunt, chief executive offi-
cer, Synergy Corp.; Mr. George Jandacek, vice chairman, Crown
Central Petroleum in Baltimore; and Mr. Carl Bolch, Jr., president
of Racetrac Petroleum.

Gentlemen, welcome. You have beer. very patient.
Mr. Slocum, if you would begin, please.

STATEMENT OF GEORGE SLOCUM, PRESIDENT AND CHIEF
OPERATIONS OFFICER, TRANSCO ENERGY CO., HOUSTON, TX
Mr. SLOCUM. Thank you, Mr. Chairman.
I am president and chief operating officer of Transco Energy,

which is a relatively large, diversified energy company headquar-
tered in Houston, TX.

In the interest of time, I have tried to edit and simplify my re-
marks for the last 4 hours, and I could say a lot more, but if you do
not remember anything, remember this one short message-there
can be no reliable national security for America unless the econom-
ic viability of our domestic energy supplies is maintained.

Imported energy supplies must not be allowed to reach such high
levels that their dependency, once again, threatens both our econo-
my and national security.

I wholeheartedly support the imposition of a variable import fee
as proposed by Senators Wallop and Boren as one means to achieve
that goal.

As you have heard before today, we have now reached the point
where oil imports are about only one-third of our needs. However,
this level was achieved only because price increases encouraged the
surge in domestic conservation and drilling in the early 1980's. A
continuation of precipitous price declines that we have recently
witnessed threatens to undo much of the progress that has been
made.

These low prices will not provide sufficient incentive for new
drilling nor justify continued operation of marginal wells.

On the demand side, significantly increased foreign supplies are
becoming available and being sold, not only displacing domestic oil,
but gas and coal as well. Our big boiler fuel customers have report-
ed an increasing number of offers to replace natural gas with fuel
oil cargoes priced at whatever it takes. There is also increasing evi-
dence that coal sales or coal by wire, electric power, is being dis-
placed by power generated from low-priced foreign oil, particularly
at coastal cities.

Falling prices have already had a very negative impact on U.S.
drilling activities. In December 1981, an average of over 4,500 rigs
were at work in the United States. That number has now dropped
to 1,308, representing over a 70-percent decrease. The rig count has
dropped by 32 percent in just the last 2 months alone. Those idle
rigs should now be at work exploring and developing the domestic
energy reserves needed in the 1990's. Instead, the Nation will be
relying on huge amounts of imported energy during the next
decade unless we adopt more farsighted energy policies today.

It is impossible to predict the extent to which foreign producers
are willing to drive prices down in order to wrest back the lion's
share of the U.S. market. However, Professor Weinstein of South-
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ern Methodist University suggests that the OPEC countries could
profitably produce crude oil at prices of $6 to $7 per barrel. At such
prices, U.S. drilling activity would come to a virtual standstill,
demand would soar, and the levels of imports would approach 80
percent.

This possibility would not be so frightening if the suppliers were
a diverse group. Unfortunately, however, two-thirds of the non-
Communist world's proved reserves are located in the Middle East
and controlled by members of OPEC.

Furthermore, production costs in the Middle East are extremely
low compared to most basins in the United States. Consequently,
major OPEC producers could continue to profitably pump crude at
very low prices long after wells in other free world countries have
been shut in and, of course, new exploratory and development drill-
ing shot down. It would not be long before OPEC would once again
have the upperhand on oil supplies and prices.

It has been suggested by some commentators that recent price
declines do not truly represent the free market at work. As your
colleague, Senator Nickles, pointed out in his January 30 state-
ment for the Congressional Record, the price cuts represent calcu-
lated maneuvers by Government entities to increase their control
over world market forces. Without a doubt, these governments are
capable of knocking the price legs out from under us to recapture
the U.S. market.

Congress should ask the Defense Department about the serious-
ness of rising levels of oil imports. What does the Defense Depart-
ment think about import levels greater than 50 percent coupled
with a domestic exploration and development industry flat on its
back? Our Nation's defense runs on oil; not coal, natural gas, or
nuclear energy.

It is only through the imposition of import fees that we can
arrest America's return to dependency on foreign energy. I strong-
ly suspect that much of the industry's opposition to import fees has
already evaporated in the wake of recent price declines and will
disappear if prices plunge to the $10 to $15 level.

I am sure that you are aware that today our proven crude oil re-
serves are only 75 percent of what they were as recently as 10
years ago, and they are going downhill.

Finally, if the Nation's lawmakers are still not inclined to tax
foreign energy, at the very least, they should not compound the
problem by further burdening domestic production with higher
taxes under H.R. 3838.

Thank you.
Senator WALLOP. Thank you, Mr. Slocum.
[The prepared written statement of Mr. Slocum follows:]
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Mr. Chairman and members of the Subcommittee, my name is George Slocum. I am

President and Chief Operating Officer of Transco Energy Company, and I greatly

appreciate the opportunity to address the Subcommittee on a topic that Is so crucial to

the long-term security of the nation.

By way of personal background, I am a graduate of Cornell University, with a Bachelor's

Degree in economics and a Masters Degree in business administration. I was employed by

Citibank in 1967, reaching the position of Vice President and Senior Credit Officer.

Since joining Transco In 1978, I have served as Executive Vice President and Chief

Financial Officer and assumed my present position In 1984.

Transco Is a diversified energy concern headquartered in Houston, Texas. Our principal

business operations include the purchase, transmission, and sale of natural gas in the

Eastern United States; oil and gas exploration and production primarily in the Gulf Coast

and Rocky Mountain areas; and the production and-sale of coal in the East. So, one way

or the other, our business energizes several of your home states.

The lesson of the 1970's is that there can be no reliable national security for America

unless a firm control over our energy supplies is maintained. Imported energy supplies

must not be allowed to reach such high levels that their interruption threatens both our

economy and national security. We experienced the consequences of a lack of a national

energy policy in the late 1970's. I support the Imposition of variable Import fees as

proposed by Senators Wallop and Boren as one means to achieve that goal. However, I

would recommend that the fee be Imposed only for an interim period of no more than

three years and reevaluated at the end of that time to determine whether It is still

merited by national security concerns.
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In 1977 the United States was importing almost one-half of our crude oil requirements.

That heavy dependency made us extremely vulnerable as a notion to interruptions in

supply, whether accidental or intentional. I am sure there Is no need to remind the

members of the Subcommittee of the gas lines and other economic shocks that

accompanied the supply interruptions and foreign imposed price increases of the last

decode. By simultaneously reducing demand through conservation and increasing

domestic supplies through decontrol of domestic prices we hove reduced our dependence

on foreign oil throughout the first half of the 1980's. We have now reached the point

where imports f ill only about one-third of our needs.

However, this level was achieved only because price increases encouraged the surge in

conservation and domestic drilling of the early 1980's. A continuation of precipitous

price declines that we have recently witnessed threatens to undo much of the progress

that has been made. Low prices will not provide sufficient incentive for new drilling nor

justify continued operation of marginal wells. On the demand side, significantly

increased foreign supplies are becoming available. Our big boiler fuel customers hove

reported an increasing number of offers to replace natural gas with fuel oil cargos priced

at "whatever it takes." It Is only reasonable to expect that similar displacements of coal

soles are just down the road.

Falling prices have already had a very negative impact on U.S. drilling activity. In

December, 1981, an average of 4,520 rigs were at work in the United States. That

number has now dropped to 1,376, representing a 70 percent decrease. The rig count has

dropped by 28 percent just since the start of 1986. Those idle rigs should now be at work

exploring and developing the domestic energy reserves needed in the 1990's. Instead,

the notion will be relying on huge amounts of imported energy during the next decade

unless we adopt sensible energy policies today.

P
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In the Deportment of Energy's publication, Annual Energy Outlook, 1984, it was found

that imports could account for as much as 61 percent of total U.S. demand by 1995. This

forecast assumed a decline in the average import price to $24.00/bbl by 1986 which in

retrospect has quickly proved to be conservative.

It is impossible to predict the extent to which foreign producers are willing to drive

prices down in order to wrest bock the lion's share of the U.S. market. However,

professor Bernard Weinstein of Southern Methodist University suggests that the OPEC

countries could profitably produce crude oil at prices of $6.00 to $7.00 per barrel.

According to Weinstein, at such prices U.S. drilling activity would come to a virtual

standstill; demand would skyrocket; and the levels of imports would approach 80

percent. This possibility would not be so frightening if the suppliers were a diverse

group. Unfortunately, however, two-thirds of the non-communist world's proved reserves

are located In the Middle East and controlled by members of OPEC. Furthermore,

production costs In the Middle East are extremely low compared to areas such as the

North Sea. Consequently, major OPEC producers could continue to profitably pump

crude at very low prices long after wells in other free world countries had been shut-in

and, of course, new exploratory and development drilling shutdown. It would not be long

before OPEC would again have the upper hand an oil prices and supplies.

It has been suggested by some commentators that recent price declines do not truly

represent the free market at work. As your colleague, Senator Nickles pointed out in his

January 30, 1986, statement for the Congressional Record, the price cuts represent

"calculated maneuvers by Government entities to increase their control over world

market forces." Without a doubt, these governments are capable of driving oil prices

down to whatever level is necessary to recapture the U.S. market.
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Some critics would hove us rely totally on foreign producers as long as they hold down

prices, and produce our own reserves only when foreign prices escalate to unacceptable

levels. Unfortunately, as we learned in the 1970's, low domestic production cannot be

turned around overnight. Many of America's independent producers and related oil

service companies are already in precarious financial condition, and major companies are

announcing capital expenditure cutbacks. Without them we will not be able to restore

our domestic reserves to a secure level within an acceptable time frame. At the some

time, we should be developing on a limited basis, not closing off, the technology to

convert our sizeable resources of coal and shale oil to synthetic hydrocarbons. If we ever

reached the point of importing 80 percent of our energy needs and a major supply

interruption occurred, it would take years to restore domestic production to adequate

levels. In the meantime, both the U.S. economy and national security would be severely,

and perhaps permanently, damaged.

Furthermore, the cost of imported oil is already the biggest culprit In a very large

federal trade deficit. You can imagine what the deficit might become in just a few years

if imports rise to over 50 percent of oil consumption, and once again OPEC forces the

price of oil to much higher levels. Such an enlarged trade deficit would hove worsening

economic consequences for the United States.

Congress should ask the Defense Department about the seriousness of rising levels of oil

imports. What does the Defense Department think about import levels greater than 50

percent, coupled with a domestic exploration and development industry flat on its back?

Our nation's defense runs on oil - not coal, natural gas, or nuclear energy.

The critics of import fees argue that they would disproportionately burden regions of the

country that are heavy consumers of imports, specifically the northeast and midwest.



277

-5-

They fear that import fees would cause their energy costs Io skyrocket, thus raising

Industrial production costs to non-competitive levels. This argument ignores the fact

that the proposed level of import fees would be designed merely to prevent a precipitous

and destabilizing price collapse.

Some recommend an Increase in the gasoline tax rather than Imposing fees on imported

crude oil and refined products. Certainly such a tax would raise a substantial amo usnt of

new revenues and thereby help reduce the enormous federal deficit, but it does nothing

to maintain an acceptable level of exploration and development of our domestic energy

resources. The import fee does!

It is only through the imposition of import fees that we con arrest America's return to

dependency on foreign energy. In doing so, we can send an Important signal to OPEC

that we have reached the point of no return an our goal toward substantial energy self-

reliance. The energy policy decisions that are made today will determine our sources of

supply and our national security In the next decode. I recommend that the fees be

Imposed on a trial basis for a period of no more than three years. This will allow the

Issue to be revisited at the end of that period to determine whether they are still

necessary to preserve national security. If not, the fees should be allowed to expire. I

am convinced that much of the historic opposition to import fees has already evaporated

In the woke of recent price declines and will disappear if prices plunge to the $10-15

level. I am sure you are aware that today our proven crude oil reserves re only 75

percent of what they were as recently as ten years ago, and they are going downhill

fast. If the notion's lawmakers are still not Inclined to tax foreign energy, at the very

least, they should not compound the problem by further burdening domestic production

with higher taxes under t-R. 3838.
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STATEMENT OF MR. JAMES PHELPS, INDEPENDENT PRODUCER,
AND CHAIRMAN, SPECIAL TASK FORCE ON PETROLEUM IM-
PORTS, INDEPENDENT PETROLEUM ASSOCIATION OF AMER-
ICA, SAN ANTONIO, 'iX
Senator WALLOP. Mr. Phelps.
Mr. PHELPS. Mr. Chairman, I am James C. Phelps of San Anto-

nio, TX. I am chairman of the IPAA Task Force on Petroleum Im-
ports, that spent several months in 1985 making a detailed study of
all import fees. We analyzed what we believed to be every conceiva-
ble argument in support of and in opposition to import fees as an
element in public energy or tax policy. Our task force determined
that the uncertainties and difficulties of applying an import fee as
a means of aiding independent oil and gas producers far outweigh
the potential benefits.

The seeking and granting of exemptions and favored treatment
to various importers, processors, and consumers; the administrative
costs and problems of confusion, disruption and corruption; the po-
tential inequity of import fees on refiners and energy-consuming
industries are just some of the many reasons which are detailed in
our full statement. For this multiplicity of reasons, the association
membership voted at its annual meeting in October to oppose an
import fee, as either a protective or revenue device. This was re-
confirmed by the IPAA executive committee just 3 weeks ago.

However, our conclusion that import fees are not a good solution
must not be interpreted to mean the petroleum industry is without
problems. Quite the contrary. All of its vital signs indicate desper-
ate conditions that grow worse daily and great uncertainty for the
future.

Government has contributed to this situation by its past actions
and threats of negative actions. Our industry is now in the fifth
year of a devastating economic shakeout. Since 1982, literally thou-
sands- of economic entities have been liquidated, including inde-
pendent producers, drilling contractors, supply and equipment
firms, and financial institutions.

The principal oil-producing States, whose government revenues
are largely dependent on oil and gas prices and taxes, are confront-
ed with monumental revenue shortfalls.

Petroleum exploration and development always has been cycli-
cal, but nothing prepared us for the wild economic gyrations of
recent years. In the upcycle from the mid-1970's through 1981, the
industry expanded its activities at unprecedented costs covered by
equally unprecedented debt obligations. Now, under threat of
wholesale revision of historic energy tax provisions accompanied by
precipitous declines in oil prices, many in the industry find their
costs exceed their internal cash generation.

We are confronted with the certainty that tens of thousands of
stripper and marginal wells will be plugged or abandoned this
year. Each barrel of daily production loss will have to be replaced
with an imported barrel. Also, hundreds of millions of barrels of
recoverable reserves will be lost forever.

We are witnessing the most dramatic and sustained free fall in
domestic petroleum exploration and development in the entire his-
tory of the industry. The uncertainty created by pending tax legis-
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lation has been a principal contributing factor. It is not just coinci-
dental that we are now operating just half as many drilling rigs as
were running in December 1984, just after the release of the so-
called Treasury 1 proposal.

Our latest rig count of 1,308 is only 30 percent as many rigs as
were operating in December 1981. At current levels of industry ac-
tivities, an irreversible decline in domestic petroleum production
will soon be evident and our import dependence will go from 35
percent today to some 60 percent in 1990, and we will again be at
the mercy of OPEC both as to supplies and prices of energy.

Restoring a climate of confidence and certainty in the domestic
petroleum industry is imperative to economic stability for all
Americans and to the national security of our country. To halt this
downward trend in the industry and avoid increasing the power of
OPEC we urge, first, immediate adoption of a production mainte-
nance provision to assure continuation, until the market stabilizes,
of production from marginal properties; No. 2, restore percentage
depletion for all domestic oil and gas production without limita-
tions; No. 3, assure continued expensing of intangible drilling costs
in the year expended or incurred; and modify the definition of in-
tangible drilling costs to include geological and geophysical costs
and unrecoverable surface casing; No. 4, eliminate price controls on
natural gas; and No. 5, eliminate restrictions on the use and trans-
portation of natural gas.

These are just the most urgent of an extensive list of positive
changes Congress can make to help avoid the total collapse of the
domestic petroleum industry.

Thank you very much.
Senator WALLOP. Thank you, Mr. Phelps.
[The prepared written statement of Mr. Phelps follows:]
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Mr. Chairman, I am James C. Phelps, an independent oil and gas producer

from San Antonio, Texas, I am appearing here today as Chairman of the Joint

Task Force on Petroleum Imports of the Independent Petroleum Association of

America which, for many months, has been investigating the potential effects of

adopting a tax, fee or quota on imported petroletim. After very careful and

detailed study, we have concluded that:

Protecting the economy and national security against an overdependence on

foreign produced energy is in the national interest. Actions to prevent such

overdependence are a legitimate concern of the federal government warranting,

under extreme circumstances, intervention in the marketplace. However, taxes,

tariffs, fees or quotas on imported crude oil or petroleum products would be

counterproductive to the national interest at this time.

Imposition of any tax or quota on imported crude oil and/or products likely

would be accompanied by some increase In taxes on domestic production. Any

Increase in tax on domestic production, for whatever reason, will-be

counterproductive, reducing both general economic activity and future domestic

production. Such actions will, in the long-term, increase rather than reduce

dependence on imported energy.

All proposed forms of import fees or tariffs would require creation of

large new administrative bureaucracies and carry the probability of significant

market distortions. Such distortions result in artifical entitlement and

allocation programs which only compound, rather than solve, problems caused by

market disorders or uncertainties.

Measures to control overdependence on imported energy are unrelated to

Issues concerning federal deficits. Government should not attempt to reduce

budget deficits through taxes on imported energy or through any energy related

taxes. Reduction of budget deficits should be accomplished by reduced

spending.
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Having stated our opposition to adoption of a tax on imports, which many

would expect domestic producers to support, let me explain in some detail why

we have reached this conclusion.

The recent history of the domestic petroleum industry has been a time of

great turmoil. While all sectors of the industry have been affected, none has

suffered progressive economic deterioration as great as independent explorer/

producers and those who provide services and supplies for their operations. We

are in probably the worst depression the domestic petroleum exploration/

production industry has ever suffered. The rate of decline in exploration and

drilling activity to find and develop new reserves has never been greater. It

appears likely that we will soon drop below the previous record low level of

drilling of 1971. The long-term impact on our nation's ability to protect

against the almost certain future disruption of supplies of foreign produced

oil, on which we are becoming dangerously overdependent, is frightening to

contemplate. Many in the independent sector have a sense of quiet (and

sometimes not so quiet) desperation. There is a strong urge to find some means

-- almost any means whether effective or not -- of arresting the economic slide

and to provide the additional capital so necessary to maintain current opera-

tions and permit much needed expansion-of exploration and drilling activity.

One of the most frequently suggested solutions has been adoption of a tax/

tariff or quota on imported crude oil and/or products.

IPAA recognizes the need for action but determined that the often

conflicting economic, political and legislative ramifications of proposed

solutions require careful analysis before embarking on a course of action which

might have long-term negative consequences greater than any short-term

benefits. The IPAA Executive Committee, therefore, appointed a Joint Task

Force on Petroleum Imports to examine all relevant issues.

The task force has analyzed virtually all of the many arguments for and

against petroleum Import tariffs and/or quotas including the following:
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-* Increasing reliance on petroleum imports may lead to market instability due

to unpredictable and volatile pricing policies of exporting nations.

-- National security might be jeopardized by overdependence on unreliable

sources of petroleum supply.

-- Import tariffs can be a means to collect revenue to help reduce the federal

budget deficit.

-- Energy conservation may increase with higher petroleum prices "at might

result from import tariffs and/or quotas. Alternative fuel sources also

could be developed further.

- The balance of payments deficit may be reduced through import tariffs

and/or quotas.

-- Current problems of energy lender banks would be alleviated.

- An Import tariff could extend the lives of marginal oil and gas producing

properties and increase domestic exploratory activity through higher

prices.

-- Restrictive import legislation would let exporting countries know that the

U.S. will protect its energy industries from precipitously falling prices.

-- Consumers would be protected from wide swings in the market and the

resulting instability.

*- Foreign petroleum producers appear to have competitive advantages over U.S.

firms due to: (1) favorable tax treatment, (2) access to low-cost capital,

and (3) fewer environmental restrictions. An import tariff could capture

some of these economic advantages and, at a minimum, offset the costs

incurred by the U.S. government In continuing its dependence on imported

energy.
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-- U.S. refiners have had to invest significant amounts of capital in meeting

safety and environmental standards not required of foreign competitors.

The EPA lead phase-down of gasoline and the pending Superfund bill are just

two examples.

-- U.S. refinery operating capacity has declined and is likely to contract

further with the profit margin squeeze resulting from: (1) the shift

toward a lighter product mix, and (2) the influx of gasoline and blendstock

imports at cut-rate prices.

-- The addition of new OPEC export refineries is expected to bring more

refined product supplies to the American market, particularly in light of

Japan's import barriers and the European tariff structure.

-- Domestic refiners are unable to compete with foreign suppliers because OPEC

price guidelines apply only to crude oil, not refined products.

-- Net-back pricing systems enable foreign suppliers to sell refined products

in America at prices lower than domestic refiners who pay market prices for

crude oil inputs.

-- The strong U.S. dollar has combined with other key characteristics of the

international oil market to effectively deny U.S. refiners access to

product export markets.

-- Much of the so-called idle refinery capacity in the U.S. today is beyond

the point of being returned to service due to high restart costs.

-- Loss of domestic refining capacity has driven down U.S. oil prices,

consequently dampening petroleum exploration and production.

-- Recent refinery closings have been in areas where accessibility to crude

oil is not a problem. Refineries shut down since 1983 include those that.

have invested in modern technology, not just facilities that existed as a

result of the government entitlements program. Reduced operating margins

I-,
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exacerbated by the rising tide of petroleum product imports has been one of

the primary reasons for this idle refinery capacity.

Layoffs have been unrelated to wage rates because labor costs are not as

great a factor in refining as they are in other more labor-intensive

industries.

-- Refinery closings have had a devastating impact on industry employment with

multiplier effects throughout entire communities and the nation as a

whole.

-- Current laws pertaining to fair trade practices should be reviewed so that

foreign refiners cannot dump their products in the U.S. market at prices

below their fully allocated cost of production.

-- U.S. agriculture must have uninterrupted access to equitably-priced

supplies of petroleum fuels in order to assure dependable supplies of food

for the nation and the world.

-- Yet, agriculture is perhaps most vulnerable to energy disruptions since it

is situated at the end of petroleum supply lines. Past import disruptions

have been felt first and most acutely in rural farming areas where specific

petroleum products are essential to agricultural operations.

Petroleum import tariffs and/or quotas would end up costing farmers more

for fertilizers, operating machinery, irrigation equipment, crop-drying,

etc. The competitiveness of U.S. agricultural exports would suffer from an

increase in both production and inland transportation costs.

-- U.S. product quality and environmental specifications prevent refined

products from being completely interchangeable among export refineries.

Also relevant is the varying slate of products generated by different

refineries.
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o- The U.S. must maintain sufficient domestic refining capacity to: (1)

process maximum withdrawals from the Strategic Petroleum Reserve; (2) in

time of emergency meet incremental military requirements over and above

normal civilian uses, and (3) possibly supplement some of Europe's refined

product requirements In a military emergency.

- etermining the minimum level of domestic refining capacity required to

meet U.S. energy and national security needs will depend on several

factors:

(1) the security of long-haul sources of supplies as compared to Imports

from shorter distances in the 1970s such as the Caribbean,

(2Y the different product composition of imports (more light products and

less residual fuel oil) and the capability f'4r substitution with other

domestic energy supplies,

(3) the nature of ownership of the export refineries upon which America is

dependent for product imports privateo or foreign government) with the

attendant risk of political factors outweighing economics in a

military emergency, and

(4) the likely capability of product importers to arrange for alternative

supply sources in a crisis as effectively as the major oil companies

did in the 1970s.

-- There would be disproportionate regional hardships endured by: (1)

homeowners in the Northeast and Midwest who use more heating oil than the

national average, and (2) motorists of the Southwest who consume more

gasoline.

°- Energy-intensive industries such as aluminum and steel would be hurt at

home and abroad due to increased energy costs.
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e- eand for oil, which already Is depressed, would be further dampened by

resulting price increases. The domestic oil and gas industry might suffer

an even worse shakeout than over the past few years.

- The overall level of product imports is well below historic levels. Even

though gasoline and middle distillate imports are up, they do not pose a

serious threat of penetrating the U.S. market.

- Imports of refined products are not a significant cause of the U.S.

refining industry's dislocations. Current problems are a result of: (1)

the uneconomic expansion of refining capacity in the 1970s, (2) the

unresponsiveness of crude oil prices to declining product prices and (3)

bad decisions regarding the mix of light and heavy crude supplies.

Moreover, with the elimination of government price and allocation controls,

refiners have had to struggle for market share in a period of declining

demand.

-- Refined product imports have always provided an Important source of price

competition for U.S. refiners, thus keeping prices lower for American

consumers. By providing another source of supply for Independent marketers

who do not have upstream operations, product imports increase competition

among domestic suppliers for the marketers' business.

-- A substantial increase in the price of petroleum imports caused by import

tariffs and/or quotas would raise not only the price of domestic petroleum

products but also the price of all competing energy sources. Eventually

the price level for all goods and services would be pushed upward, possibly

causing economic growth to falter.

- Import tariffs and/or quotas may Invite retaliation by other countries.

More than half of our imports are presently coming from allies of the

United States. In 1985, only four countries have provided 56% of our
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petroleum imports: Mexico, 23%; Canada 14%; Venezuela. 10%; and United

Kingdom, 9%.

-- New refining capacity in countries such as Saudi Arabia should not be

considered as net additions because there have been significant offsetting

reductions in operating capacity throughout Europe and Japan.

- Petroleum imports should not be restricted or taxed on the basis of

potential import levels. It Is still not clear just how much additional

refining capacity will be added in the Middle East and how much petroleum

will be exported to the U.S. market.

- An import tariff and/or quota may necessitate the creation of another

regulatory bureaucracy and cause more competitive imbalances than it is

designed to correct.

-- America's historical experience with oil import quotas set the stage for

the price explosion of the 1970s.

- if energy conservation is the goal of protective import legislation, there

are more effective tools available to policymkers. Quotas and tariffs

Impose high costs and achieve little energy savings.

-- Import fees and energy taxes, In general, tend to be regressive. The

financial burden falls most heavily on consumers who are least able to

afford either the higher petroleum prices or conservation measures.

-- Consumers would be better served by maintaining an adequate and safe supply

of crude oil available in the Strategic Petroleum Reserve.

Because an import tariff and/or quota would raise the cost of domestic as

well as imported crude oil, U.S. petroch cal producers would be at a

competitive disadvantage. With crude oil used not only as fuel but also as

feedstocks, domestic petrochemical producers would eventually raise their
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output prices. Foreign competitors who have access to raw materials at

below-market prices would be at an even greater comparative advantage.

- Petrochemical exports have always been a positive contributor to America's

trade balance but it is l1'ely that they would erode over time as a result

of price Increases caused by import tariffs and/or quotas.

-- Imports of petrochemicals would also increase since foreign producers would

be able to supply products cheaper than U.S. manufacturers, even taking the

import duty into account. Ultimately, this would have a negative impact on

America's balance of payments as well as employment.

-- Purchasers of petrochemical products In the U.S. will find their costs

higher to some extent whether the product comes from home or abroad. Such

price effects gradually would filter through to companies manufacturing

many diverse products from petrochemicals. Faced with the same problems as

petrochemical firms themselves, makers of a range of goods from

pharmaceuticals to plastics would raise their prices, setting off further

ripple effects throughout the economy.

U.S. petrochemical producers already face strong competition on the world

market, particularly from major new export facilities coming on stream in

Saudi Arabia and Kuait. These new plants have significant competitive

advantages relative to American firms over and above government subsidies

that exist through natural resource pricing.

- Import tariffs and/or quotas would only worsen the relative position of

U.S. petrochemical producers some of which already are hard hit with: (1)

prohibitive import duties on feedstocks such as certain naphthas, and

(2) Superfund tax legislation currently before Congress.

- Historical experiences with petroleum Import tariffs and quotas indicate

that they: (1) generate complex and inequitable governmental involvement
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in the free market, (2) fail to prevent a growing U.S. dependence on

foreign petroleum supplies, and (3) force capital Investment in refining

and petrochemical facilities to locations abroad, thereby reducing

Amerlca's share of the world market.

These issues were examined not only in terms of short-run considerations

but also the longer range implications.

In addition, a number of specific political issues were examined:

(1) Would Congress pass an oil import fee? (2) Would the President sign a bill

providing for an oil import fee? (3) Would Congress tax only foreign oil?

(4) Even if Congress did not place an equivalent fee on domestic oil, would It

in some other fashion claim all or a portion of the resulting increase in the

price of domestic petroleum? (5) Would the imposition of an import fee only on

foreign oil and products influence the outcome of current congressional

deliberations regarding other tax provisions vital to domestic oil and gas

producers? (6) Might the industry gain less from an *ideal" import tariff than

it would lose on the tax front? (7) What would happen to revenues raised by an

import tariff, i.e., would they be applied against the deficit or be offset by

additional spending?

CONCLUSION

Our examination of these factors led to several critical but, we believe,

inescapable conclusions. The economic effects of import fees are at best

uncertain. It Is impossible to predict that such an import fee would fulfill

the objectives of Congress or the nation as a whole. Furthermore, even if some

of the desired benefits were achieved they likely would be offset by unintended

side effects which would create long-lasting difficulties for the petroleum

industry, consumers and the general economy.
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Substantial users of energy such as airlines, farmers, petrochemical manu-

facturers and others have rallied against such legislation. Representatives

from "friendly" foreign suppliers of oil have already been heard against such

legislation. Countries such as Mexico and Venezuela with serious debt problems

oppose such legislation and seek exemptions from it. Special user groups from

all parts of the country would also seek exemptions. A watered-down import fee

would necessitate an even more complex administrative and bureaucratic

mechanism than would a straightforward and simple import fee.

Even absent the above conclusions, this issue cannot be considered in a

vacuum. The petroleum industry is n the middle of a fight for its life; the

"tax reformers" are coming at producers from all directions. Once again, oil

and gas producers are whipping boys for many politicians. Any action which

would appear to benefit the industry in the short run would inflame those

legislators desiring to change the tax treatment of the industry. It would be

a poor trade-off if producers were to fight for an import fee whose effects

were only temporarily beneficial, if at all, only to find that it had sounded

the death knell for statutory depletion and expensing of IOCs by stimulating

negative tax action by industry opponents. This is a foreseeable response to

any action taken in favor of an import fee.

If our domestic petroleum industry is so economically threatened as to

cause alarm for our national security and an import tax is not the answer, what

can Congress and the federal government do? Several very important things.

For example, let's first acknowledge that since the end of World War II,

domestic oil and gas producers have never been permitted to operate in the free

market. In addition to both direct and indirect controls on the wellhead price

of oil and natural gas, producers have been staggered by an increasing array of
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complicated restrictions and controls on every aspect of their operations.

Since 1969, producers have been subjected to no less than a half dozen major,

and numerous other, negative tax changes which have denied producers

significant portions of the increased revenues generated by relaxation of price

controls. Even now, there are several additional punitive tax changes pending

before the Senate Finance Committee which would compound the economic misery of

this industry.

Specific positive steps which can and should be taken include the

following:

(1)- Adoption of a Marginal Well Production Maintenance Incentive to assure
continuation, until the market stabilizes, of production from
properties which would otherwise be abandoned.

(2) Restore percentage depletion for all domestic oil and gas production
and repeal the 50% of net income and 65% of taxable income limitations
and remove the restrictions on transfers of proven properties.

(3) Modify the definition of intangible drilling costs to include
geological and geophysical costs and unrecoverable surface casing.

(4) Assure continued expensing of intangible drilling costs in the year
expended or incurred.

(5) Eliminate restrictions on the use and transportation of natural gas.

(6) Remove natural ,as wellhead price controls.

These are just the most urgent of an extensive list of positive changes

Congress can make to help avoid the total collapse of the domestic petroleum

exploration and production industry as we know it today. We will provide

specific details of each of these and other suggestions when necessary.
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STATEMENT OF JAMES W. HUNT, CHIEF EXECUTIVE OFFICER,
SYNERGY CORP., AND CHAIRMAN, NATIONAL ENERGY POLICY
COMMITTEE, TEXAS INDEPENDENT PRODUCERS & ROYALTY
OWNERS ASSOCIATION, DALLAS, TX

Senator WALLOP. Mr. Hunt.
Mr. HUNT. Thank you, Mr. Chairman, Senator Bentsen.
My names is James W. Hunt. I am chairman and chief executive

officer of Synergy Corp., which is a Dallas-based independent oil
and gas company. I also am chairman of the National Energy
Policy Committee of the Texas Independent Producers & Royalty
Owners, a group that has about 5,500 members and a bunch of
them are these one-armed witnesses that you needed, Senator.

I also would like to introduce my written statement into the
record as well as the statement of Mickey Smith, president of the
East Texas Producers & Royalty Owners Association.

Senator WALLOP. By all means. That will all be in their entirety.
[The prepared written statement of Mr. Hunt and the prepared

written statement of Mr. Smith follow:]
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REMARKS BY JAMES W. HUNJT

CHAIRMAN, NATIONAL ENERGY POLICY COMMITTEE
TEXAS INDEPiNDENT PRODUCERS AND ROYALTY OWNERS ASSOCIATION

Mr. Chairman and distinguished members of the Committee, thank you for providing

me with the opportunity to participate In this important hearing today. I an

James W. Hunt. chairman and chief executive officer of Cenergy Corporation, an

independent oil and gas exploration and production company in Oallas. Today, I

am representing the Texas Independent Producers and Royalty Owners Association

as chairman of TIPRO's National Energy Policy Committee.

Last summer, TIPRO adopted a "National Energy Secuirity and Conservation

Policy." which, among other things, calls for a fee on crude oil and petroleum

products Imported into the United States. As the largest state independent

producer group in the nation, TIPRU has advocated its position as necessary to

protect our nation's economic and strategic security by stabllizing falling

domestic crude prices, with the favorable side effects of raising funds to

reduce the federal deficit and providing relief for our troubled trade account.

You might wonder why TIPRO is assuming the political risks of encouraging

Congress to adopt an oil import fee at the same time we are fighting against

proposed changes in the current domestic tax treatment of Intangible drilling

costs and percentage depletion.
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The answer to that question is simple: America needs a sound energy policy that

encourages a strong domestic oil and gas industry in order to minimize the

threat to our national security created by unacceptable levels of imported

petroleum products from often unstable foreign governments.

We learned In 1973 during the Arab oil embargo that an energy crisis can create

havoc for America's entire economy. In 1979 -- for the second time in less than

a decade -- public concern was revived over how the U.S. economy could be

controlled by foreigners. Our lives and our jobs were suddenly disrupted by

questions of where we would obtain an adequate supply of energy to meet our

nation's requirements for transportation fuel, electricity, and most

importantly, a strong defense.

Today, America fa!:es the prospects of rising imports, increasing consumer

demand, and declining activity in domestic oil and gas exploration and

production. We are once again facing a dangerous situation of overdependence on

imports to supply our energy needs.

In the beginning, I was personally reluctant to accept the idea of an import

fee on oil because of opponents' arguments that it could reduce the Gross

National Product by increasing oil prices to American consumers and weaken the

ability of energy-intensive U.S. industries to compete with their foreign

counterparts. But as chairman of TIPRO's National Energy Policy Committee, I

realized I had a responsibility to keep an open mind, consider all aspects of

oil imports, and represent %hat would be best for the domestic oil and gas

sector as a whole. Well, I learned something. When you drop your guard,

abandon your defensive emotions, and witness what is going on in our industry,
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in the real world, you see things differently. You have to start by admitting

that a discussion on an oil import fee should not be an academic exercise (f

debating economic theories. This is not theory, it's the real world.

If America was heading toward an overdependence on imported drinking water, all

the economic arguments to the contrary would be completely thrown out. The

federal government would take positive steps to assure an adequate domestic

supply of water; otherwise the nation's people could die of thirst. It's easy

to understand the consequences of doing otherwise because thirst is easy to

understand. Well, I say that Anerica is thirsty for an adequate supply of

domestic oil.

In short, you, your colleagues in the House and Senate, and the President -- as

elected caretakers of our nation -- are currently faced with an important

question: Shouldn't a stable supply of domestically produced oil and gas be the

foundation for satisfying our nation's vital and fundamental need for energy?

The answer to that question is, without doubt, yes.

I am not talking about a goal of energy independence, but the need for a

national energy policy. The United States is going to import some portion of

its oil needs for the foreseeable future. But should this amount increase just

because certain nations are currently dumping crude oil onto the world market,

causing the price to fall so quickly that the domestic industry has no economic

--- cVot-but to stop important drilling programs?

Current events dramatically underline the fact that this is not mere

speculation. Posted crude prices in the United States are rapidly dropping to

the $15 per barrel level. Responsible independent operators have advised TIPRO
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that operating costs for most stripper wells in the nation's mid-continent area

slightly exceed $15 per barrel. Should prices dip below that level for just a

few months, there will be a massive shut-in of domestic producing wells.

Stripper wells provide approximately 15 percent of the nation's total daily

crude production. Other high cost production includes Alaskan North Slope oil,

which is another 15 percent of the national total and California heavy crude

oil, which is approximately ten percent of the total. Should all three of these

sources dry up, imports would have to double virtually overnight to meet

America's energy needs. The consequent problems arising from such a supply

shift would be severe. No longer would it make sense to express euphoria in the

nation's media over the "benefits" of sharply declining petroleum prices.

Unfortunately, there are those who forget about energy security when gasoline

prices are falling at the pump, despite the fact that price declines at the

service station represent only a small percentage of the rapid drop in oil

prices at the wellhead. Most of our domestic rigs are already stacked. If

America does not wake up to this danger, we will be back at the import

dependance level that endangered our nation's economic and strategic security in

the 1970's. Without domestic exploration and production, we will once again be

giving foreign nations a powerful weapon that will make us vulnerable to

political blackmail, which at the very least could mean exorbitant energy prices

in the future. Finally, everyone would understand, admittedly the hard way,

that the best long range interest of American energy consumers requires a

secure, economically developed core supply of domestic production.
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The situation reminds me of the old movie theme that portrays the man selling

his soul to the devil for an immediate pleasure. When the devil comes to

collect, the sinner regrets having taken the easy way out. Well, you could say

that America runs the risk of doing Just that if we continue to look beyond the

real price of imported oil. Shall we sell our souls to OPEC just to get cheaper

oil prices today? The devil always comes back to collect his dues. Let's not

allow Hollywood the chance to make a d6cumentary film on us making that mistake.

Casting could have a ball picking the characters in that one!

The federal government took steps in the 1970's to protect America from being

vulnerable to foreign oil producers. To insure that accessible, affordable

energy would be provided in the future to all segments of our society, federal

programs were put into place for development of synthetic fuels, a strategic

petroleum reserve and protection of shipping lanes. American taxpayers have

paid ever since and continue to pay the costs of "protecting" imported oil

supply through these programs.

In effect, Americans have paid more for so-called "cheap" foreign crude than for

domestically produced oil by:

* Filling and maintaining the Strategic Petroleum Reserve at the cost of

more than $15 billion, with interest alone on this expense totalling

approximately $1.5 billion per year, or almost one dollar per barrel of imported

oil;

* Expending more than $57 million in administrative expenses alone for the

Synthetic Fuels Corporation, wlth further possible outlays expected when

shortages in conventional fuels reoccur;
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* Paying as much as $50 billion a year, according to some Congressional

sources, to protect the shipping lanes in order to maintain oil import flow to

the United States.

A policy that requires foreign producers to pay a portion of these "hidden

costs" of oil imported into the United States will lessen the burden on American

taxpayers by reducing the federal budget costs for Import protection and

providing incentives to develop domestic reserves. Furthermore, since

approximately 50 percent of our trade deficit is due to oil imports, increasing

domestic production would reduce the huge annual outflow of dollars from the

United Statet.

We learned in the 1970's what an extreme rise in the price of oil could do to

American jobs and economic output. An extreme drop in the price of oil can have

similar severe consequences. In short, rapid changes in oil prices generate

dangerous economic strains regardless of the direction. If we risk dismantling

our nation's oil and natural gas industry because foreign oil supplies currently

seem cheaper, the U.S. could become nearly a 100 percent importer of crude oil

and our nation could truly become hostage to the political uncertainties of

nations in the Middle East and North Africa, which control the surplus supply of

petroleum.

Consider these facts:

* OPEC nations control most of the world's proven oil reserves and 95% of

the world's unused oil production capacity, and their production costs are -

significantly lower than ours;

t~.



301

7

* It's not uncommon for a Saudi Arabian well to produce 36,000 barrels per

day, while an average U.S. oil well produces less than 15 barrels per day;

* Countries that import oil into the United States do not support federal,

state, and local government programs by paying state taxes, production taxes,

severance taxes or windfall profit taxes. The domestic industry has paid more

than $77 billion in windfall profits taxes alone since 1980. Imports have paid

none.

An oil import fee should be a temporary measure that can be used to counter the

"dumping" of cheap foreign oil on the world market by countries who control the

surplus supply and are currently participating in a strategy to increase

production in an effort to discipline other oil exporting nations.

Such a tariff system would not be a windfall for independent domestic producers,

but a measure designed to keep them alive and competitive in a world market by

capturing for domestic purposes some of the economic rent -- the difference

between selling price and production costs -- now going to oil exporting

countries and shifting to foreign producers part of the cost burden of

maintaining import flow into the United States.

Domestic reserves must be maintained to avert embargo risks. Both domestic

producers and consumers should be protected from the extreme fluctuations in the

world oil market created by the whims of nations who would undermine our goal of

ensuring a consistent supply of adequate and affordable energy.

In the 1970's, in order to protect consumers from the shock of huge price

increases and to keep the domestic industry from becoming too profitable,

Congress imposed the windfall profits tax on domestic producers. Now we need
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the reverse of the windfall profits tax; we need to protect consumers from the

consequences of severe price declines. Congress must determine a stabilizing

price level for crude oil that will allow producers to maintain a domestic

petroleum industry capable of minimizing reliance on foreign oil. So long as

the exporting countries' incremental producing costs do not exceed the U.S.

benchmark price less the import fee, competition will lead the exporting

countries to absorb at least a portion of the fee, leaving the world price (the

price outside the U.S.) substantially lower than it would have been without the

fee. Such an outcome would be favorable to the U.S. economy as a whole.

Foreign producers would be paying a tax to the U.S., at little or no added

expense to U.S. consumers.

The best guarantee against "hijack" prices in the future is to keep the

infrastructure of the industry diversified so that independent producers and the

service industry can survive. If domestic exploration and production collapses,

we may well see only a few international oil companies -- many of them owned by

foreign governments who have no regard for the kierican consumer -- controlling

the price and supply of oil.

Just as overdependence on imports adversely affects our nation's consumers and

producers, other important factors of our economy also suffer. For example, in

Texas, economists at Southern Methodist University have predicted in a study

recently released by our own Senator Lloyd Bentsen that Texans could lose

250,000 Jobs and $30 billion in purchasing power over the next three to five

years if oil prices settle at $15 per barrel. The primary victims will be small

businesses, Texas banks, and blue and white-collar employees.
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Having discussed the economic reasons for needing a secure domestic oil and gas

industry, I would now like to move briefly to the strategic reasons why we need

a stable domestic industry. Simply, the domestic oil and gas industry is a

defense industry, and is vital to the survival cf our nation. The Department of

Defense is the nation's largest consumer of petroleum, even in peace time, and

use is projected to quadruple in the event of war.

Tank.s, airplanes and ships require petroleum to operate. Currently, U.S.

planes, ships and land vehicles consume more fuel than they did in 1975 when

concern was expressed about supply interruptions. What is the sense in

advocating an annual $260 billion plus defense budget, if we don't have a secure

supply of energy to operate our strategic machinery?

Now I realize that we've got plenty of oil for the military to 'un a war -- the

military will get their oil. So, America's military security is not in danger.

But where will the Defense Department get its oil in time of shortages? Like a

900 pound gorilla, anywhere it wants to -- from you, me, airlines,

manufacturers, etc. And that's how Anerica's economic security is affected.

The economy is a factor in national security, too -- just like defense. Our

defense needs will be satisfied in times of oil shortages by robbing the

economy.

The President and Congress have set a precedent for protecting national security

through certain policies. For example, President Reagan and the Congress have

agreed that the United States will not allow critical military equipment, such

as naval vessels, to be contructed in foreign countries (10 U.S.C. 7300).
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I notice no one has suggested we disband the Army, Navy, Air Force and Marines

and rely on the free market to supply mercenaries at the cheapest available

price to defend our shores. Think of the money that would save -- we could

eliminate the budget deficit by liquidating the Department of Defense. But

that's ridiculous. We all realize we must pay for preparedness. Well, I say it

is just as important to our national security to have a secure supply of

domestic petroleum to operate our military equipment and fuel our economy.

The Soviet Union, a leader in world oil production, is not dependent on imports.

The petroleum balance, frequently overlooked in discussions of the strategic

balance between the United States and the Soviet Union, has tilted toward the

USSR because of its self-sufficiency and export leverage. Further, by

Increasing oil imports, the United States could very well strain relations with

less richly endowed allies who resent the United States' unwillingness to fully

develop domestic energy resources and doubt Anerica's ability to honor

cormitments in an oil crisis.

TIPRO believes that a sound national energy policy requires that an import fee

on crude oil and petroleum products be adopted, in addition to the retention of

existing incentives for oil and gas well drilling in the United States. This is

planning ahead for the military and economic security of America and the free

world.

Americans have had it so good for so long in this country that many of us think

God guaranteed all this energy to us forever at cheaper than replacement costs.

That's just not so. The U.S drilling rig count continues its precipitous

decline. With oil prices weakening further, Hughes Tool Company counted 1376

active rigs in the United States last week, off 37 percent from a year earlier.
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That total is the lowest in more than a decade and is predicted to drop even

further.

We independent producers have had the responsibility of discovering almost 90

percent of the oil and gas produced In this country. Some of us are now

accepting the responsibility of informing our nation about the dangers of

increased reliance on petroleum imports, not only for the sake of our own

industry, but most importantly for the w-ell-being of all Americans.

I thank you for the opportunity to tell our story today, and appreciate the

support that you, Mr. Chairman, and many of the menmers of your Committee have

given us on this issue. I would be happy at this time to answer any questions

that you might have regarding TIPRO's position on an oil import fee.
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Mr. Chairman:

Members of the Committee:

My name is Mickey D. Smith. I am President of East

Texas Producers & Royalty Owners Association, a non-profit

oil and gas industry trade association covering 76 counties

in East Texas, based in Longview, Texas. Our membership

consists of independent oil and gas producers, individual

royalty owners, service-related companies and other businesses

who are dependent on the stability of oil and gas production

and marketing for their economic well-being. Like you, I

share a growing concern for our nation's economic well-being



307

and national security. I am a businessman, and it is my

privilege to serve as Mayor of the City of Kilgore, Texas.

I join with many of the distinguished members of Congress

in urging support of a tariff on imported oil. At a time

when our federal deficit must be cut $55 Billion, a $5 a

barrel tariff on foreign oil would bring in about $18 Billion

each biennium. As noted in an editorial appearing in the New

York Times on December 24, 1985: "An import fee offers

additional benefits. Most taxes, even if necessary for

revenue, are wasteful because they drive a wedge between real

costs and prices, discouraging effort and reducing, demand.

But an oil import fee would actually improve efficiency,

forcing consumers to absorb the hidden costs of dependence on

unstable foreign supplies." In 1984 energy imports accounted

for 45.3% of the nation's entire total trade deficit.

Currently, the five million barrels of crude oil entering

this country every day is taxed at a scant 50 cents a barrel

and refined products at less than two cents a gallon -- far

from equal to the levies on domestic products.

Imported oil and imported refined oil products have

brought the domestic oil industry literally to its knees.

Over the past three years, more than 130 U. S. refineries

have closed, most driven out of business by OPEC refineries

with access to cheap, subsidized oil.

-2-
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The economy in Southeast Texas, the Houston/Beaumont area,

is in shambles because of refinery closings in that area. A

study by Lamar University found that more than 54,000 manufac-

turing jobs, all related to petroleum, have been wiped out

over the last five years on the Texas Gulf Coast alone.

The argument that an import fee hike would move the U. S.

into protectionism can be discounted. Each of you is well

aware of the fact that essentially all of the foreign oil

entering our country is produced and sold through government-

sponsored cartels. Cartels are expressly prohibited by law

in our nation. We are decidedly at a competitive disadvantage.

There has been no order in the marketplace since OPEC imposed

its embargo in 1973. For the past 12 years, the world has

suffered from an artificial price structure set up by OPEC,

and now is the time to turn the table.

Let me point out that the import tax would increase

demand for domestic oil, creating jobs and revenue. For our

national security, new oil reserves are critical. You may or

may not be aware that East Texas produced 85% of the oil

necessary for the Allied War effort during World War II. Our

own Interior Secretary, Donald Hodel, made the following

statement several months back in the U. S. News and World

Report:

-3-
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America will have to find 32 billion barrels of new

oil reserves during the next 10 years just to keep

domestic production at current levels. If exploration

and discovery continue merely at current rates, domestic

production will decline by almost 2% annually through

the rest of this century."

Do not be deceived into believing that you are preserving

a national resource of oil by curtailing its production. If

the independent producer is forced to the wall by further

curtailed production and reduced revenues, additional wells

must be abandoned. According to the National Stripper Well

Survey compiled by the Interstate Oil Compact Commission,

14,000 stripper wells -- those capable of producing 10 barrels

of oil per day or less -- were abandoned in the year 1984.

In that year, stripper wells produced 463,459,000 barrels of

oil and accounted for approximately 15% of the nation's total

oil production and about 70% of the total number of U. S.

oilwells.

"Every barrel of oil resulting from a longer life of

stripper wells means the United States will reduce its depen-

dence on overseas imports by a similar amount." said R.

Harlan Krumme, President of the National Stripper Well

Association. We cannot jeopardize our national security and

-4-
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our national economy by forcing abandonment of th.ern wells

because of the glut of foreign oil produced by cartels.

I respectfully submit that the time for action is now.

Our nation needs the tax revenues. Our oil-related industries

need an incentive to discover the required domestic oil

reserves and create jobs and revenues. And our national

security requires the discovery and continuation of our

nation's oil and gas reserves.

-5-
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Mr. HUNT. Last summer, TIPRO adopted a national energy secu-
rity and conservation policy which calls for, among other things, a
fee on crude oil and petroleum products imported into the United
States. We were not motivated by a revenue purpose, but for na-
tional security purposes, the military and economic security of
America.

Well, I have been ridiculed, brow-beaten, cajoled, called a simple-
ton and everything for citing national security and national de-
fense as an argument. I have been asked that didn't I realize the
military would get all the fuel it needed to wage and conduct a
war. Well, I do realize that, but where will it get it? Like the 900-
pound gorilla, it will get it from any place it wants to--from the
domestic airlines, from this economy-and we will reek the same
kind of havoc we did in the 1970's.

In 1973, the Arab oil embargo showed us how the American econ-
omy could be controlled by foreigners. So the Government took
steps to protect us from being vulnerable again. Federal programs
were put into place, the Synfuels Corp., the strategic petroleum re-
serve, military protection of shipping lanes. U.S. taxpayers began
paying a tax to pay the cost of protecting imported oil through
these programs. In fact, billions of dollars of tax, and the payment
still goes on.

When oil prices began rising, Congress passed the windfall prof-
its tax t6 protect consumers from the shock of rising oil prices and
to keep the domestic producers from profiting from the windfall.
U.S. industry has paid $77 billion in windfall profit tax since 1980.
Foreign producers have paid none. It is time they do.

We need the reverse of a windfall profit tax mentality to protect
consumers from the shock of price decline. Otherwise, we face dis-
mantling the U.S. oil and gas industry, the independents and the
service companies, and becoming 100 percent dependent on im-
ports. The result-$100 OPEC oil in the future perhaps.

This is pretty simple logic to me. I watched the President last
night. I read the papers. I know that during a Senator's single
term of 6 years this Nation will go along with over $1 1/2 trillion of
defense spending. We recognize that we must pay for preparedness,
to be ready. In order to avert war, we have got to be prepared to do
so in order to gain the right to have peace.

President Reagan last night pleaded with us to understand the
need to be prepared for war in order to preserve peace. And he
quoted George Washington.

Well, the President and the Congress have set precedents in a
law passed in President Reagan's first term that prevented the con-
struction of naval vessels in foreign yards. Certain strategic things
are just not left up to the free market. The President spoke of Rus-
sia's superiority. They are certainly not dependent on foreign oil or
imports.

We simply cannot rely on the market place especially in matters
of strategic importance. I wonder if the economists feel that it
makes sense if we had zero U.S. production. I doubt that. So some-
where between zero and where we are today, something must be
done.

And so what? We need an oil import fee to show the world our
resolve to assure some minimum level of U.S. production to go
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along with our huge defense spending; not to raise revenues neces-
sarily, but to help provide stability for the economic security of
America, like the Wallop-Bentsen bill-a temporary, variable fee
tied to a floor price with no exceptions. We will overcome the bu-
reaucracy concerns that way.

It is hard for me to imagine how consumers are suffering even at
a $22 oil price having been subjected to $38 oil. That is a 42-percent
decrease in oil prices.

I endorse Mr. Singer's earlier suggestions as an economist who at
least recognized the difference between oil as a commodity and
manufactured goods. The other economists seemed to be caught up
in the euphoria of lower oil prices, which sort of reminds me of the
movie about the man who sells his soul to the devil. In the end
when the devil comes back, he regrets that he has done that.

Mr. Hall, also an economist who spoke earlier, talked about con-
ditions in the Texas oil industry. It is quite apparent to me he is
not an expert on that. He quoted $20 posted prices. I sell it every-
day between $14 and $16.

May I go on, Mr. Chairman?
Senator WALLOP. Yes.
Mr. HUNT. Perhaps it would be easier if we thought about drink-

ing water. If we had an unreliable or unhealthy dependence on im-
ported drinking water, despite all the economists' arguments to the
contrary, Congress would do something about it because it is easy
to understand thirst. Well, I think this oil import fee would reduce
our ability-as the economists say-to compete with foreign manu-
facturers. Well, so does labor, but no one is suggesting that we
lower our standards of living and break up the labor unions and do
things of that nature that would reduce labor costs so manufactur-
ers can compete with foreign manufacturers better.

I would like to close by just mentioning a couple of ratios we use
in our business. The risk reward ratio you know about. The aggra-
vation reward ratio is one we have and that is what is causing in-
dependents to leave the business.

The risk reward ratio is worthy of mention because if we risk our
national security for the rewards, these temporary rewards, of arti-
ficially low oil prices and we are wrong about it, it could be fatal to
America and the free world.

Thank you.
Senator WALLOP. Thank you, Mr. Hunt.
Mr. Januacek.

STATEMENT OF GEORGE JANDACEK, VICE CHAIRMAN, CROWN
CENTRAL PETROLEUM, BALTIMORE, MD, ON BEHALF OF THE
INDEPENDENT REFINERS COALITION, AND THE AMERICAN IN-
DEPENDENT REFINERS ASSOCIATION
Mr. JANDACEK. Thank you, Mr. Chairman.
I appear here today in my capacity as chairman of the Independ-

ent Refiners Coalition. However, I am offering testimony on behalf
of both the IRC and the American Independent Refiners Associa-
tion. An emergency prevented Mr. James Lopeman, the Trade As-
sociation president from testifying. However, Mr. Ray Brag, the as-
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sociation executive director, and I will be glad to respond to any
questions you may wish to ask regarding our testimony.

Our coalition represents one-half of the independent refining ca-
pacity in the United States. We appreciate this opportunity to
present our views on the proposed imposition of an oil and refined
product import fee.

The decision to impose a fee will ultimately be based on the polit-
ical and economic judgment of Congress and the administration.
While at this time we take no position for or against import fee
legislation in general, we have, for the purposes of this testimony,
assumed that a fee will be levied. On that basis, we will discuss the
impact of S. 1997 and S. 1507 on the domestic refining industry.

It is to the credit of Senators Wallop, Boren, and Bentsen that
their bills recognized the need for a higher fee on product imports
than on crude oil imports. The U.S. refiner operating costs will
automatically increase due to a crude oil import fee which simply
adds to the environmental cost of U.S. operations which are al-
ready greater than those of our foreign competitors.

U.S. refiners use about 10 percent of the energy in a barrel of
crude oil to convert it into products. Thus, operating costs will rise
by 10 percent of the import fee on crude oil. Working capital costs
and inventories required to operate the refine,.y will increase by
about 1 percent. Therefore, based on these calculations, the product
import fee should be approximately 111 percent of the crude oil
import fee to avoid legislating an automatic operating cost disad-
vantage for U.S. refiners.

Our written statement also quantifies the U.S. environmental
and lead phase-down cost advantages available to foreign refiners.
Since 1980, the U.S. refining industry has paid an average of $21/2
billion a year in air and water pollution control costs. In addition,
the slow pace of lead phase down in other nations provides their
refiners with a significant cost advantage to export gasoline to the
United States.

To offset these inequalities, we calculate that the product import
should pay an additional $2.30 a barrel in environmental offsets.
Thus, the total fee on imported products should be approximately
111 percent from the crude oil fee plus about $2.30 to offset envi-
ronmental disparities.

We cannot recommend any exemptions from import fees for spe-
cific foreign oil producers or for specific product imports. The ex-
emption of specific product imports, such as home heating oil,
would increase imports of that product and produce massive, un-
avoidable losses for U.S. refiners.

In addition, this foreign cost advantage would not be passed
through to U.S. consumers of heating oil. The foreign refiners
would simply set their prices just low enough to out compete the
higher cost U.S. products and pocket the difference. If exemptions
are necessary, the fee should be charged at the border and then re-
bated to final users. This rebate would give more of the savings to
consumers than would the exemption. This approach is similar to
that proposed in S. 1507.

If any product imports are exempted from the fee, the fee on
nonexempted products must increase proportionately as detailed in
the table on page 12 of our written statement. To remain competi-
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tive in world markets, no U.S. petroleum exports should bear any
cost of an import fee.

Now we recognize that other methods could be used to calculate
the differential on product imports. We have identified only the
most obvious factors that must be offset in import fee legislation.
We have taken what we believe is the simplest and least disruptive
approach to calculating an import fee. The level of the higher prod-
uct differential' identified in our testimony is only one approach. It
is not the only answer, but, it is the best first answer we can give
the committee today.

We would appreciate the opportunity to work with the commit-
tee to develop appropriate levels of product fees.

The longer term survival of the U.S. refining industry is depend-
ent on the basic.energy and tax policy adopted by the Congress, but
our immediate economic survival is dependent on not being placed
at a further competitive disadvantage with foreign refiners by your
actions on this issue.

From an energy policy standpoint, we wish to emphasize that the
proposed import fee legislation will not offset unfair trading prac-
tices of foreign competitors, nor will it diminish the threat to na-
tional security by increasing imports of gasoline and other refined
products.

Our testimony today addresses only additional problems in cost
inherent in an oil import fee and environmental legislation already
in place.

Mr. Brag and I would be pleased to answer your questions at the
appropriate time.

Senator WALLOP. Thank you, Mr. Jandacek.
[The prepared written statement of Mr. Jandacek follows:]
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STATEMENT OF GEORGE JANDACEK
CHAIRMAN OF THE INDEPENDENT REFINERS COALITION

AND JAMES H. LOPEMAN
PRESIDENT OF THE AMERICAN INDEPENDENT REFINERS ASSOCIATION

CONCERNING S. 1997 and S. 1507
BEFORE THE ENERGY SUBCOMMITTEE
OF THE SENATE FINANCE COMMITTEE

UNITED STATES SENATE

February 27, 1986

Mr. Chairman and Members of the Subcommittee:

I am George Jandacek, Vice-chairman of Crown Central Petroleum Corporation

of Baltimore, Maryland. I appear here today in my capacity as Chairman of the

Independent Refiners Coalition, which represents 34 independent refining

companLes, including the American Independent Refiners Association (AIRA), a

trade association. With me today is .ames H. Lopeman, President of MacMillan

Ring-Free Oil Company, Inc. Mr. Lopeman appears in his capacity as President

of the American Independent Refiners Association. Our coalition represents

over two million barrels a day of U.S. refining capacity.

We appreciate this opportunity to present our views on the imposition of

an oil import fee on petroleum and petroleum products. We specifically

address S. 1997, introduced by Senators Wallop and Bentsen, and S. 1507,

introduced by Senators Boren and Bentsen. Beyond a brief discussion of the

larger effects of the proposals, our testimony concentrates on the impact of

the proposed legislation on the U.S. refining industry.

The decision on a" crude oil and product import fee is a political and

economic judgement for the Congress and the Administration. It affects energy

policy, national security, tax and budget policy. At this time, we take no

position for or against import fee legislation in general. For purposes of

60-592 0 - 86 - 11
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our testimony at this hearing, we have assumed that an import fee will be

adopted.

Our testimony is directed at the need for a higher fee on imported refined

products. we want to state the obvious at the outset, however. An import fee

on crude oil alone, or exempting some products like home heating oil from any

fee at all, would be devastating to the domestic refining industry.

The importance of domestic energy industries to the overall economic,

energy and national security considerations of the United States is beyond

dispute. We commend the Senators who are grappling with the difficult task of

limiting the adverse effects upon these industries caused by the chaotic world

oil situation. While lower energy prices can be a boon, the failure to

recognize that they also have serious consequences for millions of Americans

and for a major portion of our economy could, in the future, turn the boom

into a bust.

The sponsors of the legislation we will discuss today are acutely aware of

the problems which are rising as energy prices decline. Very few people will

dispute the positive effects of the decline. But many people apparently do

not understand, or do not remember, that greater U.S. energy independence

since the 1970s has been achieved at a very high price, and that the erosion

of that greater independence will also bear a very high price. Imposing a fee

on petroleum imports will allow the U.S. Government to receive some benefit

from the declining prices, while cushioning the impact of the price decline on

our ability to produce energy.

The bills being considered today each share an important realization:

that, in order to prevent major damage to the domestic refining industry, it

is essential that a higher fee be imposed on refined petroleum product imports

than on the crude oil used to make them. Our purpose here is to clarify the



317

-3-

nee-' for this higher product differential, and to provide our analysis of what

that differential should be. Our testimony will describe and quantify the

distinct elements which should comprise the higher differential on imports of

refitied products.

At the outset, we realize that political pressures could exempt some oil

imports or refined products from the import fee. We urge you not to grant any

exemptions. Exemptions for crude oil or other feedstocks will undermine the

revenue aspects of the legislation and open the floodgates for special

treatment on a country-by-country basis. Product exemptions will result in

market distortions, increase imports of exempted products and diminish U.S.

production of the exempted products. The ultimate purchasers of exempted

products will become increasingly dependent on foreign sources. Overall

dependence on imports will increase. Exemptions will also diminish revenues

from the fee. if exemptions are inevitable, the fee should still be collected

at the border and rebated as needed. An import fee could make U.S. petroleum

product exports non-competitive in world markets. Therefore, it is critical

that tnose product exports do not carry any of the economic costs of an import

fee. A rebate should be granted for exports of petroleum and petroleum

products.

We have identified three areas where the proposals need fine-tuning to

achieve their intended result:

o Operating Costs -- the proposals, in current form, will increase
U.S. refinery operating costs in relation to those of other world
refiners;

o Environmental Offsets -- under certain conditions, the proposals
will not offset the environmental cost disadvantage borne by U.S.
refiners which is not borne by our foreign competitors; and

o Exemptions -- exempting specific products or specific foreign oil
producers from the fee will result in market distortion and diminish
U.S. production of the exempted products. In addition to causing an
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increase in imports of those products, such exemptions would be a
U.S. Government grant of an unfair production cost advantage to
foreign refiners. Any exemptions will require higher fees to be
imposed on unexempted products to prevent a legislated economic loss
for U.S. refiners. Finally, exemptions will reduce revenues
generated by the bills.

Our testimony offers solutions to these considerations, which easily could

be incorporated in the bills. These considerations are critical to the

survival of U.S. refiners. We have testified previously that U.S. refiners

are plagued by unfairly-traded imports from government-owned and supplied

refineries overseas. Increasing imports of gasoline and other refined

products have resulted in the shutdown of U.S. refineries since 1983.

Diversion of product exports due to tariff and non-tariff barriers existing in

the other major consuming nations continue to exert intense pressure on

refiners operating in the U.S. market. According to data published in the

1984 British Petroleum Statistical Review of World Energy, the U.S. refining

self-sufficiency ratio is now the lowest of any world region (Chart A).

Additional cost disadvantages caused by improperly designed import fees will

result in further shutdowns and increased dependence on refined product

imports.

OIL PRICE DECLINE THREATENS INDEPENDENT OIL PRODUCTION

From an energy policy standpoint, the sudden price decline is problematic

-- in some respects it is dangerous. The fall in world crude oil prices will

certainly cause a more precipitous decline in domestic exploration and

production. Most immediately threatened is the production of approximately

one million barrels a day of oil from stripper wells. Much of this production

is supplied by independent producers, who supply the bulk of independent
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refiners' domestic crude oil supplies. The viability of these independent

producers is critical to the operations of independent refiners nationwide.

The immediate effect of reduced domestic crude supplies will be greater

dependence on oil imports to replace lost domestic production. As demand

increases in the future while domestic production continues to slide, it is

highly probable that more and more of the petroleum imports will be in the

form of refined products; this will shut down more U.S. refineries and create

a greater national security problem than the increase in crude oil imports.

IMPACT OF TBE PROPOSED LEGISLATION ON U.S. REFINERS

If an import fee is adopted by the Congress, such legislation should

reflect a higher differential for refined products. If the differential is

not included, foreign refiners will automatically be granted a major

production cost advantage. If certain refined products are excluded, U.S.

refinery economics will be disrupted, resulting in further U.S. refinery

shutdowns. The independent refining sector will be most severely affected.

Whether import fee legislation is finally adopted or not, the Congress

should correct the environmental cost inequities which result from

environmental costs levied on U.S. refiners but not on foreign refiners.

Mr. Chairman, we also feel obligated to comment on another much-discussed

version of an energy tax -- a new excise tax on gasoline. As in the case of

an import fee, there is equal concern within the industry about the

ramifications of a gasoline excise tax. Therefore, we feel that any gasoline

excise tax proposal should be given the same careful scrutiny that you are

giving the oil import fee proposals. For example, refiners of gasoline fear

this tax could also levy a severe burden on the domestic refining industry, by
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causing us to contend with unfair foreign competition for a share of a U.S.

market which would shrink due to the tax. This implies, and experience at the

State level bears out, that market forces could hinder the tax pass-through.

If this happened, it would cause our industry to absorb some part of an excise

tax of the type and magnitude under discussion. However, there are differing

opinions about a gasoline excise tax within the refining industry.

The following portion of our testimony Is technical, so we need to define

some terms. The terms "crude oil* and Ofeedstock* are used interchangably.

They refer to petroleum that is purchased for further processing such as

cracking, distillation or reforming. "Products" and "blendstocks= are

petroleum that is purchased for direct consumer uses and simple blending into

consumer products.

For subsequent discussion purposes, based on the current $15 per barrel

spot price of crude oil, the oil import fee in S. 1997 would be about $7 per

barrel. The fee in S. 1507 would be about $5 per barrel.

Operating Costa for U.S. Refiners Will Increase

1. Fuel Costs

U.S. refiners use energy equivalent to 10 percent of their crude oil
to convert crude oil to refined products. Of this 10 percent, about
two-thirds derives directly from crude oil. A fee which increases
crude oil prices to U.S. refiners would increase U.S. production
costs relative to foreign costs.

In 1984, U.S. refiners used 2.67 quadrillion STUS to convert 12 million

barrels per day of crude oil to refined products (Chart B). According to the

BNA Energy Report (10-24-85), U.S. refiners have increased energy efficiency

by 27 percent since 1972. However, they still need approximately 10 percent
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of the energy content of crude oil to convert crude oil into refined

products. Two-thirds of this energy is derived directly from the crude oil

itself. The cost of other fuel sources, natural gas, coal and electricity,

will respond directionally to the imposition of the crude oil import fee.

A $7 per-barrel fee on crude nil would increase U.S. refinery fuel costs

by $.70 per barrel. A $5 per barrel fee would increase refinery fuel costs by

$.50 per barrel. This translates directly into a production cost advantage

for foreign refiners who do not pay such a feedstock fee. To offset this

competitive advantage, fees on imported products need to be 110 percent of the

fee on crude oil.

2. U.S. Refiners' Working Capital Costs W'11 Be Increased

Paying above-world oil prices increases the cost of inventory,
raising working capital requirements and interest payments for U.S.
refiners, again leaving foreign refiners unaffected.

Despite incentives to reduce inventories, such as high interest rates and

falling oil prices, U.S. refiners have carried on-site inventories equal to

about 35 times their average refining runs since 1981 (Chart C). The

inability to reduce this stock level indicates that the minimum on-site

inventory requirement is 35 barrels for every barrel which is refined.

To carry adequate inventories, nearly all refiners must borrow money.

Major integrated oil companies probably pay prime rate. Independent refiners

typically pay prime plus one or two points. Thus, a $7 import fee would cause

a U.S. refinery to need $245 more working capital for every barrel of oil it

refines. Assuming a 10 percent interest rate, working capital charges would

increase by about 7 cents per barrel. A $5 per-barrel import fee would cause a

U.S. refinery to need $175 more working capital for every barrel refined. At
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a 10 percent interest rate, working capital charges would increase by about 5

cents per barrel. Foreign refiners would not bear this cost. To offset this

U.S. disadvantage, Congress must tax imported products about 1 percent more

than imported crude oil.

existing Environmental Cost Disparities Disadvantage U.S. Refiners

3. Air and Water Pollution Control Expenditures

U.S. refiners have psid $2.5 billion annually in air and water
pollution control costs since 1980. Foreign refiners exporting to
our market do not bear these costs. This inequity must be corrected.

According to the American Petroleum Institute, environmental conservation

expenditures by the U.S. refining industry have averaged $2.5 billion annually

since 1980 (Chart D). This amounts to about $.57 per barrel of crude oil

processed, or 2.5 cents per gallon of gasoline produced. This cost is

independent of the fee level. A March, 1985, Congressional Budget Office

(CBO) study, *Environmental Regulation and Economic Efficiency," showed that

other countries were not only spending fewer absolute dollars on pollution'

control than the U.S., but that they were spending a lower percentage of their

Gross Domestic Product (Chart E). While the data on environmental

expenditures is quite spotty in the CBO report, it leads to the conclusion

that the cost of meeting U.S. environmental regulations puts U.S. refiners at

a competitive disadvantage. To offset this handicap, product taxes need to be

8.57 per barrel more than crude oil feedstock taxes.
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4. U.S. Lead Phasedown Costs Create Competitive Disadvantage

New U.S. expenditures to meet EPA's U.S. lead phase-down
requirements have provided a major production cost advantage to
foreign refiners that do not have to limit lead use.

-'p is quickened the pace of lead phasedown in the United States. EPA'S

estimate of the cost of reducing lead use in gasoline from 1.1 grams per

gallon to .1 grams per gallon is $2 billion per year in addition to the $2.5

billion in air and water pollution costs. However, this does not represent

the full competitive disadvantage created by unilateral lead phasedown.

There is a popular misconception thAt gasoline is produced as a single

product, and that if it meets U.S. specifications on octane and lead useage,

then it must have similar production costs. This is not true. Refiners

worldwide produce gasoline as components, which .re blended to meet customer

specifications. This universal production procedure enables foreign refiners

to use lower-cost, lead-derived octanes in the gasoline they consume

domestically and free up higher octane components and unleaded gasoline for

the U.S. market, where octane costs are much higher. With the exception of

Japan, all countries allow more lead use than the United States (Chart F).

Refiners in many nations continue to use over 3 grams of lead per gallon

of gasoline. In the United States, refiners can use only 0.1 grams of lead

per gallon. All gasoline produced in the U.S. must be no or low-lead. In the

simplest possible terms, this means that the cheapest production method --

using lead -- is exhausted early in the refining process. After that, the

cost of producing octanes without lead increases. The slow pace of lead

phasedown in other nations has created a significant production cost advantage

for foreign refiners of about 9 cents a gallon, or about $1.75 per barrel of

crude oil processed (Charts G and H). Until foreign nations reduce their
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allowable lead usage, Congress must offset this foreign advantage if it wants

an adequate U.S. refining industry.

5. Superfund Legislation Could Affect U.S. Refiners

superfund legislation has not yet been finalized. U.S. refiners
would prefer the imposition of a broad-based tax. Whatever form
Superfund takes, it must recognize fuel and working capital costs.

The U.S. refining industry recognizes the need for a clean environment.

However, from the competitive standpoint, the industry cannot afford a direct

burden which foreign competitors in the U.S. market do not pay. These

inequities promote refined product exports to the United States. Superfund,

in its final form, must recognize the same fuel and working capital costs

which the import fee legislation should recognize, or else the import fee

needs to offset Superfund.

Summary of Offsets

Assuming that all imported products pay fees, we can summarize the

offsets required for the U.S. refining industry to 1) break even on the crude

oil import fee, and 2) recover environmental cost expenditures not borne by

foreign refiners that compete in the U.S. market.

Because fuel and working capital costs vary with the absolute level of

the crude oil fee, product fees should be proportional to crude oil fees if

U.S. refiners are to break even under the fee. TO offset the increased fuel

cost, product fees need to be 10 percent more than crude oil fees. To offset

the increased working capital costs, product fees need to be I percent more

than the crude oil fee. Therefore, product fees must be at least 111 percent
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of the crude oil fee to offset operating cost increases caused by the

legislation.

The 9 cent-per-gallon gasoline production cost disadvantage created by

lead phasedown is equivalent to $1.75 per barrel of crude oil processed and is

additive to the historical S.57 per-barrel air and water pollution control

expenditure. Therefore, in addition to the 111 percent of feedstock fee, a

$2.32 per-barrel environmental cost offset should be collected on all imported

products to offset this artificial advantage.

In short, assuming that all imported products pay fees, product fees

should equal 111 percent of feedstock fee plus $2.32 per barrel.

For example, a $ crude oil import fee would result in a $10.09 per-

barrel fee on products: $7.77 to recover fuel and working capital charges and

$2.32 to offset higher U.S. environmental costs. For a $5 crude oil import

fee, the product fee to allow U.S. refiners to break even would be $7.87 per

barrel: $5.55 to recover fuel and working capital charges and $2.32 to offset

environmental costs.

From the viewpoint of domestic refiners, the environmental offset is an

absolute necessity whether import fee legislation is passed or not. It must

be emphasized that the U.S. refining-industry is asking only for an offset to

legislation-induced cost increases. Adoption of these measures will not

producP Owindfall' refining margins.

6. Exemptions of Certain Products Would Mandate Changes in Bills

If any refined products are exempted or allowed to pay fees below
the crude oil fee, the fee on the remaining product slate sust be
increased proportionately. Failure to do so would Increase
product imports at the expense of U.S. refining capacity.
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We do not support the exemption of any product import from a fee. We

wish to emphasize that the cost offsets we have described are Obreakeven'

offsets. If any portion of the product barrel is exempted, the market price

of the exempted product will be tied to the world oil price; U.S. refiners

will be unable to recover any of the increased costs of producing the exempted

products. Therefore, the fee on non-exempted products will have to increase

proportionately as shown below, in order to avoid legislating economic losses

for U.S.'refiners.

Percent of U.S. Product Product Tax Formula Required for
Slate Exempted Breakeven

0 Ill % of crude oil tax plus $2.32 per bbl
10 123 % of crude oil tax plus $2.58 per bbl
20 139 % of crude oil tax plus $2.90 per bbl
30 159 % of crude oil tax plus $3.31 per bbl
40 185 % of crude oil tax plus $3.87 per bbl
50 222 % of crude oil tax plus $4.64 per bbl

Obviously, the exemption of any product would cause the remaining

products to bear a higher fee. If the crude oil fee was $7 per barrel today

and no refined products were exempt, the product fee would have to be $10.09

per barrel. However, in drafting S. 1997, some products were exempted. By

the time all the importers of kerosene, kerosene-let fuel, diesel fuel,

distillate, residual fuel oil, asphalt and road oil declare their product to

be home heating oil, process fuel or residual fuel oil, 30 - 40 percent of the

U.S. refined product slate could be exempt from both the crude fee and the

environmental offset. If 30 percent of imported products paid no fee, the

breakeven fee on remaining products would have to be $14.44 per barrel. In

the 40 percent-exempt case, the fee on product imports would have to be $16.82

per barrel. Thus, the $3 per barrel environmental offset could be

insufficient to avoid mandating economic losses for U.S. refiners.
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This complication leads us to support no exemptions for any product

imports. If exemptions must be granted, a fee should still be collected on

all product imports -- with rebates provided to users of exempted products

similar to what is proposed in S. 1507.

Summary Comments on S. 1507 and S. 1997

The impact of S. 1507 at lov product and crude import prices is positive

for U.S. refiners. This is true because the fee is collected on all crude oil

and refined products as they are imported. The bill provides for rebates

instead of exemptions, which will not disrupt U.S. refinery economics to the

same degree as exemptions. In addition, at the current level of crude and

product import prices, S. 1507 will effectively offset higher U.S.

environmental costs. However, there are two problems with S. 1507: the

impact on U.S. refinery margins is both unstable and unpredictable when crude

and product prices are in the 125-$35 dollar range, and it does not assure the

environmental offset, which is necessary regardless of price (chart I).

To correct these problems, a provision requiring product fees to be no

less than $2.32 per barrel greater than feedstock fees should be added to

account for environmental and Lead phasedown expenditures by U.S. refiners

which are not borne by foreign competitors.

The effect of S. 1997 could be slightly positive at prices above $22 per

barrel of crude oil. However, due to the exemptions on certain products, the

$3 per barrel environmental offset can be inadequate, as we have explained

(see Chart I again). This could be corrected by eliminating exemptions or by

raising the fee in accordance with the portion of the product barrel which is

not subject to the fee.

Thank you. We would be pleased to answer any questions you may have.
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CHART A

1984 REFINING SELF- SUFFICIENCY RATIO
(PERCENT)

ISO
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Regional refining capacity as reported by 9P was multiplied by 0.85
to allow for maintenance downtime, seasonal demand fluctuations and
modest growth in refined product demand to get usable capacity.

* The usable refining capacity was divided by the regional oil consump-
tion as reported by BP to determine the "refining self-sufficiency
ratio."

Regions with refining self-sufficiency ratios below 1.0 cannot refine
all the oil they consume and have probably rationalized refining
capacity to the point where national security is impaired.

Using OP's data which overstates U.S. operating refinery capacity,
the U.S.A. has the worst ratio of all regions.

I If we use the 1984 year-end U.S.A.capacity, our ratio becomes 80.

* Congress and the Administration need to begin an immediate national
security (232) Investigation of refined product imports and domestic
refining capacity and formulate some sound energy policy.
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1984 U.S. REFINERY FUEL CONSUMPTION

Crude Oil
Distillate Fuel Oil
Residual Fuel Oil
Liquified Petroleum Gases
Natural Gas
Still Gas
Marketable Petroleum Coke
Catalyst Petroleum Coke
Coal
Purchased electricity
Purchased steam
Hydrogen
Other

Physical Units
153,000 barrels

1,41,000 barrels
18,814.000 barrels
8,419,000 barrels
673.330 KMcf
1,922.230,000 barrels
1,950,000 barrels
65,666,000 barrels
341,000 short tons
29,354 million KWH
30,635 million pounds
793 MQcf
1,527,000 barrels

Energy used per barrel of refinery input 0.556

Energy used per barrel of crude input 0.606

Energy used per barrel of total gasoline produced 1.131

Energy used per barrel of net gasoline produced 1.258

SOURCE: DOE/EIA Petroleum Supply Annual 1984

* With the exception of natural gas, coal and purchased electricity and steam.
the energy consumed comes directly from the feedstock.

- 65 Z of energy used changes as crude costs change
- 35 % of energy used can be assumed to change with crude cost

* Should a tax be levied upon imported crude oil and feedstocks, U.S. refinery
fuel costs viii increase while foreign refinery fuel costs remain at world
price levels.

" This creates a competitive disadvantage that Congress must offset should it
enact a tax on imported crude and feedstocks.

" Product feet need to be at least 10 percent sore than feedstock fees to offset
increased fuel costs.

Million Stu's
Per Unit
5.800
5182S

6,287
3.599
1,031
6.000
6.024
6.024
24.230
10,445
1,200

324
5,7%

million Stu's887,400
8,452.075

118,283,618
30,299,981
691,103,230

1,153,380,000
11,746,800
396,571.984
8.407,810

306,602,530
36,762,000

2S6,932
8,8501492

216U6482
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CHART C

WORKING INVENTORY REQUIREMENTS

STOCKS HELD
AT REFINERIES

(millions of barrels)

466.4

431.7

402. 5

394.7

407.8

420.6

REFINERY
CRUDE RUNS

(millions barrels/day)

12.470

11.774

11.685

12.044

11.973

11.999

STOCKS HELD

AT REFINERIES
(days)

37.4

36.7

34.4

32.8

34.1

35.1

o Refiners have large incentives to reduce stocks
- high interest rates
- expectations of falling oil prices.

o The failure to reduce stocks means these must be minimum working
inventories.

o An import tax increases the cost of carrying this required
inventory by 35 times the interest rate times the import tax.

o At a 10 percent interest rate, this translates into about a 1
percent increase in operating costs.

" Foreign refiners do not have to pay this cost and thereby gain a
competitive advantage.

o Product fees need to be at least 1 percent more than feedstock fees
to offset increased working capital costs.

DATE

12-31-81

12-31-82

12-31-83

12-31-84

11-30-85

AVERAGE
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CHART D

U.S. REFINING INDUSTRY
ENIiRONMENTAL CONSERVATION EXPENDITURES
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The above pollution control expenditures are based upon individual
oil company expenditures, as reported to the American Petroleum
Institute.

Since 1980 the refining Industry has spent over $2.5 billion per
year to preserve the U.S. environment.

* This is equivalent to 2.5 cents for every gallon of gasoline produced.

* Chart E shows that other countries pollution control expenditures
are considerably less than this one industry's expenditure.

This unilateral quest for a clean environment creates a competitive
disadvantage that should be offset.
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CHART E

POLLUTION CONTROL EXPENDITURES IN THE UNITED
STATES, CANADA. JAPAN, AND WEST GERMANY, 1973.
1982 (In billions of current dollars and a a percentage of gros
domestic product)

United States Canada Jaan , West Germany
Billions Per. Billions Per. Billions Per- Billions Per.

of centage of centage of centa# of centage
Year Dollars otODP Dollas f .oGDP Dollars of GDP DolLra of ODP

1973 4.9 0.38 0.13 0.1G 1.6 0.46 NA NA
1974 5.7 0.41 0.14 0.09 3.1 0.69 NA NA
1975 7.0 0.46 0.14 0.06 3.2 0.64 1.0 0.24
1976 7.2 0.43 0.14 0.06 2.7 0.47 1.0 0.21.
1977 7.3 0.38 0.05 0.03 1.7 0.22 1.1 0.18
1978 7.6 0.35 0.06 0.03 1.7 0.16 1.2 0.17
197 8.4 0.35 0.09 0.04 1.2 0.13 1.2 0.15
1980 9.2 0.36 NA NA 1.5 0.13 NA NA
1981 8.9 0.31 NA NA 2.0 0.17 NA NA
1982 8.5 0.28 NA NA NA NA NA NA

SOURCES: Congrmaional Budget Office. Exchange rates ad GDP data from lnteruatioal
Monetary Fund. Inaru ioesJ Fanimww Sat&stics (various years). Pollution
coatol expenditure data for United States from Department of Commerce. Bureau
of Ecosomic Analysis, Survy of Curreou Busnau (Jun 19i and June 1383).
Data for the other actions obtained from the respective embassies (193).

The data collected by the CBO is indeed spotty; but It shows that
U.S. manufactures may be at a competitive disadvantage due to U.S.
environmental preservation costs.

Per EPA's estimate, U.S. costs will increase $2 billion per year
under the new lead phasedown regulations.

Regardless
one cannot
operating

of one's beliefs concerning preserving our environment,
expect a domestic industry to thrive when they have large
cost components that foreign competitors do not face.
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CHART F

Africa"-ljeris

Egpt
Others

Middle East

Iraq
Israel
All Others

Far East
Japan
Taiwan
India
Pakis tan
Hong Kong
South Korea
Phillipines
Others

Australasia
Austrai

Mew Zealand

~tugal-rtUla I

Ireland

Spain
Yugoslavia
Czechoslovakia
Iron curtain
Britain
W. Germany
Denmark
Austria
Finland
Norway
Italy

Maximum Lead Usage Rates-GMS/Liter GM 5/cpsI .

0.77 2.91
0.40-0.8 1.51-3.18

0.84 3.18

0.56
0.79
0.162
0.84

0.32-0.41
0.56-0.80
0.1.2-0. 84

0.40
0.32
0.28
0.84

0.84

0.84

0.64

0.64.

0.1.8-0.65
0.60
0..0

Unknown
0.40
0.15

0.15-0.40
0.15
0.4*0

0.15-0.0
0.40

Sweden
Switzerland
Other Europe

fetico
Other Latin America

United States

CR/sr 09-24-85

0.15
0.15
0.10

0.77

0.70

0.84

0.03

2.12
2.99
1.59-
3.18

1.21-1.55
2.12-3.03
1.59-3.18

1.51
1.21
1.06
3.18

Comment a

Depending on grade.

Talking about lead reduction,
no timetable as yet.

Essentially unleaded.
Depending upon grade.
Depending upon grade.
Depending upon grade.

3.18 Beginning in 1986, nw cars
mst use unleaded.

3.18 Going to 0..5 gl/I on 7-1-85.

2.12

2.12

1.81-2.42
2.27
1.51

1.51
0.57

0.57-1.51
0.57
1.51

0.57-1.51
1.51

0.57
0.57
1.51

Going to 0.4 l/l on 1-1-86
to met EC standards.
Going to 0.4 gm/I on 1-1-06
to mest EC standards.
Depending upon grade.

Going to 0.15 g/I on 1-1-86.

Depending upon grade

Depending upon grade
Bill pending to require 95
octane unleaded availability
no more than 0.15 gm/l after
June 1, 1986, unleaded priced
10 percent below leaded and
and no more than 3 percent
benzene content. Considering
all unleaded later.

Talking about change by 1989
will include some unleaded.

2.91 WIll go to 0.29 gm/ on
1-1-87 recent average use was
0.49 se/l.

2.65
3.18 Some countries limit lead

content of regular grade
gasolines to 0.1. or 0.6 P/l.

0.10 $*Sinning 1-1-66.
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CHART G

COMPETITIVE DISADVANTAGE CREATED BY
U.S. LEAD PHASEDOWN

ICENIS PER GALLON GASOLINE)

_/

01 .1 1.0 1S 2.0 L 2 o &.517

MAXIMdUM LEAD USE LEVEL
GRAMS PER GALLON

The above competitive disadvantage is based upon the following
assumptions:

-typical lead response in gasoline blending
-lead cost of 0.7 cents per gram
-U.S. octane cost of 1 cent per gallon octane.

* The cost of reducing the allowable U.S. lead usage from 1.1 to 0.1
grams per gallon is between 5 and 6 cents per gallon.

-justifies trading value of lead rights
-consistent with EPA's cost analysis

" The disadvantage increases as the maximum lead use level of the
producing country Increases.

-at 3.17 grams per gallon of lead usage, the disadvantage is almost
9 cents per gallon

-this vill cause foreign refiners to produce gasoline for the U.S.
market and cause more U.S. refiners to shut down.

" Combine this disadvantage with the pollution expenditures and
proposed $3 per barrel the environmental offset fee in -the
Wallop-Sentsen Energy Policy, legislation may need to be increased.
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CHART H

HOW U.S. LEAD PHASEDOWN PROVIDES AN ADVANTAGE

TO FOREIGN GASOLINE AND BLENDSTOCK SUPPLIERS
IN THE U.S. MARKETPLACE

To produce 89 octane leaded regular gasoline for domestic consumption, a
foreign refiner using 3.18 grams of lead per gallon starts with a blend of
unleaded gasoline components with an octane of 77. By adding lead, he can
create the remaining 12 octanes to reach the 89 octane level for about 2 cents
worth of lead.

The U.S. refiner, who can use 0.1 grams of lead per gallon, can get only
one lead-derived octane and must have a blend of unleaded components with an
octane of 88. To make up the 11 octane difference with unleaded gasoline
blends, the U.S. refiner must resort to high cost technologies which create
octane at costs in excess of one cent each.

The foreign refiner simply buys about 2 cents worth of lead to use in his
domestic product and then, at no extra cost, simply changes the set points on-
the valves that divert high octane components to a high octane tank and low
octane components to a low octane tank, to which he adds the lead. Thus, the
foreign refiner is able to set aside an 88 octane blend of unleaded components
that cost him only 2 cents per gallon in additional production costs. The
foreign refiner then competes head-on wifh the lead-limited U.S. refiner who
is spending over 11 cents in additional processing costs to get an equivalent
blend.
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STATEMENT OF CARL BOLCH, JR., PRESIDENT, RACETRAC PE-
TROLEUM, AND FIRST VICE PRESIDENT, SOCIETY OF INDE-
PENDENT GASOLINE MARKETERS OF AMERICA, ATLANTA, GA
Senator WALLOP. Mr. Bolch.
Mr. BOLCH. Mr. Chairman, my name is Carl Bolch, Jr. I am

chairman of the board and president of Racetrac Petroleum in At-
lanta, GA. We operate retail gasoline stations in 12 southern
States.

I appear today on behalf of SIGMA, the Society of Independent
Gasoline Marketers of America. SIGMA is opposed to any tax on
imports, and, in particular, to any differential imposing a higher
tax on petroleum products than on crude oil.

Independent marketers and chain retailers are the most price
competitive segment of the retail gasoline market. SIGMA's mem-
bers obtain much wholesale supply from the same refiners against
which we compete. Access to foreign products is the most impor-
tant factor which assures that competitively priced wholesale prod-
uct is available. Imports function as an addition to total supply.
More important, imports induce competitive pricing by domestic re-
finers.

An oil import tax is not sound energy policy. It is an invitation
to repeat the mistakes of the past. The mandatory oil import pro-
gram of the 1960's distorted the free market. It shielded the domes-
tic industry from competition and encouraged the depletion of do-
mestic reserves. It limited supplies of imports and, thus, reduced
our access to competitively priced gasoline.

By protecting domestic companies from world competition, this
program resulted in higher prices and created a vast bureaucracy
charged with its administration as well as an additional bureaucra-
cy for granting exceptions.

The policies of the 1960's laid the groundwork for the oil crisis of
the 1970's. Import controls were lifted in the spring of 1973 because
they had caused severe domestic shortages. America then rushed
out into the world market. Before supplies could adjust, the Arabs
recognized our vulnerability and took advantage of it.

Aided by price and allocation controls, worldwide prices of crude
oil spiraled upward throughout the 1970's until President Reagan
decontrolled oil in 1981. World crude prices began to erode and
have been falling ever since. The shortages of the 1970's were not
physical shortages. Government interference caused market distor-
tions. Since deregulation, independent marketers have had access
to competitively priced supply and our efficiencies have enabled us
to become the most competitive sector of the oil industry.

Why do some in the industry advocate an import tax? Only one
reason; they want an advantage for themselves.

Certain refiners are trying to tilt the playing field in their direc-
tion by restricting imports. The decline in U.S. refining capacity
since 1981 has not been caused by imports, but by overcapacity and
reduced demand. The only refineries that have closed have been
the small, inefficient refineries,- many of which were created to
take advantage of the regulatory incentives of the 1970's. Far from
flooding the market, gasoline imports are less than 6 percent of
U.S. consumption and falling.
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SIGMA is particularly opposed to a differential oil import tax im-
posing a higher level on gasoline than on crude oil because it
would foreclose imports as a supply source. Furthermore, American
Petroleum Institute studies indicate that refiners' environmental
costs do not justify any additional differentials.

In conclusion, the availability of imports is crucial to our com-
petitive viability. Our access to imports keeps domestic refiners
honest.

SIGMA does not support any energy taxes. However, if Congress
must impose an oil tax, there are more equitable ways than an
import tax. For example, an equal tax could be imposed on all re-
fined products, both domestic and imported. Or the Federal excise
tax on gasoline could be increased. An excise tax would permit effi-
cient retailers to continue serving as a downward influence on gas-
oline prices.

If an oil tax must be imposed, these alternatives are preferable
to an import tax because they do not disturb a level playing field in
the petroleum business. Such measures would preserve the com-
petitively neutral conditions that exist today in the oil industry
from which our Nation has benefited so much since 1981.

Senator WALLOP. Thank you, Mr. Bolch.
[The prepared written statement of Mr. Bolch follows:]
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Committee on Finance

Subcommittee on Energy and Agricultural Taxation

Statement of Carl Bolch, Jr.
on Behalf of the Society

of Independent Gasoline Marketers of America

My name is Carl Bolch, Jr. I am Chairman of the Board and Chief Executive

Officer of Racetrac Petroleum, Inc., of Atlanta, Georgia, and First Vice President of the

Society of Independent Gasoline Marketers of America, on behalf of which I appear

today. My company, Racetrac Petroleum, Inc. owns and operates 250 retail gasoline

outlets in twelve Southeastern states. SIGMA Is a national trade association comprised

of 282 Independent marketers and chain retailers of motor fuels. SIGMA's members

market refined petroleum products in all 50 states and account for approximately 20

percent of the U.S. retail market for motor gasoline.

The purpose of these hearings is to review proposals to Impose a tax on

Imported oil, and specifically to review bills introduced by Senators Wallop (S. 1997) and

Boren (S. 1507). Senate bill S. 1997 would impose a tax on the importation of crude oil

and refined petroleum products which would be triggered whenever the world price of

crude oil fell below $22.00 per barrel. The tax would equal the difference between the

world price of crude oil and the $22.00 benchmark. In addition, the bill would impose an

additional $3.00 tax on Imports of petroleum products. Senate bill S. 1507 would Increase

the present tariff on imported crude oil by up to $5.00 per barrel and the tariff on

imported petroleum products by up to $10.00 per barrel.
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The Role of Independent Marketers and

Chain Retailers in the Oil Industry

Independent marketers and chain retailers compete not only directly with one

another, but also with the downstream marketing and retailing operations of refiners.

Independent marketers and chain retailers have had a beneficial Impact on price

competition In the retail gasoline marketplace. We have introduced such Innovative

marketing devices as self service, high volume/low margin marketing, and automated

retail marketing. These pioneering marketing concepts and superior systems of cQst

controls have Induced price competition in the domestic market for gasoline.

Independent marketers and chain retailers historically have been recognized as the most

price competitive segment of the retail gasoline market.

We neither produce nor refine crude oil. Thus, we are entirely dependent upon

third parties for our sources of supply. The prices at which we can obtain refined

petroleum products are critical. In the absence of competitively priced products, the

efficiencies and innovations of Independent marketers and chain retailers would be

largely irrelevant, and we could not survive.

The Relationship Between Independent

Marketers and Their Supplier-Competitors

SIGMA's members compete directly at the retail level with refiners which

market the petroleum products that they refine. We obtain much of our supply of

product at wholesale from the same refiners against which we compete. Therefore, In

the current market, access to foreign products Is the single most important factor which

assures that competitively priced product will be available.

Access to foreign product assures the existence of competitive wholesale

market products in two ways: (1) Imports function as an obvious addition to total supply

and, more Importantly; (2) the availability of foreign products to participants In the U.S.

market induces competitive pricing by domestic refiners who otherwise would have no
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incentive to deal on a competitive basis with their marketer-competitors. Indeed, access

to foreign markets (and not the volume of such product actually imported) constitutes

the principal incentive for refiners to sell us competitively priced products. Absent this

Incentive, competition at the retail level of the gasoline market would be reduced

significantly.

Inadvisablity of an Oil Import

SIGMA is opposed to any tax on imports of crude oil and petroleum products,

and in particular, to any differential which imposes a higher tax on petroleum products

than on crude oil. Proponents of an oil Import tax have attempted to justify such a tax

on the following grounds. First, they have proposed an oil import tax with a differential

as a means of protecting the domestic refining Industry. Second, the tax has been hailed

as a way of ensuring the U.S. national security. Third and more recently,-a tax on crude

oil and products has been advanced as good energy policy. Fourth, and especially since

the enactment of Gramm-Rudman-Hoilings, proponents of an oil import tax on crude oil

and products have suggested it as a possible revenue raising measure.

There are many reasons why each of these purported justifications for an oi

import tax cannot be sustained. Appendix A which is attached outlines the reasons why

an oil import tax is not an efficient revenue raising tool or an effective means of

ensuring U.S. energy Independence and national security. My testimony, however, will

address only the issue about which SIGMA is most knowledgeable, that is, the effects of

an oil Import tax on gasoline marketing.

From the standpoint of the independent marketer, there is no question that the

present policy with respect to imports is the soundest. For the first time In decades,

U.S. energy policy is essentially neutral with respect to imported crude oil and petroleum

products. The present policy, by removing government intervention, has provided a level

playing field for all sectors of the oil Industry. By dismantling many of the governmental
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protections previously afforded to crude oil producers and refiners, we have allowed the

forces of supply and demand to operate, thereby minimizing market distortion. The

effects of deregulation have been beneficial. Prices of oil have declined. U.S. sources of

supply are diversified and much more secure than in the 1970s. 1/ That is a far cry from

the situation in 1977, when 43 percent of our crude and product imports came from

suppliers In the Middle East.

Nevertheless, proponents of an oil import tax would alter present U.S. policy

by again injecting government regulation into the marketplace. Proponents of a tax have

attempted to justify this government intervention on the ground that the absence of

controls on oil Imports could lead to dependence on Imported energy. They argue that an

oil import tax would be an effective policy for preventing such dependence because a tax

will stimulate domestic exploration and exploitation of new reserves and reduce domestic

consumption.

An oil import tax, far from being sound energy policy, is an invitation to

repeat the mistakes of the past. The lessons of the last four decades demonstrate that a

competitively neutral policy is the soundest. In Introducing his bill, Senator Wallop

correctly-stated that "to ignore the disruptive and inflationary results of our past failures

in energy planning ... would be Irresponsible." An examination of our energy policy in

the 1960s and the 1970s should be enough to convince us that the present neutral policy is

far sounder.

In the 1960s, when foreign oil was cheap and could be purchased at close to its

economic cost of production, U.S. policy discouraged imports of oil. The Mandatory Oil

Import Program, which was adopted at the behest ol 4.S: crude producers, restricted the

volume of oil imports to a level based on imports Just prior to enactment. This program

1/ Today, nearly 60 percent of U.S. imports of crude oil and petroleum products comes
from suppliers in the Western Hemisphere. Only 9 percent of crude and product imports
comes from Middle Eastern suppliers.
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was justified to the American public as necessary to "meet the national defense

requirements of the United States." In fact, the program distorted the free market by

shielding the domestic Industry from competition and encouraging the exploitation of

domestic reserves.

The Mandatory Oil Import Program had a particularly negative impact on

independent marketers and chain retailers. The program limited supplies of Imported

petroleum products and thus reduced Independent marketers' and chain retailers' access

to competitively priced motor fuels. Oil Import controls caused a number of independent

marketers and chain retailers to suffer considerable losses. Many marketers and chain

retailers were on the edge of bankruptcy because of the limited access to competitively

priced supply.

The Percentage Depletion Allowance, first enacted in the 1920s and continued

through the 1960s and early 1970s permitted U.S. producers to deduct from their gross

taxable income 27.5 percent of gross sales from domestic crude oil production. (This

percentage was reduced to 22 percent in 1969.) Integrated oil companies were allowed to

deduct this percentage from the internal transfer price to their own refineries. The

internal transfer price was set with little regard to arms-length transactions and quite

naturally became the highest price the Integrated company could justify to the tax

auditor. Inevitably, Integrated companies had high transfer prices for crudf-, with

resulting high percentage depletion allowances. Profits were concentrated at the rude

oil level, causing certain Integrated companies to support continued Import controls.

The Percentage Depletion Alowance, like the Mandatory Oil Import Program,

had a negative Impact on Independent marketers and chain retailers. The allowance

created market distortions because It permitted disproportionate profitability at the

crude production level. Integrated companies used refining and marketing as simply the

vehicles for disposing of crude oil production rather than concerning themst'ves with

earning refining and marketing profits. With Integrated companies selling their product
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at extremely low margins, Independent marketers and chain retailers--which had limited

access to imported petroleum products--were hard pressed to remain economically

viable.

The effect of these programs was to drain America fIrst, leaving smaller, more

costly reserves available at home for the future. While this occurred, cheap foreign oil

that should have been exploited first -- before our reserves -- was not exploited by the

United States. In addition, these programs resulted In higher retail oil prices than would

otherwise have been the case.

These programs also resulted In the creation of a vast federal bureaucracy

charged with their administration. The Mendatory Oil Import Program, for example,

necessitated an extensive and complex administrative apparatus to Implement its

essential features, namely, control of Imports through a quota with allocations to

Individual U.S. importers. A set of complex rules and regulations became necessary to

determine precise Individual allocations. These allocations, which were Implemented

through a licensing procedure, were based on a number of factors Including historical

importing levels, and percentage of "refinery inputs" reported. The allocation rules

inevitably gave rise to an apparatus for granting exceptions based on hardship or other

factors. The Oil Import Appeal Board was created to determine the appropriateness of

requests for exceptions as well as to decide other questions relating to individual

allocations. The result of the oil import program was to put the government in the

business of policing oil Imports and to impose a complex system of regulation on an

industry that, prior to the 1960s, had been relatively free of government controls.

The policies of the 1960s laid the groundwork for the oil crises of the 1970s.

Restrictions on imports under the Mandatory Oil Import Program, coupled with price

controls Imposed by President Nixon In 1971, created shortages in the United States and

enormous pent-up demand. When President Nixon lifted Import controls in 1973,

America's oil industry quickly sought to import large quantities of crude oil from foreign
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producers that were unprepared to meet such increased U.S. demand. In effect, by

attempting to isolate the United States from world crude oil markets, government

Intervention had made the country critically dependent on these markets during a period

of burgeoning demand.

The government regulation of the 1970s again ensured the existence of a vast

and expensive government bureaucracy. As with the Mandatory Oil Import Program,

price and subsequently Imposed allocation controls necessitated the creation of an

extraordinarily complex set of regulations and procedures for determining price limits

and product allocations in individual cases. These programs also inevitably gave rise to

their own bureaucracy and another complex set of regulations for granting exceptions.

The result was to involve the government in policing oil prices and allocation.

When Arab OPEC nations imposed an embargo in the fall of 1973 In retribution

for our policies in the Arab-Israeli conflict, the United States was vulnerable. Price and

allocation controls, based on historical levels of usage, restricted the movement of those

petroleum products that were available in this country. The result was regional

shortages that were the consequence not of physical shortfalls, but of government

regulation. The same situation also occured in 1979, following the Iranian revolution. On

both occasions, shortages occurred because U.S. producers could not totally replace the

disrupted supplies. Import controls in the 1960s and early 1970s, by removing the United

States from world oil commerce, had made us unnecessarily vulnerable to political

pressures surrounding oil supply and had caused the United States to deplete much of its

reserves with no consequent strategic or political benefit.

Worldwide prices of crude oil spiraled upward until they reached a peak in

early 1981, when President Reagan dismantled price and allocation controls. World crude

prices immediately began to erode and have been falling ever since. The so-called

shortage of the 1970s was revealed for what it really was--not a physical shortage, but a

market distortion created by government Interference.
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Currently, with the price of oil drifting down towards the economic costs of

production, certain Interest groups again are calling for a policy restricting imports.

Such a policy inevitably would cause distortion in the U.S. and world oil markets as it did

in the 1960s and 1970s. U.S. producers would be encouraged to deplete remaining U.S.

reserves, while cheaper foreign oil would not be consumed. The stage once again would

be set for a price explosion similar to that which occurred in the 1970s.

A neutral policy with respect to imports not only Is better energy policy, but

also is a necessary condition for independent marketers to compete. Before i.port

controls on finished product were lifted in the 1970s, many independent marketers were

not profitable because of difficulties In obtaining competitively priced supplies. With

only limited imported product available, domestic refiners had less incentive than at

present to sell their motor fuel to independent marketers at competitive prices. As a

result, we were at., a significant disadvantage vis a vis other sectors of the industry and

were less able to compete effectively.

During the five years since deregulation, independent marketers have had

access to competitively priced supply and have been able to capitalize on their functional

efficiencies to become the most competitive sector of the oil industry. Consumers have

been able to realize significant savings in their energy bills and have been able to

reallocate their spending in a way that has permitted economic growth. Instead of

making already wealthy oil companies richer (as would an oil import tax), the current

competitively neutral policy has encouraged resource allocation In a much more

productive and beneficial manner.

in reality, it is impossible to determine a uniform tax on crude oil and refined

petroleum products, such as gasolire, since all crude oil is not fungible. For example,

there Is sweet crude, sour crude, heavy crude and light crude. Moreover, the finished

products into which a barrel of crude oil can be refined cover a vast array. While in

theory it may be possible to establish a tax on finished product Imports and crude imports
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that are equivalent, in reality such taxes would create a labyrinth of choices between

importing crude oil and various finished products. Such choices would be subject to

continual revision as markets for the various crude oils and finished products change. In

addition, they would not necessarily reflect the true economic differentials of the crude

oil or finished product Imports. Accordingly, crude and finished products cannot be

treated uniformly for tax purposes.

Nevertheless, a differential tax imposing a higher levy on imports of petroleum

products than on crude oil would be even more detrimental to independent marketers and

U.S. consumers. Such a tax would virtually eliminate product imports and thus cause our

efficiencies to become less relevant. With competition from independent marketers

gone, domestic refiners would have little incentive to lower their gasoline prices below

the after-tax level. U.S. consumers would Join SIGMA members as principal losers, while

domestic refiners would benefit enormously.

An oil import tax (either uniform or with a differential) would distort the

petroleum product market in an additional but more subtle way. By causing an increase

In domestic and imported crude prices, a tax could prompt the Integrated oil companies

to make decisions regarding downstream product pricing that do not reflect market

considerations. Without government Intervention, It should be In the interest of

Integrated companies to make a profit at each stage of their operations. The Import

control and percentage depletion allowance programs of the 1960s and 1970s, however,

permitted Integrated companies to concentrate their profits at the crude oil production

stage and place little emphasis on developing competitive refining and marketing

operations.

An oil import tax similarly would lessen the integrated companies' incentive to

increase the efficiencies and profitability of their refining and marketing operations. A

tax would increase the price of domestic crude oil significantly, and thus permit

integrated oil companies once again to concentrate profits at the crude oil production

60-592 0 - 86 - 12
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level. As a result, Integrated oil companies would be able to sell their own refined

products with little concern for the profitability of their downstream operations, in order

simply to move their petroleum product inventories. The downward pressure on product

margins caused by such market distortion would penalize marketers and chain retailers.

With Increased supply costs (also due to the effects of the tax), we again would be hard

pressed to remain economically viable.

Certain refiners have urged an oil Import tax on petroleum products on the

ground that the domestic refining industry needs protection from petroleum product

imports. These refiners are not interested in a level playing field between the domestic

and foreign refining Industries, but rather in one clearly tilted in their direction. The

cost of such protectionism would be enormous. More importantly, Imports are not the

source of those domestic refiners' problem.

The cause of the decline In U.S. refining capacity since 1981 has been the

change in conditions in the U.S. refining market. Prior to 1981, the entitlements

program and crude oil price controls created incentives for the construction and

expansion of domestic refining capacity. Domestic price and allocation controls directed

the development of the domestic Industry while OPEC policies dominated the foreign

crude and refining markets. Construction of new facilities outpaced growth in product

demand, leading to a capacity surplus in 1980 for the first time since 1962.

With decontrol in 1981, free trade and competition returned as the norm to an

industry that had learned to look to the government for the establishment of goals and

incentives. The result was a rude shock to all within the petroleum industry - crude

producers, refiners and OPEC member states. The resulting overcapacity in crude

production and refining capacity is well-documented and, In fact, admitted by those

seeking protectionist legisatlon. It is generally acknowledged that a rationalization

process has been taking place in the form of closing small inefficient refineries as well as

older refineries not possessing state-of-the-art technology. The process Is continuing and
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Is the natural result of a marketplace adjusting to lower demand while overtapacity

continues to exist. There Is no question that in this period of adjustment between

declining demand and overly optimistic construction of new refineries, there will be

financial victims. The likely victims will be the Inefficient and financially weak

refineries that are unable to compete in the absence of government intervention and

artificial support.

Those seeking protectionist legislation would like you to believe that their

problems are being caused by an overwhelming flood of imports. The facts show that the

reduction In U.S. refining capacity during the past five years is not the result of

petroleum product Imports. At a time when the United States Is experiencing an

increase In foreign manufactured imports, finished motor gasoline imports constituted

only 5.5 percent of U.S. consumption during 1985. U.S. Imports of total finished

petroleum products averaged only 8.6 percent of U.S. demand for the first eleven months

of 1985. Excluding residual fuel oil, finished product imports fell from 6 percent in 1984

to 5.5 percent for January through November 1985.

Much is made of the number of refineries which have closed since January

1981. Most of the refineries that have closed since 1981 are those small refineries that

benefitted from government protection In the 1970s. Thus, over 85 percent of the 111

refineries reported to have ceased production as of January 1, 1985 were refineries with

less than 50,000 barrels per day production capacity. Seventy-five had a capacity of

30,000 barrels per day or less. Forty-four of those refineries were opened Immediately

prior to or during the period of small refiner protection. Preliminary figures from the

U.S. Department of Energy show that eleven more refineries closed during 85. (in

addition, six new refineries were opened or reactivated.) Ten of the eleven rineries

that closed had a capacity of less than 30,000 barrels per day. V The vast majority of

2/ U.S. Department of Energy, Energy Information Administration, Petroleum Supply
Annual1984, Vol. 1(1985); Petroleum Supply Monthly, November 1985 (January 1986).
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other refineries that have closed since 1981 have been older outmoded plants. These

facilities have not been efficient enough to be economically viable in a deregulated

highly competitive market, particularly as demand has both declined and shifted away

from residual fuels (which the older, inefficient refineries could produce profitably) to

lighter products. 1/ The trend in U.S. refinery closures has reflected a worldwide trend

since the early 1980s as petroleum product demand has declined and shifted worldwide.

Those refiners that are efficient generally were quite profitable in 1985, at a

time when Imports purportedly were threatening U.S. refining capacity. During the first

and second quarters in 1985 all of the largest thirteen Integrated and independent

refiners except one earned sizable profits. In addition, eight of the thirteen principal

refiners reported Increased profits from the first quarter to the second quarter of 1985.

During the third quarter of 1985, eleven of the thirteen major refiners were profitable,

and five of these companies reported net gains from the second quarter.

Certain refiners point to imports of products from Arab OPEC refineries,

arguing that they constitute a threat from which the U.S. Industry needs protection.

There is no indication of any such threat in the foreseeable future. 1/ Even if an

additional 1 to 1.2 million barrels per day of petroleum products were added to the

world's supply, there would be little if any displacement of U.S. or other refinery

3/ A table compiled by the U.S. Department of Energy which shows refinery closures by
refining capacity is attached as Appendix B. Also included in Appendix B Is a copy of a
report Issued In December 1985, by the Harvard University Energy and Environmental
Policy Center, which analyzes recent refinery closures by plant capacity and efficiency.

4/ Indeed, a study recently prepared for the U.S. Department of Energy concluded that
the present level of Imports from Saudi Arabia cannot possibly be regarded as a national
security threat. See, Resource Systems Institute, East-West Center, The Changing
Structure of the World Refinlng Industry: Implications for the United States and Other
Major Consuming Nations (Prepared for U.S. Department of Energy) (Feb. 1985), at vi,
58. See also Appendix A, attached hereto.
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capacity. Such an increment represents only about 3 percent of the current free world

demand of approximately 46 million barrels per day. Y More importantly, all indications

are that product imports into the United States from the Middle East will remain at

relatively low levels. Despite the opening of several new refineries, imports from these

sources are at low levels and have not increased appreciably. Product imports from

-Saudi Arabia, for example, were only 2 percent of total imports through the first eleven

months of 1985. Indeed, far from Increasing their production, the Saudis have taken

steps to curtail their product output. Thus, Saudi refiners recently have postponed

indefinitely plans for two new refineries, at Riyadh and Ras Tanora, that would have

expanded production capacity by 450,000 barrels per day.

Several factors militate against any significant increase in Arab OPEC

Imports. First, the natural market for these products will be Western Europe and Japan,

and not the United States. The sale of products at official prices (or less) in the U.S.

market will result In fewer profits to Arab OPEC refiners because of the high cost of

transportation, thus discouraging significant exporting to the United States. 9/ Second,

it appears likely that more profitable Western European and Japanese markets will exist

for Arab OPEC exports during the foreseeable future. Western European members of the

International Energy Agency ("lEA") have pledged to maintain a free market for

petroleum product imports. Recent actions on the part of the Japanese government

suggest that traditional barriers to light product Imports in that country will be removed.

5/ Impact of Imported Petroleum Products on the Domestic Petroleum Industry, Hearing
Before the House Committee on Energy and Natural Resources, Subcommittee on Energy
Regulation and Conservation, 99th Cong., 1st Sess. (June 4, 1985) (Testimony of Danny J.
Bogs, Deputy Secretary, U.S. Department of Energy), at 18.

6/ In addition, there is no indication that Imports into Western Europe of petroleum
products from Saudi Arabia will displace production in those countries, and thus cause
Increased product exports from Western Europe to the United States. A recent report
prepared by E. B. Brossard, Director of Policy Analysis for the Louisiana State University
Center for Energy Studies concluded that Mobil Corporation's share of the new Yanbu
refinery's production will primarily be used to fill the gap left by the closing of Mobil's
Wilhelmshaven, West Germany refinery. The Oil Daily, October 23, 1985, at 2.



352

- 14-

In short, there appears to be no basis for enacting an oil import tax as a means

to protect the U.S. refining industry. Such a measure would have a negative Impact on

Independent marketers and chain retailers, without accomplishing the purpose for which

it was intended. Contrary to the assertions of certain refiners, the U.S. oil industry as a

whole would be better served by a policy that continued to allow the free market to

operate.

Finally, history has shown that oil Import taxes and quota programs Inevitably

spawn a vast, expensive and Inequitable government bureaucracy. The bureaucracy

required to administer such programs as the Mandatory Oil Import Program is a case in

point. The complex regulations and exceptions procedures created under that program

constituted unnecessary government Intervention In an industry that would have served

U.S. consumers far better had It been left unregulated. Adoption of an oil Import tax

would necessitate the re-establishment of a similar administrative. apparatus to

Implement the tax and to deal with the inevitable exception requests. Indeed, some of

the legislation that has been proposed already envisions exemptions from the tax's

application. Senator Boren's bill, for example, would exempt heating oil and oil Intended

for producers of U.S. exports. The likely difficulties that would be encountered In

determining how to apply such exemptions are reminiscent of the complex and Involved

regulatory problems that arose under the Mandatory Oil Import Program and price and

allocation controls.

The expense, and administrative burdens of renewed regulation of oil imports

hardly seem Justified In light of the considerable disadvantages of government

Intervention In the marketplace. Only with a neutral policy with respect to oil Imports

can this country enjoy the benefits of low-priced energy, without the negative effects of

government Intervention in the market.
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Inadvisability of a

Differential Tax on O Imports

SIGMA Is particularly opposed to a differential oil import tax Imposing a

higher level on finished products than on crude oil because such a measure would be

especially Injurious to independent marketers and chain retailers and to U.S. consumers,

while benefitting only a narrow sector of the U.S. economy. A differential tax would

weaken our competitive position by foreclosing imported products as a source of supply.

The higher levy on product imports would price us out of the market. With imports gone,

domestic refiners would have little further incentive to sell motor fuels to independent

marketers and chain retailers at competitive prices. In the absence of competition from

Independent marketers and chain retailers, domestic refiners could raise their gasoline

price considerably, even after paying an increased amount for the crude oil that they

purchase and refine.

it is not surprising that certain independent refiners are strongly in favor of

such a measure. Indeed, a differential tax is the only measure that would be to the

Independent refiners' advantage. They cannot support a uniform tax because such a

measure would increase independent refiners' production costs without permitting them

to make any additional profit and at the same time would grant to the integrated

competitors a significant advantage.

Predictably, virtually the only proponents of a differential tax are the

independent domestic refiners. They stand to gain enormously from such a measure, but

at what cost? The imposition of a higher tax on petroleum products including gasoline

would be a significant blow to consumers and to independent marketers. Such a trade

restraint would raise the price of gasoline in an amount equal to the tax. Moreover, th;.

price of petroleum products including gasoline and other motor fuels would be increased

additionally by an amount equal to the value of the independent marketers' efficiencies

rendered less relevant by the tax. Since imports are not the cause of refiners' problems,

a differential cannot be viewed as necessary to protect the industry from foreign
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competition. Its real purpose is to alter the present competitively neutral conditions in

the oil industry, at the expense of independent marketers and U.S. consumers.

The domestic refining Industry has argued that It needs a higher levy on

refined products to meet its special "environmental costs" and thus stay competitive.

Senator Wallop has suggested that the independent refiners' contention may have some

basis. In his floor statement introducing his oil import tax proposal, Senator Wallop

stated: "America's refineries are subjected to environmental requirements not placed on

their foreign competition, and to the extent that these can be quantified'and equalized

within the excise tax we should do so." Senator Wallop's bill contains a $3 differential

designed to offset refiners' "environmental costs."

There appears to be no basis for such an additional differential to cover U.S.

refiners' environmental costs. Based on data from the American Petroleum Institute, 1/

it is difficult to believe that refiners' environmental costs total the amount of

differential sought. API's figures indicate that total environmental expenditures for

manufacturing, including capital and operating and administrative expenses amounted to

less than 60 cents per barrel over the ten year period ending in 1983. These figures are

based on responses to an American Petroleum Institute questionnaire from companies

representing 77 percent of U.S. refining capacity. The 80 cents per barrel figure includes

expenditures (such as those to ensure compliance with the Clean Air and Water Acts)

required of all U.S. refiners. It also includes expenditures (such as those connected with

production of unleaded gasoline) required by U.S. law of all refiners, foreign or domestic,

who intend to sell in the U.S. market. if these latter environmental expenses are

excluded, the cost per barrel to U.S. refiners would be even less than the 60 cents per

barrel indicated by the refining industry itself. The current tariffs on many refined

products already provide a substantial offset to such costs. For example, the present

7/ American Petroleum Institute, Environmental Expenditures of the United States
Petroleum Industry 1974-1983, Publication No. 4384.
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tariff on motor fuel imports of 52.5 cents per barrel would appear to permit domestic

refiners to cover most or all of the environmental costs associated with the refining of

gasoline.

API figures also Indicate that refiners' total environmental expenses, Including

research and development, amounted to no more than 65 cents per barrel over the ten

year period ending in 1983. This figure again is much less than the differential tax which

U.S. refiners claim they need to offset environmental costs. It seems more likely that

the refiners' articulated reason for a differential Is simply a pretext to gain an advantage

over other more competitive sectors of the oil industry.

Conclusion

In conclusion, it Is important to understand the role that Imports play in the

operation of the domestic motor fuels market. The availability of such products Is

crucial to the competitive viability of the independent marketers and chain retailers, not

because Imports actually provide substantial volumes of supply, but because the

availability of foreign products as an alternative source of supply serves as the principal

inducement to domestic refiners to sell competitively priced motor fuels to their

marketer-competitors.

An oil Import tax would cause a disruption in the supply of Imports that

independent marketers need both to stay competitive and to provide the benefits that

functional efficiencies enable them to afford to U.S. consumers. At this juncture, the

American- people would be better served if Congress preserved the level playing field

that our current neutral Import policy has brought us. U.S. consumers have gained, U.S.

Industry has gained, and the U.S. economy has gained. There Is no good reason to alter

present market conditions with measures, such as an oil Import tax, that provide far

fewer benefits than the costs they Impose.
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Despite the disadvantages of an oil import tax, it has been suggested that at

least some sort of additional tax will be needed over the next several years to help

ensure a decline in the budget deficit. if SIGMA does not support imposing energy taxes

of any kind as a means of raising general revenue for the U.S. Treasury.

If Congress must impose an oil tax, there are measures other than an oil

Import tax which would be more equitable and have less of an adverse Impact on

consumers and the petroleum products marketing Industry. One such measure would be

an equal tax on domestic and imported products. Under this approach, a tax would be

imposed at two points in the petroleum product supply chain" (I) on domestically refined

products at the point of sale of the products by the refiner; and (2) on Imported products

at the point of importation.

The economic effect of this product tax would be similar to the effect of an

equal tax on domestic and imported crude oil and petroleum products. However, this

approach would maintain competitively _neutral conditions in the domestic market

because it would affect entities relying on Imports in the same manner as it would affect

entities relying on domestic product without the problems that would arise because of

the different types of crude oil and product. Independent marketers and chain retailers

would not be disadvantaged vis a vis their competitors, apart from losing a certain

volume of sales due to the likely decline in demand caused by Increased prices.

8/ This suggestion, however, is undercut by recent findings of both the Office of
Management and Budget ("OMB") and the Congressional Budget Office ("CBO"). See
"Economists Now Detect Falling Trend In Deficit," The New York Times, February 20,
1986; "Det'!aIng Deficits: The Little-Told Story," The Wall Street Journal, February 11,
1996; Cftgresslonal Budget Office, The Economic and Budget Outline: Fiscal Years
1987-1991 (February 1986). These findings project that the budget deficit will decline by
approximately 50 percent, even If existing government programs are maintained, and
real-GNP and unemployment rates prove to be as previously forecast. Thus according to
OMB,-the deficit in 1991 wiU be only $104 billion. CBO has concluded that the 1991
deficit will total $107 billion. According to these agencies, the reduction will be
attributable to several factors, Including an unprotected drop In Interest rates, the
cumulative effect of the $11.6 billion removed from the federal budget under Gramm-
Rudman-Holings and a planned reduction In defense spending over the period 1986-9.
These projections suggest that there will be little need for an additional oil tax in the
years to come.
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A second alternative measure would be an Increase in the existing federal

exolse tax on the sale of gasoline. An excise tax would not affect any commodity other

than gasoline. Prices of crude oll and other petroleum products would not be affected

because they do not compete with gasoline. As with an equal tax on products, an

additional gasoline excise tax would be mnor, competitively neutral than an oil Import

tax. An excise tax would not result In any particular advantage or disadvantage to any

entry or sector of the oil Industry. An excise tax would still permit Independent

90arketers and chain retailers to capitalize on their functional efficlencles and thus serve

as a downward Influence on gasoline prices. Consumers also would continue to benefit

from our efficiencies and competitiveness.

In sum, If an oil tax must be Imposed, alternative measures such as an equal

tax on Imported and domestic petroleum products or an Increase in the existing federal

excise tax on gasoline would be preferable to an import tax because they do not disturb a

level playing field in the petroleum business. Such measures would preserve the present

competitively neutral conditions In the oil Industry and would permit independent

marketers to continue providing U.S. consumers with the benefits of their efficiencies.14 '4
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Senator WALLOP. Senator Bentsen.
Senator BENTSEN. Thank you very much, Mr. Chairman.
Just a comment on Mr. Bolch's statement. It is interesting to see

what we are running into with so much managed trade in the
world. Let's talk about refined products. Japan is one of the most
competitive of societies. Yet, they very aggressively restrict impor-
tation of refined products. That is what we are up against. We are
seeing a lot of that in Europe, too. And it is taking place today.

Mr. Phelps, I heard your comments about the tax situation.
What we are seeing in the House tax bill is a limitation on the
credit for utilization of the IDC's, and we are seeing a limitation
put on at 65 percent of production income. I have had some of
them tell me that what that means is a self-liquidating program, in
effect.

Some of the independents have said, "well, that means that then
I will get credit for 65 percent of my production income this year.
And next year I will take 65 percent of the remainder. And finally
I go out of the business." That is not what we should be trying to
do.

Mr. PHELPS. I do agree with you on that, Senator.
Senator BENTSEN. And I recognize some of the problems, frankly.

But, I think, the situation we face now is so difficult that I choose
this as an avenue of accomplishing it. But I very much agree with
you insofar as what the tax law being sent over by the House does.

Would you care to comment? Do you think that is a self-liquidat-
ing program if we followed that kind of a tax law?

Mr. PHELPS. Very definitely. And, of course, there is also the 50
percent limitation on percentage depletion on each proerty. And
those taken in combination certainly, I think, are very detrimental
to expanding our reserve base and providing for some of these
things that we all feel are important. And that is to be able to con-
tinue to produce oil in these United States.

Senator WALLOP. And the minimum tax weighs in on top of that,
doesn't it?

Senator BENTSEN. Well, that is what I am hitting at-the alter-
native minimum coming in on the 65 percent. And there is where
you are caught on that one.

Mr. Hunt, you have mentioned the various categories of domestic
crude production that will be impaired if the price remains below
$15 a barrel. Are there any other problems that will result in a sig-
nificant loss of reduction?

Mr. HUNT. Well, Senator, I think at $15 a barrel for a sustained
period of time, using my own company's experience, we have to cut
where we can but because our cash-flow has been drastically affect-
ed by this drop in prices. Some wells, marginal wells, stripper
wells-some are expensive to continue to operate. Some require as
they go to water remedial work. And it is just not justified when
you look at the economics of spending additional capital to contin-
ue the production of marginal wells. So you begin to shut in those
wells.

You also find that there are many wells that you may have
planned to drill but the economics just don't work out so you cut

ack your capital expenditures. Even some development wells are
not done at that level, development drilling.
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Senator BENTSEN. I am pleased to see that my friend Mickey
Smith, who is the mayor of Kilgore, TX, is here as head of the East
Texas Producers & Royalty Owners. And I understand we have a
statement submitted on his behalf for the record. Is that right?

Mr. HUNT. Yes, Senator.
Senator BENTSEN. He is here in the audience. We are pleased to

have him here.
Mr. Chairman, we have held these folks a long time, and I will

not continue to question them.
Senator WALLOP. We have, indeed. There are a couple of little

areas that I wanted to explore.
Mr. Slocum, in your testimony you mentioned the prices of im-

ports and the offers that people were having to back out natural
gas and coal. Can you give us any kind of an idea of what price
crude oil reaches before coal and gas? I assume they are different,
and they no longer have an economic reality to them.

Mr. SLOCUM. Yes. Right now, we are seeing cargoes of fuel oil
coming into particularly the east coast from Florida right up
through New Jersey into Massachusetts in the $15 range. And as I
say, week to week, it is coming down.

The equivalent gas price delivered to the burner tip is about
$2.50. If you back that down to the wellhead, you are talking prices
well below $2 at the wellhead. I think anybody that has been in the
E&P business knows that you have to be a superexplorer over time
to be able to find, develop, and get a satisfactory return on your
investment at prices-hanging down at those levels.

Senator WALLOP. That is at $15 barrel the equivalent is below $2
per thousand cubic feet at the wellhead?

Mr. SLOCUM. Right.
As far as coal is concerned, I believe it is pretty much in the

same area. And I am told by friendly utility executives in Florida,
for instance, that their coal-by wire-power sales are going down
at the expense of increased fuel oil sales. Obviously, coal is our
most abundant, lowest cost fuel for the long term, and to be kick-
ing that industry now seems to be double jeopardy for the long
pull.

Senator WALLOP. One of the effects that came about in the eco-
nomic gyrations of the last decade was this enormously expanded
fuel-switching capacity. One of the arguments that no longer works
but is always made by folks like Senator Metzenbaum is that the
people with natural gas are captive and they cannot go change
brands at the corner.

But a great many manufacturing facilities, a great many gener-
ating facilities, certainly can. And, therefore, that is one of the rea-
sons why Senator Bentsen and I chose the word "survival" price.
I was not sure and I am still not sure what that is. Dr. Singer says
we came pretty close with $22.

There is an argument that can be made in a number of direc-
tions.

Mr. Jandacek, one of the other prices we chose, and not really
with any expertise, was the $3 differential. Your testimony sug-
gests that $2.32 is the more accurate number, but let me ask you if
you recognize the U.S. Department of Commerce's report regarding
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pollution abatement cost and expenditures as reasonably authorita-
tive. It is a 1983 report from the Department of Commerce.

Mr. JANDACEK. I am not familiar with that report. Our data was
taken from the API information where we-the information wVe
have is that the industry has spent about $2V/2 billion a year in
water and air pollution controls since 1980. We use that as a par-
tial element in calculating this enviromental offset cost-$2.30.

Senator WALLOP. Well, they are not altogether that far different.
Mr. JANDACEK. No.
Senator WALLOP. This is a little smaller. Page 40 of that docu-

ment indicated in 1983 that refiners expended about $1.8 billion"
given a margin of cost-of-living increases. It is not too far out of
that.

But it also goes on to say that they recovered approximately a
half a billion in that year in saleable product. So would you agree
with that generally?

Mr. JANDACEK. I really do not-I mean as a result of those ex-
penditures?

Senator WALLOP. Yes. It says that in the process of pollution
abatement, there was a recovery of saleable products in the terms
of a half a billion.

Mr. JANDACEK. In those expenditures that I am personally famil-
iar with that we have made in our refining systems, with the ex-
ception of recovering some sulphur, I do not think that there is
much in the way of other recoverable products. I think that is a
small element in the overall equation.

Senator WALLOP. There would have been about a fifth.
Mr. JANDACEK. I tried to stress in my testimony, Senator, that

we have tried to take the simplest possible approach to calculating
these numbers. And we admit very freely that there are other
ways.Senator WALLOP. What we would like to do is inquire from you

and take a look at these figures because if they are generally incor-
rect, then one thing prevails. If they are generally correct, then an-
other one does. But if they are generally correct, they would sug-
gest that the amount of differential that appears to be able to be
ustified would be something closer to the neighborhood of $0.30 abarrel.
And I think that that is an argument somebody is going to make

to us. And so we would just as well now have a response from you
on that.

Mr. JANDACEK. Well the two dollars and thirty odd cents that we
have calculated includes also the cost disadvantages of the lead
phased-on regulations in addition to the elements of water and air
pollution.

Senator WALLOP. Yes. But, presumably, that is the same cost to
an imported barrel as it is to a-

Mr. JANDACEK. No, sir. The foreign refiners have a distinct ad-
vantage in producing unleaded gasoline for--or leaded gasoline for
that matter-for market in the United States.

Senator WALLOP. Mr. Belch, can you import leaded gasoline with-
out restriction?

Mr. BOLCH. Well, as I pointed out, less than 6 percent of our total
gasoline needs is imported.
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Senator WALLOP. But that is not my question. Can you import
leaded gasoline without restrictions?

Mr. BOLCH. I believe so. Yes, sir.
Mr. JANDACEK. What I am saying is in the cost of the manufac-

ture of that gasoline, that the American U.S. refiners are disadvan-
taged significantly because of the slow pace of the lead phased on
regulations in foreign countries.

Senator WALLOP. Let me make an observation here. You are
identifying some common areas and threads amongst the various
people supporting this and opposing it. A general one seems to be
that there should not be a a differential or an exemption for cer-
tain products like home heating oil and other things because of the
competitive advantage that would provide to foreign products of
the exempted category. That is all well and good, but it gives Sena-
tor Bentsen and me a more complicated problem because if we
don't have some exemption in the New England area, which is not
overjoyed with this prospect anyway, we will be even less so.

I hope those of you who have been witnesses this morning and
afternoon have some indication of the complexity of the task that
we face as we try to do something io the realm of energy policy
that is responsible, taking into account a variety of tax policies and
economic policies and other things. It is not going to be an easy
road that we have launched on.

Mr. PHELPS. I would add, Senator, if you counted up how many
other exemptions other than New England fuel oil you are going to
be asked to--

Senator WALLOP. Yes. And I am concerned with that. Mr. Bolch
and others touched on it. I don't think Senator Bentsen and I are
any strangers to entitlement programs and a bunch of other things
that complicated lives in the past. And some you have seen those
who have introduced bills whose general purpose is revenue, bills
which would exempt feedstocks and hemisphere oil and a variety of
other things, and end out with essentially your gasoline tax, but
that would have no energy policy consequences for us.

It is no easy deal.
Senator Bensten.
Senator BENTSEN. I just wanted to make one comment about the

fact that so many witnesses have testified about the hits the oil in-
dustry is taking and its problems right now. I was looking at this
card I carry which tells me where i am supposed to be every 15
-minutes. And on the back side it reminds me of who I am. [Laugh-
ter.]

But the next place I go is the Superfund conference. Senator
Wallop and I once again are teamed up, trying to do something
there about paying for cleaning up toxic waste. It is terribly impor-
tant that we do clean them up and that we do that cleanup quick-
ly. But how the petrochemical industry has been hit on that one.
You are talking about over 70 percent of that tax certainly being
paid by the petrochemical industry. And yet toxic waste is a soci-
etal problem. Chemicals are used across all manufacturing and all
manufacturing contributes to toxic waste.

I can take you out to Silicon Valley to a so-called clean industry,
high technology. Yet, there is one of the worst toxic waste sites in
the United States there, the Stringfellow site. And not one of these
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petrochemical comanies contributed to any of that. But that is
where they want the hit to be.

So Senator Wallop and I passed a bipartisan bill through this
committee and through the Senate with a margin better than 2 to
1 on both sides of the aisle. It was designed to see that that fund is
properly financed and that the burden for toxic clean up is shared
by all manufacturing entities which contribute to it.

Senator WALLOP. Well, you members of the industry can at least
go home and feel comforted by the fact that the Congress in its tax
policies and environmental policies still views you as overpowering
the prosperous. [Laughter.]

We will call this subcommittee adjourned for today, and we will
reconvene. tomorrow at 9.

[Whereupon, at 1:52 p.m., the hearing was recessed and sched-
uled to reconvene at 9 a.m., Friday, February 28, 1986.]
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FRIDAY, FEBRUARY 28, 1986

U.S. SENATE,
COMMrrEE ON FINANCE,

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION,
Washington, DC.

The committee convened, pursuant to recess, at 9 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Malcolm Wallop
(chairman) presiding.

Present: Senators Chafee, Heinz, Wallop, Durenberger, Symms,
Grassley, Long, Bentsen, Matsunaga, and Moynihan.

Senator WALLOP. Good morning. The subcommittee will come to
order. Having had a very full andrather fascinating day yesterday,
the committee resumes its examinations of the possibility that
some form of oil import fee is in the interests of the United States.

We heard obviously very strong and conflicting testimony in op-
posite directions on that subject yesterday. Let me again say that,
viewed from any perspective but energy policy, I think it is as irre-
sponsible as many people thought it was for all reasons yesterday.
If one constructs it in such a way as Senator Bentsen and I have,
where it is pegged to a survival price-and that may be an argu-
able figure-it certainly is an arguable figure-it cannot be used
for tax reform, and it cannot be used for deficit reduction because
you cannot forecast the price that oil will remain over the course
of the period of the tax.

When the world price of oil reaches the survival price, as it is
called, the tax simply vanishes. When it falls below that, it exists.
We tried, without success, to get the coal industry to focus on this
because we had some testimony yesterday that shows the direct
and distinct relationship between the economic viability of coal and
the world price of oil. The same with natural gas and the same
with all kinds of measures of conservation; and that is why it must
be considered in the light of energy policy. It is my hope that we
can at least focus on it from that perspective. There is, I think,
general agreement on the committee that it is not good to do as the
administration suggested: Use an oil import fee as a means of fund-
ing tax reform. It thereby becomes a matter of tax abuse in my
opinion, used in that way. And likewise, I don't think it has much
validity, given some of the problems that were identified by wit-
nesses yesterday, as a revenue raiser.

It has validity as a matter of energy policy. It may or may not
have such sufficient validity that it outweighs some of the detri-
ments that were identified. And again, I would suggest that is the
process in which we engage today.

(363)
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We had yesterday a number of opening statements by members

of the committee, but there were those who did not speak. Senator
Heinz, did you have a statement?

Senator HEINZ. Mr. Chairman, no. I want to be a witness.
Senator WALLOP. Well, I am under way here. If you wish to be a

witness, go be a witness. If you assume to make an opening state-
ment, I assume the words will be the same.

Senator HEINZ. I will do both right now. 4

Senator WALLOP. All right.
Senator CHAFEE. Mr. Chairman, just before he starts, I notice

you have me on the list there; and I did my statement and testimo-
ny yesterday. So, I will not be repeating today.

Senator WALLOP. I appreciate that. Thank you.

STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR FROM THE
STATE OF PENNSYLVANIA

Senator HEINZ. Mr. Chairman, first of all, I want to thank you
for holding these hearings on the oil import proposals that have
been made. I am here to testify from the vantage point of the
Northeast-Midwest Coalition; and of course, we strongly oppose
taxing imported oil.

Senator WALLOP. If you are more comfortable making your state-
ment from this table, that is fine by me.

Senator HEINZ. Yesterday this subcommittee heard testimony
which, from my examination, make a convincing case that protect-
ing the domestic oil industry with a tax on imported oil represent-
ed a harmful economic policy, a dangerous energy policy, and a to-
tally inefficient source of revenue. In addition, according to the
Consumer Federation of.America, an oil tax is the most highly re-
gressive form of tax, short of a tax on medical services. Because
that case has already been made, I am going to focus my remarks
this morning on how taxing imported oil would place an unfair and
discriminatory cost on residents and businesses in the Northeast
and Midwest, and provide a windfall for oil producers in the South-
west.

My views, Mr. Chairman, are partly framed from the perspective
of my constituents in Pennsylvania in my State where residents
would be among the oil consumers most severely hurt by a tax on
imported oil, and my State is not unlike those States that comprise
the Northeast and Midwest Coalition. In my State, an oil import
fee raising $10 billion in revenue for the Federal Government
would saddle Pennsylvania oil consumers with another $1.3 billion
or more each year in energy bills. Let's think for a moment what
that $1.3 billion from Pennsylvania consumers to producers would
mean, Mr. Chairman. According to the administration, which testi-
fied yesterday, a $5 per barrel fee would increase energy costs for
the average family earning $10,000 at least $125 per year. Now,
that is the average family.

The average family in my State doesn't heat with oil. The awr-
age family heats with natural gas. Forty percent of the people in
my State heat with oil. Gas prices are relatively stable. They are
locked in by contract.
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What that really means in my State and for the Nation as a
whole is that the actual price increase to the average oil using con-
sumer heating with oil is in the neighborhood of closer to $300 a
year or more, for a family now earning $10,000 a year. In the face
of the general cutback of support in student aid, in AFDC, in Med-
icaid, in other programs a $250 to $350 increase in heating bills for
a relatively poor off family would be back-breaking and simply un-
conscionable. Pennsylvania is not the only State hurt. In the
region, of course, oil is a primary energy source throughout the
region, and it is of course the economic life blood of the region's
manufacturing and agricultural activities. States in our region
have been hit hard by the increased cost of energy since the first
energy crisis of the 1970's, with average household energy bills one-
third higher than for households in the Southwest.

According to a study by the Northeast-Midwest Institute, an oil
import fee designed to raise $10 billion in revenue, that is a fee set
at $5.80 a barrel, would create a windfall for domestic producers of
over twice that amount, fully $21 billion. In other words, an oil
import fee of this size would transfer $21 billion nationwide from
American consumers to oil producers. Over two-thirds of that wind-
fall would accrue to only four States: Alaska, Oklahoma, Texas,
and Louisiana. Maybe that explains why there is strong support for
this fee from Senators representing those States.

The decline in oil prices is the best news our economy has had in
a long time. Almost daily now, various Government and business
forecasts the economy's performance project encouraging statistics
showing faster growth, lower inflation, and stable interest rates, all
as a direct consequence of lower oil prices. And yesterday, when
the market went through the 1,700 level as if it wasn't there, a
considerable amount of the speculation was falling oil prices made
it happen.

Now, I might add that according to the consumer federation
every job lost in the oil industry as a result of falling prices results
in the creation of six jobs in other sectors of the conomy. Mr.
Chairman, the people and industries of my region of the country-
the Northeast and Midwest-were hurt by the 1973 OPEC cartel
oil price increase, pummeled by the 1979 oil price runup, and dev-
astated by the 1982 recession. Indeed it is only just now beginning
to emerge from that recession. While I can sympathize with the
damage that falling oil prices could do to the industry, I think that
a solution which involves penalizing virtually every other area of
the country, which has already been penalized by the artificial oil
price runup of the last 10 to 12 years, is in fact irrational; nor do I
think it is fair to ask one region of the country to suffer in order to
benefit another.

There are things we can do to help the oil industry, and it is a
vitally important industry; but I will adamantly oppose as will the
members of the Northeast and Midwest .Coalition any effort to
pursue the shortsighted, inequitable and economically irresponsible
policy that an oil import fee represents.

Let me conclude, Mr. Chairman, on this note. I can well remem-
ber in the 1970's when oil producers fought against Government
policies which artificially held down prices at a time when they
were soaring. At that time, the battle cry was "let the free market
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work." If I heard it once, I heard it a hundred times, from House
and Senate members, oil producing States: Decontrol oil, decontrol
gas; let the free market work. I find it ironic, to say the least, that
the same people who said "let the free market work" are now
urging Government protection against the forces of the free
market, forces which are now pushing down artificially high cartel-
set oil prices. It seems to me, Mr. Chairman, that an oil import tax
is nothing short of "recontrol" of the price of oil. Thank you.

Senator WALLOP. Thank you, Senator Heinz. I want to point out
to you, as I did to others yesterday, that we appreciate your under-
standing of the troubles of the industry and other things we can do
for it. If you. are worried about taxes adding to your consumer's
bill, then I assume you would join us in the removal of the windfall
profits tax, which has taken $77 billion out of those very consum-
ers' pockets.

Senator HEINZ. There are circumstances, Mr. Chairman, under
which I could be persuaded to make some changes there. Yes, but I
am not going to endorse a blanket repeal of that, either; and I
think you are wise enough to know that I am not going to.

Senator WALLOP. I am wise enough to know that. I am also wise
enough to know that this fairness doctrine has a rather limited ap-
plication.

Senator HEINZ. The fairness doctrine, today, Mr. Chairman I
don't think is at issue. What is at issue is whether we should
impose a $5, $6, or $10 per barrel tax to prop up oil producers and
their banks. And basically, we are propping them up in this coun-
try.

Senator WALLOP. Yes, that is a misunderstanding of a bill that
Senator Bentsen and I introduced to say it is a $5, $6, or $10 fee. It
is no particular dollar figure.

Senator HEINZ. It is a price prop.
Senator WALLOP. Yes, it is indeed; and it has not only to do with

the oil and gas industry but the entire energy complex of the
United States which includes coal, important to your State, be-
cause there is a point below which the price of oil drops and your
coal miners are totally out of work.

There is a point below which oil drops and none of the conserva-
tion measures that we benefitted so much from have any further
value. Co-generation it out the window. Then, any technological ad-
vances in coal are out the window. So, an import fee is worthy of
examination and not worthy of scorn. It may not be the right thing
to do, and that is the purpose of the hearings; but it is not worthy
of scorn if you view it from the perspective of energy policy. -

Senator HEINZ. Mr. Chairman, I am not scorning it. I am dis-
agreeing with it. I am opposing it. I have given my reasons for op-
posing it; but I don't scorn the proposal.

If I might, I would like to make one observation which is that
there have been many proposals over the years to protect many in-
dustries. The oil import fee is an import tariff of a considerable
extent. It is about-If it were to be resolved, it would be returning
the price of oil to $25 a barrel.--

Senator WALnOP. That has not been suggested.
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Senator HEINZ. I said if it were-to resolve it in fact-it would be
the equivalent of present oil prices of about a 66% percent tariff
on imported oil; and that is pretty steep.

Senator WALLOP. It would be, but inasmuch as nobody is suggest-
ing that, that is an abstraction that isn't in front of the committee.

Senator HEINZ. Well, there is legislation that has been intro-
duced and is pending before the Finance Committee, Mr. Chair-
man, that would do that. I refer to Senator Boren's proposal. I
assume that we are not just holding hearings on one specific pro-
posal in the abstract, or in particular.

I thought that we were looking at a variety of proposals that
have been submitted to the committee and particularly those by
very influential advocates on the committee, whether they be your-
self, Mr. Chairman-and you are influential or a good advocate-
and Senator Boren, Senator Bentsen, and others.

Senator WALLOP. Well, I don't quarrel with that. [Laughter.]
But I would invite you and other members of the Congress to

take advantage of the time to examine energy policy in America.
When it was going up, you and others were full of revenge-had no
time to--

Senator HEINZ. I was full of revenge, Mr. Chairman?
Senator WALLOP. Yes, sir. You were one of those who were one of

the great advocates of the windfall profits tax, looking at the prof-
its the industry is making, and one thing and another--

Senator HEINZ. Mr. Chairman, let's not rewrite history. We were
faced with a question of how we brought about the orderly decon-
trol of oil. I don't want to have my position characterized by any
member of this body; and I haven't characterized your motives at
any point in time. I have not characterized anything you are
saying as vengeful, revengeful; and I don't think you need to char-
acterize my position as---

Senator WALLOP. I was generally characterizing Congress. Gener-
ally, Congress is not examining energy in--

Senator HEINZ. Mr. Chairman, I don't want to be contentious,
but I felt that it was necessary in order to bring about the decon-
trol of oil prices to have a windfall profits tax. There were a lot of
votes I cast to try and bring about a sensible resolution of that tax.
And if we had not had it, Mr. Chairman, the price of oil-of old
oil-would never have been decontrolled. I thought that was the
right policy.

Senator WALLOP. Those events were scarcely simultaneous. The
windfall profits tax came about when nobody was talking decon-
trol; and it came about at a time when prices were rising and were
meant to control and to reap a little of that to the Treasury of the
United States. And as I pointed out, it did come from the pockets of
the very consumers whom we now feel--

Senator HEINZ. Mr. Chairman, I really don't want to get into an
argument about that, but the President said that he would not sign
legislation about the decontrol of oil unless there was a windfall
profits tax, and so on and so forth. I don't quite know what this has
to do with the issue that is before us now.

Senator WALLOP. Very well. Senator Moynihan?
[The prepared written statement of Senator Heinz follows:]
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SrATIMEN BY

UNITED STATES SENATOR JOHN HEINZ

BORE THE

SENATE FINANCE COMMITTEE

S1ECWEE ON ENEM;Y AND AGRICULIURAL TAXATION

28 FEMUARY 1986

Good morning Mr. Chairman ar.d thank you for providing this

opportunity for me to testify on behalf of the Northeast-Midwest Senate

Coalition regarding proposals to tax imported oil.

Yesterday, this Subcommittee heard testimony which, from my

examination, made a convincing case that protecting the domestic oil

industry with a tax on imported oil represented a harmful economic policy, a

dinerous energy policy, and a totally inefficient source of revenue. In

addition, according to the Consumer Federation of America, an oil tax is the

most highly regressive form of tax short of a tax on medical services.

Because that case has already been made, I will focus my re'narks this

morning on how taxing imported oil would place an unfair And discriminatory
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cost on residents and businesses in the Northeast and Midwest, ard provide A

windfall for oil producers in the Southwest.

Of course, my views are framed frorn the perspective of Pennsylvania

where residents and factories would be amor the oil consuners most severely

hurt by a tax on imported oil. An oil import fee raising $10 billion in

revenue would saddle Pennsylvania oil consuners with another $1.3 billion or

more each year in energy bills.

Let's think about what it means to transfer $1.3 billion from

consumers to producers Mr. Chairman. Acconling to the Treasury Department,

a $5 per barrel fee would result in increased energy costs of $125 to

families with annual incomes of $10,000 or less. In the face of federal

cutbacks In Medicaid, AFDC and other programs, I think imposing a $125 a

year burden in the form of an oil tax is Just unconscionable.

Pennsylvania is only one of the states in the Northeast and Midwest

region that would be hurt by a tax on imported oil. Oil is the primary

energy source for the entire Northeast-Midwest region and the economic

lifeblood for most of the region's manufacturing and agricultural

activities. States in our region have been hit hard by the increased cost

of energy since the first energy crises of the 1970s, with average house-

hold energy bills one-third higher than for households in the South and

West.

According to a study by the Northeast-Midwest Institute, an oil

import fee designed to raise $10 billion in revenue, that is, a fee set at
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$5.80 per barrel, would create a windfall for domestic producers of over

twice that amount--fully $21 billion. In other words, an otl Import fee of

this size would transfer $21 billion from oil consumers to oil producers.

Over two-thirds of this windfall would accrue to only four states:

Alaska, Oklahoma, Texas and Louisiana. In total, more than $11 billion

would flow each year front the Northeast and Midwest to the Souith and West.

The decline in oil prices is the best news our economy has had in a

long time. Almost daily now, various government and business forecasts of

the economy's performance project encouraging statistics showing faster

growth, lower inflation, and stable interest rates--all as a direct

consequence of lower oil prices. Indeed, according to the Consumeer

Federation of America, every Job lost in the oil industry as a result of

falling prices results in the creation of six jobs in other sectors of the

economy.

Mr. Chairman, my region of-the country was devastated in the 198.

recession. Indeed, it is only Just beginning to emerge from that recession.

While I can sympathize with the damage that falling oil prices could do to

the oil industry, I do not' think a solution which involves penalizing

virtually every other industry, from chemicals to steel, makes sense. Nor

do I think it is fair to ask one region of the country to suffer in order to

benefit another. There are things we can do to help the oil industry-and

it is a vitally important industry--but I will adamantly oppose any effort

to pursue the shortsighted, inequitable and economically irresponsible

policy that an oil import fee represents.
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I will conclude on this note Mr. Chairman. I can re,"nber well In

the 1970s when oil producers fought against government policies which

artificially held down oil prices at a time when they were soaring. At that

time, the battle cry was "let the free market work." I find it ironic that

the same people are urging government protection against the forces of the

free market which are now pushing oil prices down. It sees to me, Mr.

Chairman, that an oil import tax is really nothing short of oil "recontrol."

Again, I thank you, Mr. Chairman, and the other members of this

Subcommittee for this opportunity to demonstrate the regional unfairness or

an oil import tax.
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N'ORT'HEAST-M'!G1EST SENATE COALITiON
NORTHEAST-MIEST COtr3RESSIONAL COALITION

NORTHEAST-MIDWEST INSTITUTE

STATE-BY-STATE CONSUMER IMPACT CF $10 BILLION OIL IMPORT FEE
(in millions of dollars)

Producers' Consumef
Region and State Windfall Impact

New England
ConnecticuT
Ma i ne
Massachusetts
New Hampshire
Rhode Island
Vermont

Mid-Atlantic
Del aware
Maryl and
New Jersey
New York
Pennsylvania

Midwest
Illinois
Indiana
Iowa
Michi gan
Minnesota
Missouri
Ohio
Wisconsin

South
Alabama
Arkansas
District of Columbia
Florida
Georgia
Kentucky
Louisiana
Mississippi
North Carolina
Oklahoma
South Carolina
Tennessee
Texas
Virginia
West Virginia

0
0
0
0
0
0

0
0
0
6

28

190
36

0
201

0
2

101
0

130
123

0
95
0

51
3,394

216
0

1, 109
0
6

5,959
0

23

478
254
809
123
98
60

117
509

1,277
1,781
1, 293

1, 243
683
384
7 07
534
600

1,276
482

486
314
47

1, 530
730
451

1,476
339
678
479
335
503

3,815
651
195
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West
Alaska 4,152 168
Arizona 1 317
California 2,714 2,905
Colorado 190 347
Hawaii 0 237
Idaho 0 112
Kansas 499 362
Montana 196 140
Nebraska 42 211
Nevada 13 139
New Mexico 523 212
North Dakota 347 141
Oregon 0 356
South Dakota 9 112
Utah 228 184
Washington 0 554
Wyoming 818 170

U.S. Total 21,403 31,403

'All state figures based on 1983 percentages. The ratio of petroleum imports to
total petroleum consumption is based on 1984 data.

1Averages $5.81/barrel on petroleum imports. Assumes domestically produced oil
price equals import price and averages 14.3 cents/gallon fuel oil and 12.6
cents/gallon gasoline. Although the price of oil affects the price of natural
gas and coal as well, it is not possible to quantify the impact.

SOURCE: Northeast-Midwest Institute staff calculations based on data from U.S.
Department of Energy, Energy Information Administration.
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Senator MOYNIHAN. Mr. Chairman, thank you. I see that we
have a most distinguished group of guests from the House, Repre-
sentatives Schneider, Jones, and Conte, and our own Senator Cali-
borne Pell. So, although I am on the witness list, perhaps I might
put in my statement in the record and just summarize it; and then
we can argue about the windfall profits tax again. [Laughter.]

Senator MOYNIHAN. Mr. Chairman, if I had one service I might
render this whole inquiry it is on the subject of semantic infiltra-
tion, which is a technique nations use when they negotiate. If you
can get the other side to start using your words to describe a par-
ticular reality, you have already won half the case.

And an oil import fee sounds like something they charge for test-
ing for purity or alcoholic content or somehow verifying quality.
What we are talking about is an oil tariff, as Senator Heinz very
correctly stated. An oil tariff or a tariff of any kind has the pur-
pose of raising the price internally of a particular product, whether
it be produced internally or not. And this is a tariff, and it can be
predicted to have one event which is to raise costs for domestic
manufacturers; and to the extent that they are in export indus-
tries, they are certainly going to be at less of an advantage in over-

-seas markets than their overseas competitors for the simple reason
that their costs will be relatively greater. With respect to their do-
mestic markets, you can make some forecast that American con-
sumers will choose products that are made overseas and imported
for the simple reason that they will be cheaper due to the cheaper
cost of oil that goes into their production; and there is almost no
product that is not in some measure produced by oil.

We have some estimates on this. The Consumers Federation-
Senator Heinz mentioned it-comes out with a suggestion that a
$10 tariff would increase oil costs by $25 billion, which is a suspi-
ciously round figure; but I suppose it could be quoted. It will lead
to a one to two percent rise in inflation and a GNP reduction of
$50 billion and a job loss of half a million, all of which are ver
round figures, which is just due to a hurried calculation; but it wil1
be some increase in inflation and some loss in jobs. That can be
predicted. Clearly, an oil import fee will have a different impact in
parts of the country relating to geographical terms. Senator Heinz
mentioned that; there would be four States that would get two-
thirds of the tariff advantage, in terms of increased domestic prices
and a number of States-New England exclusively-would be at a
disadvantage. Few seem to realize that New York State is an oil
producer. We started discovering oil in 1853. Unfortunately, we
stopped in 1855, but there was a moment there.

Senator HEINZ. Pennsylvanians really discovered oil first.
It way your oil we discovered. [Laughter.]
Senator MOYNIHAN. It comes right across the Southern tier

there, as you know.
Senator HEINZ. There is a lot of revisionist history taking place

here.
Senator MOYNIHAN. I think there is a case to be made-I don't

know how strong a case-that a tariff on imported oil is a kind of
drain America first proposition. That case can be made. I think
this might be, in happier fical terms, just the time to fill up our
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strategic reserve. I believe that is something the chairman has
thought a lot about.

I would like to make two quick suggestions. The first is that
almost certainly a gasoline tax is a better alternative simply be-
cause it does not appreciably raise manufacturing costs and it is
geographically distributed much better, but not perfectly. The
impact in Wyoming has got to be greater than the impact in Rhode
Island or New York. We know that. It is just distances and densi-
ties and modes of transportation. Still, the automobile is pretty
universal, and its use is pretty universal; and the gasoline tax
would much less of the tariff type of consequences than a tariff on
oil.

Finally, Mr. Chairman, I would like to suggest that if we really
wanted to move towards this direction as a matter of revenue, we
really ought to consider a general energy tax, simply a BTU-based
tax, leaving aside coal and hydropower, which I think we have in
such quantities that there would be a case against levying an
energy tax there. But if we were to levy a tax on oil consumption,
on uranium consumption, on natural gas consumption, a very light
tax for which the collection mechanisms are already in place could
produce considerable revenue and do so very equitably, particularly
if it was rebated for purposes of residential heating.

I don't think the committee is going to be interested in some-
thing that ambitious; on the other hand, I do say that I have great
respect for our chairman's concern about market forces. No matter
how equitably you pick one source of energy, you start distorting
the market because, in the end, what energy does produce is Brit-
ish thermal units; and they are themselves identical. And if you
make the cost of that BTU from one source higher than for an-
other source, you have artificial effects in the market.

And I think if we are raising revenue, we certainly ought to raise
revenue with as little market distortion as possible. And I do
assume that the purpose for Aiich we are talking about an oil
import tax for purposes of revenue and is not for purposes of giving
advantages to one section of the economy over the other; but then,
I don't know and I perhaps should not speak beyond my knowl-
edge. And I thank you for your kind attention.

Senator WALLOP. Thank you, Senator Moynihan. We have sug-
gested that, given the exigencies of Friday, we would go to mem-
bers of--

Senator MOYNIHAN. Oh, no, I thought we were going to argue
about the Windfall Profit Tax for just a little bit. [Laughter.]

Senator WALLOP. We are, but you and I are going down and we
will do that over lunch. [Laughter.]

Senator CHAFEE. I don't think we want to get into waving the red
flag in front of the bull here, Senator Moynihan. Let's get on with
the hearing. [Laughter.]

Senator WALLOP. We have decided to recognize members of Con-
gress as they came; so with that, I recognize Representative Schnei-
der.

[The prepared written statement of Senator Moynihan follows:]
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STATEMENT OF SENATOR DANIEL PATRICK MOYNIHAN

Mr. Chairman: I very much appreciate the opportunity to

appear here today to present my thoughts on the taxation of

imported oil -- a subject which has received much attention of

late -- and, more broadly, the taxation of energy.

Foremost among my objections to an oil import fee is the

effect such a tariff -- and let us not delude ourselves, this is

most certainly a protectionist tariff -- would have on American

firms attempting to compete here and abroad. Indeed, the effect

is all too predictable. Oil is used, to some lesser or greater

degree, in the production of almost every good and service. To

tax imported oil, then, is to condemn domestic manufacturers to

higher costs than are borne by their foreign competitors. In the

end, American firms will find it more difficult to sell their

goods both overseas nA at home. The laws of economics tell us

most clearly that the American consumer will seek to purchase

cheaper, untaxed foreign oil in whatever form he can. If he

cannot buy it directly, he will buy it as a component of cheaper

foreign goods -- automobiles, steel and the like. The

proposition, then, is simple: Unless we are prepared to protect

every American industry that relies on oil, we had better not

begin down that road by taxing imported oil.

Moreover, a tax on imported oil will not only impair the

competitiveness of American industries, but will also hinder

overall economic growth. This Committee has been bombarded over

the past year with countless econometric predictions of the likely
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effects of removing one or another tax subsidy. Well, let's see

what the numbers say about an oil import tax. According to the

Consumer Federation of America, a $10 import fee would increase

oil costs by $25 billion in its first year. This in turn will

lead to a 1 to 2 percent rise in inflation, a reduction in the

Gross National Product of $50 billion and a loss of 500,000

jobs.

An oil import fee is, without doubt, the most inefficient

type of energy tex imaginable. For every dollar raised for the

Treasury, a two dollar-windfall would accrue to domestic producers

of oil. This is bad tax policy and, to my mind, totally

unacceptable.

An oil import fee is also among the most geographically

inequitable forms of energy taxation. We use many different types

of energy in this country -- coal, hydropower, natural gas,

nuclear and oil. A tax on only one type of energy, then,

disproportionately punishes those who, for one reason or another,

heavily rely on that form of energy. In this case, tax oil and

you punish the northeast. Nationally, oil accounts for roughly 40

percent of total energy consumption. In Rhode Island, 70 percent;

New York, 52 percent.

A tax on imported oil is moreover a serious threat to this

Nation's long-term energy security, for it encourages more rapid

depletion of domestic reserves. *Drain America First." To my way

of thinking, this is precisely what we should not be doing. The

price will increase again -- maybe in a year, maybe in five

years. Perhaps we should consider increasing strategic reserves



378

3

while oil is plentiful. I am not unsympathetic to the plight of

domestic oil proJucers. They are facing hard times. But an oil

import tax Js not the answer.

The best energy tax -- and I ar not at all sure that any

energy tax is a good idea right now -- would be a gasoline tax.

No tax affects all regions equally, but a gasoline tax falls more

equitably across the nation - no region would be forced to bear

the kind of b'irden that an oil tariff would impose on the

northeast. A gas tax would not raise U.S. manufacturing costs,

and our ability to compete in world markets would be unaffected.

And such a tax would be far more efficient than an oil tariff: A

$5/barrel tariff would collect some $10 billion, and raise the

cost of all petroleum -- including gasoline --- $0.12/gallon. A

$.10/gallon tax on gasoline alone would raise the same amount.

And make vastly more sense.

If we were to enact an energy tax, this is the one we should

do. But the political difficulty of adding substantial new

gasoline taxes makes me doubt that we could do it. The next best

choice is a broadly based energy tax, and that is what I shall

propose.

Rather than taxing only imported oil, we should tax all oil,

all natural gas and all energy from uranium. Let us leave coal

and hydropower aside; these are resources that we can be less

concerned about. And let us exempt from this tax all residential

energy use -- consumers, particularly low-income consumers, will

be faced with demands enough in the years to come. They should

not pay a tax to heat or cool their homes.
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Were we to tax imported oil alone, but 15 percent of the

nation's energy use would be taxed, although energy prices would

rise across-the-board. A relatively high rate would be required

to raise substantial revenue. In my proposal, more than 2/3 of

domestic energy would be taxable. Even after broad rebates to

exempt all residential energy use, the burden of raising the

desired revenue would be spread over half the nation's energy

use. Rates 1/3 as high as those suggested for oil tariffs would

raise the sare amount of revenue, and do so more equitably. The

cost of a gallon of gasoline might rise $.04 rather than $.12.

And the price of oil, gas or electricity used to heat our homes

would not rise at all.

I have substantial reservations about any energy tax. To use

such a regressive tax to finance the preservation of loopholes in

the income tax would be entirely unacceptable. So too an oil

tariff -- protectionism for part of the domestic oil industry in

the guise of a revenue measure. But a serious effort to raise

revenues with an energy tax would be worth considering. A

gasoline tax would be worth a try, and a well-crafted broad-based

energy tax also could work well.



380

STATEMENT OF HON. CLAUDINE SCHNEIDER, A U.S.
REPRESENTATIVE FROM THE STATE OF RHODE ISLAND

Congresswoman SCHNEIDER. Thank you, Mr. Chairman. My com-
ments will reflect somewhat Senator Heinz' comments in looking
at the microimpact of an oil import tax, but I would like to expand
it and incorporate the macroimpact of an oil import tax. And also,
I think Senator Moynihan made some very important points which
also underline the theme of my comments having to do with equity
in looking at the various options that we have.

I am very, very strongly opposed to an oil import fee that is re-
flected in both Senate bills S. 1507 and S. 1997. The oil import tax
appears to be the most unfair and most inequitable revenue raiser
that is being discussed. Even among energy taxes, there is a funda-
mental question of which would be the most fair to all regions of
the country, as was already indicated. I think, first of all, if Con-
gress believes that an energy tax of any sort is necessary, a less
regressive gasoline tax or an across-the-board BTU tax would be
much more equitable. The oil import tax takes disproportionate
aim at the Frost Belt; and as an officer of the Northeast-Midwest
Coalition, I can assure you that we are most anxious to see the
report that I have requested from the Congressional Research Serv-
ice which will evaluate the various energy taxes and their impact
on the consumers and on the economy overall. I believe that a
thorough analysis of this type is absolutely essential before any
kind of legislation is undertaken.

I think we do have at our disposal now a number of studies
which reflect the impact of the current dramatic drop in oil prices
and the potential impact of an oil import tax. I would just like to
list for you a number of these studies which indicate what has been
going on overall with the recent drop in oil prices.

The Energy Information Administration put forth a study that
said that if oil stabilizes at $18 a barrel for over a year, it would
reduce the national oil bill by $46 billion. This savings would trans-
late into an additional drop in inflation by 1 percent, a growth in
the economy by 1 percent, and a 2 percent increase in industrial
production.

Another study was done by the U.S. Chamber of Commerce
which said that this economic growth would create 1 million new
jobs. Additionally, consumers in a region like New England where
30 percent of our electricity is generated by oil, as compared to 5
percent nationwide, we would realize considerable savings for con-
sumers.

A third study that has been done is the Farm Bureau Research
Association which indicates that lower oil prices put farmers into a
win/win situation by substantially reducing the cost of fertilizers
and pesticides; which cost farmers about $14 billion last year.

The Polyeconomic Analysis concludes that, since oil is sold in
terms of dollars-petrodollars-the lower world demand for oil will
translate into lower demand for dollars. This will decrease the dol-
lar's value against other major currencies and, as a result, U.S. ex-
ports will increase, thereby reducing the U.S. trade deficit-an im-
portant point I believe when we are looking at the whole macropic-
ture of our energy policy.
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And finally, the study by the U.S. Department of Economic Af-
fairs reports that the decline in energy costs will lower the con-
sumer price index as a result in the decline of wage increases and
Government cost of living allowances. The indirect savings are esti-
mated to be half of what the direct savings are.

Mr. Chairman, an oil import fee would negate many of these
very positive benefits of the oil price reduction. According to a Fed-
eral Reserve Board of Dallas study, the deleterious side effects of
rising inflation, unemployment, and declining economic growth
could have a substantial impact on our economy overall. Econo-
mists have noted that an oil import tax will fall most heavily not
on OPEC, as is the usual assumption, from whom we get less than
9 percent of our oil, but it will fall on our friendly neighbors, our
debtors, and our allies; 56 percent of our oil comes from Mexico,
Venezuela, Canada, and the United Kingdom, most of whom are in
the weakest position relative to the OPEC producers to deal with
an oil fee on top of a real price collapse. So, if the goal of the pro-
posed import fee is to secure funds for reducing the deficit, there
are far less regressive means-be they a gasoline tax or a BTU tax.

What I would like to know is: Why does the Senate and the
House feel that we need to limit our vision to only energy taxes
when we have a very creative opportunity before us? If we must, in
fact, raise revenue-and it is something that I personally have not
conceded as yet-I think that we have options other than energy
taxes. Considering the recent drop in oil prices, the elimination of
conservation tax credits, and the slashing of our R&D energy
budget, I maintain that we have right now no clear, comprehensive
energy policy that can securely lead us into the future. I don't be-
lieve that there is one person in this Congress or in the administra-
tion who has the pulse of the ramifications that these tax policies-
energy tax policy decisions-might have on our energy future. I
maintain that if we need to raise revenue, we should listen to the
conventional wisdom of the people. According to public opinion
polls, Americans overwhelmingly favor an increase in tax on tobac-
co and alcohol.

Citizens, along with this Member of Congress, cannot justify the
expenditure of hard-earned tax dollars for tobacco subsidies on the
one hand and cancer research and health-care support on the
other. According to research reports, $30 billion a year in tobacco
sales incurs an additional $30 to $100 billion in health costs and
the loss of economic productivity. An increased tobacco tax would
account for some of these external costs with the secondary benefit
of diminishing one-fifth of all American deaths each year.

In conclusion, while I can sincerely sympathize with the severe
impact the oil price collapse is having on oil-producing States, I
hope you will appreciate that ofl-consuming States like my own
and Senator Heinz' and Senator Moynihan's, that we have been
similarly ravaged for more than a decade because of oil price hikes.
A steady stream of business failures, bankruptcies and nagging un-
employment attest to the hard tines we have suffered; and we
really don't care to relive these again in the form of an oil importtax.

So, Mr. Chairman, if we conclude that we really do, in fact, need
to raise revenue, I implore you that we not act hastily or inequita-
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bly. Tax decisions will have a long-term impact. I suggest that-we
not be so speedy to tamper with our ill-defined and poorly under-
stood energy policy. Long-term energy and resource planning
should be part of our holistic goal. Let us be determined in our def-
icit reduction efforts and creative in our revenue enhancements. To
this more equitable and reasoned end, I will be your ally. Thank
you very much.

Senator WALoP. Thank you, Representative Schneider. Let me
suggest that you have no quarrel from me that this is not a good
means of raising revenue nor was our bill designed particularly in
that way. It cannot really be viewed as that in its consequence.

Representative Conte?
[The prepared written statement of Congresswoman Schneider

follows:]
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Testimony by Representative Claudine Schneider (R-RI)
Regarding Oil Import Fee Legislation

before the
Senate Subcommittee on Energy & Agricultural Taxation

February 28, 1986

Mr. Chairman,

I would like to express my strong opposition to the oil import fees

proposed in Senate bills S. 1507 and S. 1997. 1 am opposed for several

reasons which I will subsequently outline for you, but the overriding

reason is that the oil import tax appears to be the most unfair and

inequitable revenue raiser being discussed.

Even among energy taxes, there io a fundamental question of which

would be most fair to all regions of the country. First of all, if

Congress believes that an energy tax of some type is necessary, a far

less regreaeve gasoline excise tax or an across-the-board BTU tax would

be much more equitable. The oil import tax takes disproportionate aim at

the Frostbelt.

I and the other Executive Officers of the Northeast-Midwest Coalition

have asked the Congressional Research Service to evaluate the various

energy taxes and their impact upon consumers and the economy as a whole.

I believe that a thorough analysis of this sort is absolutely essential

before any legislative action is undertaken.

We do, however, have at our disposal now a number of studies which

reflect the impact of the recent dramatic drop in oil prices and the

potential impact of an oil import tax:
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* The Energy Information Administration indicates that if oil

stabilizes at $18 per barrel for over a year, it would reduce

the national oil bill by $46 billion. These savings would mean:

- an additional drop in inflation by one percent.

- growth in the economy of one percent.

- a two percent increase in industrial production.

* According to the U.S. Chamber of Commerce, this economic growth

would create one million new jobs. Additionally, consumers in

a region like New England, where 30 percent of our electricity

is generated by oil (as compared to five percent nationwide),

would realise considerable.savings.

* The Farm Bureau Research Association indicates that lower oil

prices put farmers into a ."win-vin" situation by substantially

reducing the cost of fertilizers and pesticides, which amounted

to $14 biton last year.

* The Polyconomics analysis concludes-that since oil is sold in

terms of dollars - petrodollars -lower world demand for oil

will translate into lower demand for dollars. This will decrease

the dollar's value against other major currencies. As a result,

U.S. exports will increase, thereby reducing the U.S. trade deficit.

* The U.S. Department of Economic Affairs reports that the decline

in energy cost will lower the Consumer Price Index as a result

of a decline in the rate of wage increase and government cost-of-

living allowances. Indirect savings are estimated to be half the

direct savings.
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Mr. Chairman, an oil import fee would negate many of these positive

benefits of the oil price reduction. The Federal Reserve Bank reported

that an import fee could have deleterious side-effects including rising

inflation, unemployment and declining economic growth.

Economists have also noted that an oil tax would fall most heavily

not on OPEC (from whom we get less than nine percent of our oil) but on

our friendly neighbors, debtors and allies - 56 percent from Mexico,

Venezuela, Canada and the United Kingdom - most of whom are in the

weakest position (relative to OPEC producers) to deal with an oil fee

on top of a real price collapse.

If the goal of the proposed import fee is to secure funds for

reducing the deficit, there are far less regressive means, be they a

gasoline tax or a STU tax. I uust ask why the Congress is limiting

our mission.to energy when we have a creative opportunity to raise

revenue. If we must, in fact, raise revenue - something that I

personally have not conceded -- we have options other than energy

taxes.

Considering the recent drop in oil prices, elimination of

conservation tax credits, and the slashing of the R & D energy budget,

I maintain that we have no clear, comprehensive energy policy that

can securely lead us- into the future. Not one person in this Congress

or in the Administration has the pulse of the ramifications these

tax policy decisions will have on our energy future.

I maintain that if we need to raise revenue, we should listen

to the conventional wisdom of the people. According to-public opinion

polls, Americans overwhelmingly favor an increased tax on tobacco and

alcohol.
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Citizens, along with this Member of Congress, cannot justify

the expenditure of hard-earned tax dollars for tobacco subsidies on

the one hand, and cancer research and health care support on the other.

According to research reports, $30 billion a year in tobacco sales incurs

an additional $30 to $100 billion in health costs and loss of economic

productivity. An increased tobacco tax would account for these external

costs, with a secondary benefit of diminishing one-fifth of all

American deaths each year.

In conclusion, while I can sincerely sympathize with the severe impact

that the oil price collapse is having on oil-producing states, I hope you

will appreciate that oil-consuming states like my own have been similarly

ravaged for more than a decade because of oil price hikes. A steady

stream of business failures, bankruptcies and nagging unemployment

attest to the hard times we've suffered. We do not want to relive these

again in the form of an oil import tax.

Mr. Chairman, if we must raise revenue, I implore you that we not act

hastily or inequitably. Tax decisions will have a long term impact. I

suggest that we not be so speedy to tamper with our ill-defined and

poorly understood energy policy. Long term energy and resource planning

should be part of our goal. Let us be determined in our deficit

reduction efforts and creative in our revenue enhancements. To this

end, I will be your ally. Thank you.
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Congressman CONTE. Thank you, Mr. Chairman and members of
the committee, for allowing me to testify here today.

For the past three Congresses, I have authored a resolution ex-
pressing the sense of the House that an oil import fee should not
be enacted, and I oppose that concept strongly. Oil import fees
have been suggested many times over the past two decades, and
they have been suggested as a cure for everything but for the
common cold. We are told that consumers and the economy can
afford the- fee because oil prices are falling; that oil import fees are
a painless way to raise necessary revenue, either for deficit reduc-
tion or to pay for tax breaks as part of tax reform.

Congress must reduce the deficit, but the issue is how. I have
long advocated a combination of a reasonable, fair spending re-
straint in all areas of the budget and, of course, new revenues. But
by new revenues, I do not mean an unfair, regressive tax like an
oil import fee. If we are serious about raising revenue, we should
close the loopholes in the tax laws. A true, effective minimum
tax-unlike the one we have now-would be a first start.

An even more preposterous suggestion is to use the revenue from
an oil import fee to pay for more loophole openings as part of tax
reform. I can't conceive of a more unfair, inequitable, and unrea-
sonable suggestion. Effectively, Congress would pay for a tax break
for the rich by imposing a harsh tax on the poor. It just doesn't
make sense.

People say that an oil import fee would be harmless because of
falling oil prices. Nothing could be further from the truth. The eco-
nomic implications of an oil import fee are higher prices, higher
unemployment, and slow or negative growth in the gross national
product. An oil import fee would take money out of the economy
and slow growth, which, in turn, would increase the deficit.

There are, however, long-term benefits of falling oil prices. Those
benefits are showing up in the economy right now and will contin-
ue if Congress doesn't resort to the short-sighted, unfair solution of
oil import fees. Using economic terms, lower oil prices shift the ag-
gregate supply curve out, resulting in lower prices and higher
levels of GNP. Using much simpler terms, it is like the man who
keeps hitting himself in the head with a hammer. He feels good
when it stops. Well, our economy has been hit on the head with
rising oil prices for many years; and it feels great now that it has
stooped. Why hit ourselves in the head again?

Economic models indicate that just $5 a barrel drop in oil prices
translates to 0.5 percent increase in the GNP, which in turn re-
duces the budget deficit by $20 billion. The inflation rate could fall
by 1 percent. Unemployment could fall by 0.4 percent. Falling oil
prices create very clear benefits. But a $5 per barrel oil import fee
would increase costs to the consumer by $35 billion. Domestic oil
producers would raise their prices. In all, such a fee would only
raise $6 to $7 billion for the Federal Government.

An oil import fee is also regionally unfair because its primary ef-
fects will be felt in the Northeast and Midwest where 80 percent of
home heating oil is imported.
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Mr. Chairman, for every complex problem, there is an easy
answer. It is short, simple, and wrong. An oil import fee is a classic
example. I urge you not to make the tragic mistake of imposing an
oil import fee.

Senator WALLOP. Thank you, Representative Conte.
Representative Jones?
[The prepared written statement of Congressman Conte follows:]
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Mr. Chairman and members of the Committee, I want to thank yous
for providing me the opportunity to testify at today'- hearings on
the subject of oil Import fees. As everyone in this room knows, this
is an enormously controversial issue, and I appreciate the
opportunity to be here.

Mr. Chairman, I am strongly opposed to proposals to impose any
sort of oil import fee. For the past three Congresses, I have
authored a resolution expressing the sense of the House that an oil
import fee should not be enacted. I will keep mryspoken remarks
short today, and ask unanimous consent that I be allowed to submit a
longer statement for the record of today's hearings.

BACKGROUND ON OIL IMPORT FEES

Oil import fees have been proposed many times over the past two
decades. They've been suggested as a cure for everything but the
common cold. They're supposed to reduce our dependence on foreign
oil, raise revenue, and conserve energy.

Although the reasons for imposing a fee often change, the
arguments do not. We're told that the American consumer and economy
can afford the fees because oil prices are falling. We're told that
stable energy prices conserve energy. Even now, we're told that oil
import fees are a painless way to raise necessary revenue.

There are two fundamental suggestions for use of the revenues
derived from an oil import fee. The first suggestion is to use the
revenues to reduce the deficit. The second suggestion is to use the
revenues to pay for certain tax breaks as part of tax reform.

REDUCING THE DEFICIT

Beyond the shadow of a doubt, the most important task facing this
Congress is deficit reduction. With a string of triple-digit
deficits stretching as far as the eye can see -- and with the
Gramm-Rudman-Hollings deficit targets now law -- our efforts must be
focused on this important task. As one who strongly opposed
Gramm-Rudman-Hollings, I strongly support deficit reduction.

The issue is how those deficits can best be reduced. I have long
advocated a combination of reasonable, fair spending restraint in all
areas of the budget and new revenues. But by new revenues, I do not
mean an unfair, regressive tax. If we're serious about raising
revenue, we'd close some of the loopholes in the tax laws that allow
wealthy individuals and profitable corporations to avoid paying their
fair share of taxes. A true, effective minimum tax would be a first
start.
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TAX REFORM

An even more preposterous suggestion is to use the revenue from
an oil import fee to pay for tax rate reduction. The House-passed
tax bill would lower the maximum marginal tax rate from 50% to 38%.
There have been suggestions that it should be lowered further.
perhaps to 35%, one-half of the 1981 maximum rate. To pay for that
reduction, some have suggested an oil import fee.

I can't conceive of a more unfair, inequitable and unreasonable.
suggestion. Effectively, the supporters of this concept are saying
that they will pay for a tax break for the rich by imposing a harsh
tax on the poor. Think about it: the wealthiest taxpayers in
America would get a break, courtesy of the rest of the nation that
must heat their homes and drive their cars to work. An oil import
fee used for this purpose could hold the record as the most unfair
tax ever devised by man.

MACROECONOMIC IMPLICATIONS OF AN OIL IMPORT FEE

It's important to consider the economic impact that an oil Import
fee would have. It's also important to contrast that impact with the
benefits of falling oil prices. Even though many people assume that
an oil import fee would be harmless, I think it's clear that nothing
could be further than the truth.

Anyone who's ever taken an economics class can tell you that
reducing the deficit by a tax increase alone is bad for the economy;
it is generally contractionary. The implications are higher prices,
higher unemployment, and slow or negative growth in the gross
national product, In economic terms, a tax increase tends to cause
an inward shift in the aggregate demand curve. While it's true that
this shift could be offset by an easing of monetary policy, the lag
in the economy makes this a dubious argument -- and there's no
guarantee that the Federal Reserve would ease up on monetary policy.
An oil import fee will take money out of the economy and slow the
growth our economy has been experiencing.

A Library of Congress study in 1982, which I requested, showed
that a $10 per barrel oil import fee would result in an increase in
inflation of 0.9%. The estimate indicated that the gross national
product could decline by as much as 1.4%, and that unemployment would
increase by 0.5%. These economic effects could in turn increase the
deficit by $5 billion. A study by economists with the Federal
Reserve bank in Dallas in 1985 contained similar findings.

We're waiting for an update from the Library of Congress on the
1982 study. Nonetheless, there aren't many economists who would
argue that an oil import fee would be good for the economy. We
believe that the updated Library of Congress sttidy will merely
confirm the 1982 report.



391

FALLING OIL PRICES HELP THE ECONOMY

To demonqtrate that An oil fmport one is a nhrrt-i-sightod and
simplistic solution to our budgetary problems, we need only consider
the long-term benefits of falling oil prices. Those benefits are
showing up in the economy right now, and will continue -- if Congress
doesn't resort to this short-sighted, unfair "solution."

Virtually all economists both in and out of government agree that
falling oil prices are a tremendous benefit to the economy -- from
the Joint Economic Committee to private consulting firms such as Data
Resources, Inc. (DRI). They agree that lower oil prices shift the
aggregate supply curve out, resulting in a new equilibrium in the
economy at lower prices and higher levels of GNP.

The DRI model indicates that just a $5 per barrel drop In oil
prices translates into a 0.5% increase In GNP -- which can in turn
reduce the budget deficit by $20 billion. The inflation rate could
fall by 1%; unemployment could fall by 0.4%.

Without question, there are very clear benefits in falling oil
prices. Just three weeks ago, the conventional wisdom in this town
was that the Administration's economic forecast was too optimistic.
New deficit predictions, however, indicate that the projections may
not have been optimistic enough. It is possible to have growth above
4% this year due to falling oil prices -- but It won't happen If
Congress enacts an oil import fee.

OTHER PROBLEMS WITH AN OIL IMPORT FEE

A $5 per barrel oil import fee would increase costs to consumers
by $35 billion, but would only raise $6-$7 billion for the federal
government in the short term. But over time, as higher oil prices
worked their way through the economy and GNP fell and unemployment
rose, those revenues would fall off.

An oil import fee would violate our obligations under the General
Agreement on Tariffs and Trade, and invite trade retaliation in other
areas.

Enactment of an oil import fee by Congress would allow domestic
oil producers to raise their prices carte blanche, translating into
higher costs for consumers. That means greater profits for the fatcat
oil companies as they drove up their prices to match the cost of
imported crude. Those higher profits would not, contrary to some
reports that you may have heard, be taxed away by the Windfall Profit
Tax.

Finally, the primary effects of an oil import fee would be felt
in the Northeast and Midwest where 80% of home heating oil is
imported. Those citizens would pay more than three times the
national average for electricity Low income people in New England
would pay 31% of their income for energy assuming a $10 per barrel
fee, compared with the nationwide average of 21.7%. The unfairness
goes on and on.
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CONCLUSION

Mr. Chairman, for every-complex problem, there is an easy
solution. It is short, simple ... and wrong. An oil import fee is a
classic example. It is a shortsighted, simplistic, unfair approach
to a very complex problem. I urge you, as colleagues and as leaders
of this nation, not to make the tragic mistake of imposing an oil
import fee.

Thank you very much.



393

STATEMENT OF HON. JAMES R. JONES, A U.S. REPRESENTATIVE
FROM THE STATE OF OKLAHOMA

Congressman JoNEs. Thank you, Mr. Chairman, and distin-
guished members of the committee. I thank you very much for
holding this hearing. You have a copy of my prepared testimony,
which I would like to have included in the record and I would sum-
marize.

First of all, let me say that I come to support an oil import fee
reluctantly because I believe in a free trading system. I proposed
this last year in testimony before the House Budget Committee in
March of last year and at least urged a standby import fee for the
authority to be given to the President. Had we had that standby
authority, I don't think we would be facing the kind of problems
we have today in the domestic oil industry; but the fact is we don't.

Last year, the President threatened to veto, and clearly there
were not enough votes to override a veto in the Congress. I hope
that the administration will change its position this year and that
both Houses of Congress can move and move rapidly. As I say, I
came to this reluctantly for a number of reasons. First of all, there
is a very parochial reason-the state of the economy in my State of
Oklahoma. Our State's economy is founded principally on oil and
gas and on agriculture. Both of those industries are in dire straits
today. The oil and gas industry is a good example.

In 1981, we had 984 rigs operating in Oklahoma. At last count,
there were 180 rigs operating in my State. Over 80 percent of the
rigs have been idled; and these numbers do parallel the national
scene where we had 4,500 plus rigs operating in the Unitid States
in December 1981; and less than 5 years later, it is down to 1,773
operating. We see that in Oklahoma in human terms, not just the
rigs that are idled, but a lot of people are idle. In 1981, nearly
100,000 Oklahomans were directly employed in the oil patch. More
than 30,000 are now out of work, unemployed and unable to find
work, causing great problems in Oklahoma. So, my first reason is
admittedly parochial. Our economy cannot stand being the victim
of what I think we are seeing, which is a manipulation of the inter-
national oil market; and the oil producers and suppliers in Oklaho-
ma are the victims of that manipulation.

Now, an argument has been made that this oil import fee would
be unfairly distributing the cost to the upper Midwest and Middle
Atlantic States and New England. The Joint Tax Committee's
report indicates that that is not the case, that as a practical
matter, the consumers in our part of the country in the South and
the West consume about 20 percent more petroleum products than
those in the Middle Atlantic and North Central States. So, I am
not sure that that argument of unfairly putting the burden on that
part of the country is an accurate argument. I also have trouble
understanding why so many folks are very quick to place a heavy
tax burden on domestic U.S. oil and gas producers and yet, when
we propose an attempt to equalize that tax by placing a tax on for-
eign producers, suddenly it is wrong. It seems that it is OK to tax
American producers but not foreign producers, and I don't under-
stand the wisdom of that argument.
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My second reason for an oil import fee is wrapped up in what is
called national energy policy and national security. If we become
dependent again on foreign sources of petroleum, we are likely to
face the same kind of consequences we did in 1973-74, which was
primarily responsible for the economic problems of all of the
1970's. We find today that about a third-a little more than a
third-of our daily usage comes from foreign sources; that is, it is
not only creeping up a dependency on energy from foreign sources,
but it has a detrimental effect on our trade deficit. Almost $60 bil-
lion a year in the trade deficit is due to imported petroleum and
petroleum products. Petroleum products present a national securi-
ty question. I think we have lost about one-third of our refining ca-
pacity here in the United States because of the increase in oil prod-
ucts coming from overseas. And I think that argument has to be
looked at very, very hard.

The third reason is sort of a byproduct, and it shouldn't be the
main reason for even considerin- an oil import fee; and that is the
revenues to be gained that would help reduce this gigantic Federal
deficit. As I calculate on the assumptions that I used when we first
offered this last year, if you had a $5 import fee, the combination
of new revenues coming directly from an oil import fee plus what
would be increased income in windfall profits taxes from domestic
production would raise $15, maybe $20, billion a year. My judg-
ment is that ought to be applied to lowering the Federal deficit and
not be used for financing the tax reform bill that is before you now
and which regrettably passed the House and is in your lap. Let me
just say what the characteristics of the bill ought to be.

You will write this legislation, but I would suggest to you that
first of all it have a sunset attached to it. I don't think we should
make this a permanent part of our tax law; and we ought to be
required to review an oil import fee every 2 to 3 years or some-
thing of that nature.

Second, it seems we ought to use the concept that, Mr. Chair-
man, you have used in your legislation, and that is to establish a
base price and have the fee trigger on as that base price declines
and trigger off as it exceeds the base price. And the purpose of that
is to have virtually no impact on consumer prices. I think that is a
responsible thing to do.

I think we ought to consider perhaps some rebate for those
States that have heavy consumption of imported oil or products;
but those are the characteristics that I think we ought to have in
it. In any event, I think we ought to act quickly. I can only relate
to you the conditions in Oklahoma; and it seems to me that if we
don't act quickly to stabilize the domestic industry, we are going to
lose a substantial part of that domestic industry with more and
more bankruptcies and, in my State, that is going to ripple not
only in direct unemployment, but it is going to ripple in the com-
mitment we can make to education and to the quality of life in
Oklahoma.

It seems to me we ought to be able to at least pass standby au-
thority and give the President that option to use for an oil import
fee. Thank you very much, Mr. Chairman.

Senator WALLOP. Thank you, Congressman Jones. I was musing
here on the celibratory nature of one of the findings of the Con-
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sumer Federation of America; and I figure that you and Senator
Long and I ought to belly up and do our thing for the national wel-
fare and just eliminate the oil industry. If we are going to create
six jobs for every job we lose in the oil industry, I guess that just
about eliminates unemployment tomorrow; and we wouldn't have
to worry about these things. Consumers could think for themselves.

Senator CHAFEE. Mr. Chairman, could I ask a quick question of
Mr. Jones?

Senator WALLOP. Yes.
Senator CHAFEE. I will be brief. First, I presume that you, coming

from an agricultural State as well as an oil-producing State--
Congressman JONES. That is right.
Senator CHAFEE. You are not persuaded that the benefits that

have been outlined for agriculture as a result of this bill are suffi-
cient to persuade you that-the bill is not a good proposal? You have
heard the suggestions that agriculture will benefit two ways by not
having the oil import fee. Or, to put it the other way around, agri-
culture will benefit from the declining price of oil: First, through
cheaper pesticides and, second, through cheaper fertilizers.

Congressman JONES. I can tell you from an Oklahoma point of
view that agriculture definitely will not be helped by failure of the
domestic oil industry. The more the wells are idled and shut in
Oklahoma, the more that is going to cost Oklahoma's farmers.
Many of Oklahoma's farmers are barely able to stay away from the
bankruptcy court; and the only reason they can is they may have a
strip of well producing on their property that gives them a little
royalty fee. So, no, it would definitely not help the Oklahoma
farmer.

Senator CHAFEE. The other question is this: Before the oil embar-
go of 1973, oil was selling, I suppose, at something like $8 or $9 a
barrel; and the oil industry was doing all right. Now, the possibility
is that-what is oil now?-maybe $15 a barrel? It might go down
more, but right now it is $15 and, indeed, it has been far higher.
Yet, the rigs are idle, as you pointed out in your statistics. Now,
why is this? Even putting in the inflation factor, why has the oil
industry declined so dramatically despite the fact that it is prob-
ably right at the same price it was before the embargo?

Congressman JONES. I think when we became prey to the manip-
ulations of the international oil-market in the 1970's, it dislocated
so much-everything in the economy-that to have a precipitous
decline of prices now requires an adjustment. I am not arguing for
a long-term import fee that props prices up forever. What I am
saying is that when you have a sudden drop like you have today,
when you have the cost of producing a well based on prior factors,
when the price drops so much that it costs more to produce it than
you are getting for your product, or when you have loans based on
$25 oil and you are getting $14 and you can't meet your payments
on your loans-that is causing bankruptcies. That is causing dislo-
cations; it is causing problems in the industry. Obviously, I would
like to see prices come down for the consumers, but it has to come
down in a rational way and not be manipulated down as precipi-
tously and dramatically as has happened in the last several weeks.

Senator CHAFEE. Thank you, Mr. Chairman.
Senator WALLOP. Senator Pell?
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Senator LONG. I would like to ask a question of-Mr. Jones, Mr.
Chairman.

Senator PELL. I will defer to Senator Long, Mr. Chairman.
Senator WALLOP. All right. Go ahead, Senator Long.
Senator LONG. Let me address myself to Mr. Jones for a moment.

You asked a question a moment ago, which said that the oil indus-
try was doing all right before the 1973 embargo. My recollection of
that is that, during the 17 years prior to 1973, from 1956 to 1973,
this Nation had legislation under the so-called Defense amendment
that would have permitted it to do a lot more to maintain an oil
and gas industry than it did. However, by 1973, the best I could
recall from industry sources was that the industry was down to the
point that it was merely producing out of inventory. They weren't
drilling any exploratory wells, and the headquarters for oil like
Shreveport and Lafayette-and I am sure you had areas like that
in Oklahoma, such as Tulsa-where the independent oil and gas
was, they weren't doing any drilling. All their rigs had been
stacked; they were just sitting there. Whatever wells they had in
the ground could produce. It didn't cost much to produce what was
there; but no more wells were being drilled. Now, when that em-
bargo hit us in 1973, it really created havoc with our producers. Of
course, the price went up.

President Nixon told me-as well as others in the White House-
that we were going to have energy independence. He said that the
embargo demonstrates what can be done to this country. I recall
that one time he said that, 10 years from now the Arabs can drink
that oil if they want to; we are not going to be needing it. Now,
that is the kind of resolve that a nation can muster-once you have
to stand in line and then the sign goes up: Sorry, out of oil; sorry,
out of gas. We ought to see that that doesn't happen again. Is there
any doubt in your mind that, compared to the production costs of
the Near East, the OPEC producers in general, or the cost of the
Russian oil production, that if this Nation does not take the side of
its producers, they will finally wipe out our oil and gas industry?

Congressman JONES. There is no question about that. Senator,
and this is not just another commodity. This is not the manufac-
ture of sport coats or something like that. This is vital to national
security. If we become dependent again, it is not just our consum-
ers who will have to stand in line and maybe get their oil products
in their car, but it is a national security issue. We cannot win a
war if we are dependent on foreign sources.

Senator LONG. Has the thought ever occurred to you that, in due
course, after these OPEC nations have been hurt enough by the
low oil prices at the instance of Saudi Arabia claiming more and
more market shares and dropping those prices, that they will say
let's put our cartel back together? We are ready to come to your
terms, Mr. Yamani. You just tell us what we must do, and we will
get with you. If that happens oil prices are going to go up very,
very much. And if they put another boycott to us or they make the
price far too high, by the time they get through this industry will
be exterminated. We aren't going to be able to get the oil from do-
mestic sources.

Congressman JONES. You are absolutely right. It amazes me that
memories are so short; that it has only been 11 years since we went
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through that turmoil of the oil embargo. And the rapidly escalating
prices--it will happen again, once they have us in a position where
we have nothing to fight back with.

Senator LONG. Thank you, Congressman.
Senator WALLOP. Senator Pell?
[The prepared written statement of Congressman Jones follows:]
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STATEMENT OF THE HONORABLE JAMES R. JONES

BEFORE THE SENATE COMMITTEE ON FINANCE

FEBRUARY 281 1986

OIL IMPORT FEE

Eighteenth century English philosopher Edmund Burke once

stated, "to tax and to please, no more than to love and to be

wise, is not given to men." Two hundred years later Burke's

words ring just as true: There's no such thing as a perfect tax.

Or, a perfect fee.

That almost a dozen of my distinguished colleagues from

the Senate and the House are also testifying today amplifies this

fact. That I am out-numbered almost 4 to 1 by my colleagues from

the Northeast is not an accident.

None of the members testifying, however, has come

before you more often to talk about the matter of energy policy

and its taxation. During my fourteen years in Congress,

testifying against further taxation of this beleaguered industry

is practically an annual event for me. My purpose today,

ironically, is the opposite: to advocate imposition of a new tax

on energy imports.

BACKGROUND ON INDUSTRY

The world oil market continues to defy a reasonable

level of predictability. The price of oil is falling daily. Not

too long ago, prices of $60 per barrel were generally assumed

inevitable. Even when prices began to drop in 1982, no one
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contemplated prices would go below $25 per barrel. Now chaos,

rather than order, reigns over worldwide markets. The

unthinkable level of $15 per barrel has been reached and passed.

No one knows if there is a floor where this free-for-all will

stop. There is no foreseeable trough.

As a result of this rapid drop in price, the domestic

oil and gas industry through no fault of its own is heading

toward disastrous straits. American oil and gas producers are

pawns in a game of international market monopoly.

Forces in the Middle East, who once dominated the market,

are seeking to reestablish their stranglehold by wiping out the

demand stimulus that effective conservation measures have

produced, and the market share developed by new suppliers such as

Great Britain, Norway, Mexico, and China. OPEC has both barrels

of their shotgun loaded, and our domestic producers are in the

line of fire with no bullets for their guns.

Years of government regulation, price controls, profit

taxes, and confiscatory excise taxes have left domestic producers

virtually helpless in this worldwide oil price war.

The impact isstark. For example, in 1981, Oklahoma

had 984 operating rigs. Several days ago, at last count, there

were 180 rigs operating in my state; over 80 percent of our

rigs have been idled. These numbers parallel the national scene.

4,521 rigs operated in the United States in December, 1981. Less

than five years later, a mere 1,773 rigs operate.

Behind these statistics, however, there is human loss.



400

96,500 Oklahomans were at work in the oil patch in 1981. Since

that time, over 30,000 citizens of my state have seen their

livelihood in the oil industry robbed by forces beyond our

nation's boundary -- beyond the sphere of American control.

Since oil was discovered in Oklahoma around the turn of

the century, we have become accustomed to the cyclical nature of

the energy industry. It is part of our heritage. But these are

not times when only the companies started by wild speculators on

the upswing of the oil boom are faltering. Established,

responsible, well-managed companies are barely staying afloat.

The impact of plummeting oil prices is rippling

throughout our economy as well. Financial institutions have

either liquidated their energy loan portfolios, drying up

virtually all capital for drilling and exploration, or they have

very precarious balance sheets.

The failure of The Penn Square Bank, which triggered the

near-collapse and costly rescue of Continental Illinois Bank in

Chicago, are but two examples of the many effects of the dropping

price of oil. Many financial institutions have either closed

their doors or ceased making loans secured by oil reserves. This

fact is recognized in the publication released yesterday by the

Joint Committee on Taxation.

The only thing bleaker than the current situation in

the- domestic energy industry is a look at the prospects for

tomorrow if oil prices continue their precipitous decline.

3
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INVESTMENT PATTERNS: NATIONAL SECURITY CONCERNS

The decrease in domestic oil drilling activity has

serious consequences for national security and international

relations.

Last year, petroleum imports represented about one-

third of our oil needs at a cost of $56 billion. Sharp price

declines, left unchecked, will only escalate our trade deficit.

Oil imports reflected almost one-half of last year's trade

deficit, and we can ill afford to aggravate this situation with

additional oil and oil products from abroad.

To maintain the current import ratio, future domestic

oil investments must be enormous. If we want to maintain imports

at the 30-percent level, a level many consider too high to ensure

our nation's energy security, domestic production must increase

to about 11.4 million barrels a day by 1994. That requires

drilling at least 100,000 new wells each year until then. During

the past ten years, the so-called boom period, we only drilled

about 60,000 new wells per year.

Capital spending, needed to meet production levels in

the next decade, must increase almost two-fold. However,

companies are being forced to drastically reduce capital

spending. There is hardly a morning the newspapers are not

replete with articles on oil company shutdowns, bankruptcies, and

contractions.

One company in my state recently announced capital

spending plans for 1986 had been slashed 30-percent, a $400
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million reduction. Another company just announced termination of

over 2,000 jobs.

OIL IMPORT FEE AND DEFICIT REDUCTION

No one likes to see tariffs or protectionism. I have

certainly been known as a defender of free trade, but there comes

a time when we cannot stand by and watch our industries crumble.

If there was ever a time for an oil import fee, it is now.

Let me say at the outset that my advocacy of an oil

import fee is based on what I think constitutes sensible energy

policy. Whether revenues to reduce the deficit are a by-product

of this proposal -- although that is a benefit we should not

discount -- is not a motivation for my support.

Such a fee should have a sunset, so that Congress will

be forced to reevaluate its decision, and we will not have

created an unending revenue pump. My preference is that the fee

not be riddled with exemptions and complexity.

In essence, it should be a variable fee. This fee will

not harm consumers (as some of my colleagues have alleged) since

it would be triggered on by a decrease in prices and triggered

off by an increase. Furthermore, I would recommend that my

colleagues from the Northeast examine the Joint Committee on

Taxation's discussion of the regional issue in their recent

publication. It demonstrates that citizens on the Northeast

would not necessarily be hurt by an oil import fee

disproportionately to other parts of the country.

A variable fee system would achieve market price stability

because the price of oil would be predetermined at a base price
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level. A variable fee would close the gap between the

established price and the world market price for oil. Decline in

the world price would automatically increase the amount of the

import fee. An increase in world price would reduce the amount

of the import fee, with increases beyond the base level

eliminating the fee altogether.

CONCLUSION

Mr. Chairman, the times are extraordinary. Small oil

producers, the so-called stripper well operators, comprise 80

percent of the producers in my state, and almost 72 percent

nationally. At $15 per barrel, experts predict, almost 60

percent of all stripper wells will be closed. At $10 oil, almost

90 percent will shut down.

The very real threat of $10 oil is at hand. Let's

avoid a producer-driven market, where America's producers are out

of business and all production comes from the politically

volatile, unstable Middle East. Let's take the extraordinary

actions now. Otherwise, the specter of long gasoline lines and

home heating oil shortages awaits us when our foreign supply is

interrupted by political upheaval or economic blackmail.
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STATEMENT OF HON. CLAIBORNE PELL, A U.S. SENATOR FROM
THE STATE OF RHODE ISLAND

Senator PELL. Thank you very much, Mr. Chairman and col-
leagues, my own good colleague from Rhode Island, Mr. Chafee,
and others here. I very much appreciate this opportunity to appear
before you in opposition to an oil import fee.

Basically, the oil import fee concept is more along the lines, and
perhaps should be labeled as, an oil industry support program,
akin to our agriculture support program in violation of the free
market economy which I think should prevail in this case. Basical-
ly, too, an oil import fee is nothing less than a poisoned arrow
aimed straight at the heart of the economy of our own State of
Rhode Island and New England and the northeast generally. Be-
cause of this, 13 Senators from this region have joined with me in
sponsoring a resolution [S. Res. 335] opposing any new taxes on im-
ported oil and oil products. Now, I ask unanimous consent that a
copy of that resolution be included in the hearing record.

Senator WALLOP. Without objection.
Senator PELL. Thank you. Our opposition to an oil import tax,

though, is not based solely on regional economic interests. An oil
import tax would also be damaging to our national economy. An
import tax of $5 a barrel would reduce GNP by 1 percent at the
end of 2 years, decrease employment by 400,000 jobs, and increase
inflationary pressures. These were the conclusions of a study done
by economists of the Federal Reserve Bank of Dallas, and I would
ask unanimous consent that a copy of that study be inserted in the
record at this point.

Senator WALLOP. Without objection.
[A copy of Senate Resolution 355 and a copy of the study done by

the Federal Reserve Bank of Dallas follow:]
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99TII CONGRE S
2. S,9()N SRES* 335

Expres ilg the SeOItel's o)lhM)sitimi Io IhE inpl)o.itim (il a f,,e on iu lted erile oil
and refined j irolcti pro, lij lr .

IN TIE SENATE OF TIE UNITED STATES

FI.:JiR[',%Y I; (hegislative day, ,JANUARV 27), IW81;
Mr. I' i.,I, (for himself, Mr. ('IIAF'-E, Mr. MITIIIJ,, Mr. ( l'N,)lll. Mr. KE-11'i,

Mr. W IE(KIER, Mr. MOYNIIIAN, Mr. lli -'im rl:v, Mr. KF.'NEl: , Mr.
I',AM,TO, Mr. lII.:iNZ, Mr. I5 TZKNItAUM, :i.1l Mr. RiI'IMAN) sulililld the
following resolutioni; which was referred( to the committeeee on F'inanie

RESOLUTION
Expressing the Senate's opposition to the imposition of a fee on

imported crude oil and refined petroleum products.

Whereas, a fee on imported crude oil and refined petroleum
products would directly increase the costs of production and
manufacturing for industries using petroleum products;

Whereas, the increased production costs resulting from such a
fee would impair the ability of industries to compete in
international markets;

Whereas, such a fee would directly increase the costs to other
users of petroleum products, including those dependent on
oil and oil products to heat their homes, and who use oil-
generated electricity;
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2

Whereas, the increased costs to industry and to homeowners

from such a fee would not be uniformly distributed geo-

graphically or among economic sectors, but would be borne

disproportionately by those industries and regions most (e-

pendent on petroleum products: Now, therefore, he it

1 Resolved, That it is the sense of the Senate that neither

2 the President nor the Congress should impose fees on import-

3 ed crude oil and refined petroleum products.

0

SRIS 335 IS
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S. RES. 335
E':xre,ing f, tenat'f o lpboition to the ilposilton of a fv' oi 1mp1orted (rud oil

refid n eil d petroleum jlro,lu'ts.

IN TilE SENATE OF TIlE UNITED STATES

ft:nmH lx - Ilegislative day..I.\ , 'Ax 27), 159S(
Mr. (',. (for himself, Mr. ('i,\P .:, Mr. MITCIIELIL, Mr. ('oil:, Mr. Kt ')Hu,

Mr. W.ICKt. Mr. MOI lllAN, Mr. IIUMPHI.REY, Mr. K.NNDY, Mr.
I'A.l'r<. Mr. HEl.INYZ, Mr. MNFTZ1,NHAIIM, and Mr. lIi)MAN) submitted the
following resilution; which wa.; referred to the ( lommnittCe on Finane(

RESOLUTION
Expressing the Senate's opposition to the imposition of a fee on

imported crude oil and refined petroleum products.

Whereas, a fee on imported crude oil and refined petroleum

products would directly increase the costs of production and

manufacturing for industries using petroleum products;

Whereas, the increased production costs resulting from such a

fee would impair the ability of industries to compete in

international markets;

Whereas, such a fee would directly increase the costs to other

users of petroleum products, including those dependent on

oil and oil products to heat their homes, and who use oil-

generated electricity;
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2

Whereas, the increased costs to industry and to homeowners

from such a fee would not he uniformly distributed geo-

graphically or among economic sectors, but would be borne

disproportionately by those industries and regions most de-
pendent on petroleum products: Now, therefore, be it

1 Resolved, That it is the sense of the Senate that neither

2 the President nor the Congress should impose fees on import-

3 ed crude oil and refined petroleum products.

0

SKIS 335 IS
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Economic Review
Federal Reserve Bank of Dallas
September 1985

1 Immigration from Mexico:
Elfects on the Texas Economy
lames E. Pearce and leflery W. Cunther

The industries in Texas most sensitive to immigration
reform are agriculture, construction, and durable
goods manufacturing Workers already residing in
Texas most directly in competition with illegal im-
migrant workers are Hispanics and adults without
high school degrees. These conclusions follow from
analysis of the 1980 Census data on Mexican-born
Texas residents who speak no English The analysis
assumes that the occupational distribution of these
workers approximates that of illegal immigrants from
Mexico.

15 Effects of Reducing the Deficit
with an Oil Imporl Tariff
Ronald H. Schmidt and Roger H. Dunstan

Reducing the federal budget deficit with an oil
import tariff would be more detrimental to the
economy than would other commonly used tax
policies Although most taxes reduce economic
growth by raising prices or lowering income, the
magnitudes of the induced distortions are different
for different tax policies Simulations reveal that a
broader-based tax that raises identical revenue, such
as an income fax surcharge, has smaller adverse
effects on GNP and inflation than does an oil import
tariff. The simulations also show that an import tariff
would provide short-term protection to the energy
industry by raising energy prices, but the gains in
the energy sector are dwarfed by the losses in the
rest of the economy
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Effects of Reducing the Deficit
with an Oil Import Tariff
Ronald H. Schmidt

Senior Economsst
Federal Reserve Bank of Dallas

The concerns raised by the magnitude of the current
U S budget deficit have increased interest among
some lawmakers in sources of addilional revenue
Recent declines in oil prices, combined with the
weakness in domestic energy industries, have
focused some of that interest on taxing oil imports
Proponents argue that levying a tariff on imported
oil would have the multiple advantages of generat-
ing revenues for the U S Treasury. promoting
domestic oil exploration and production, and reduc-
ing dependence on foreign oil I

An oil import tariff, however, would have
widespread effects on the economy As demon-
sItraled by past responses to energy price increases.
a rise in oil prices can induce changes in energy
consumption that reduce the economy's aggregate
output and raise unemployment during the adjust-
ment process

This paper examines the effects on the U S.
economy of an oil import tariff and discusses the
national security issue of reducing oil imports.' In

Ihr views epensed ai those of the aurhors and do nor necesuiil
ireleis the pinions of the eal Reserve Dan of Dallas or ihe
Iedeial ir.ere System the authors would Joke so shank Flow
Sria rir. W MichaelCox and John K Lonorer.

tC.m i i Dew I Serptembe 191s

Roger H. Dunstan

Associate Economist
Federal Reserve Bank of Dallas

particular, simulation experiments conducted with a
large macroeconometric model examine the effect
of an oil import tariff of $5 per barrel The effects
are measured against two standards a base case
with no tax imposed and a simulation imposing an
income tax surcharge that raises the same revenue
as the import tariff

If a tax increase is considered necessary to reduce
the budget deficit, she macroeconomic results tend
to argue against adopting an oil import tariff

I Addressing the Federal Coeinment deficic is a coniroe:sal
issue Somie believe that additional taxes are iecessars to
reduce the deficit Otheis argue against ne te r% because
they betheve thai spending cuts or economic gorsh .. I P er
lually reduce the deli This acicle does nor rake a posi-on
on how. or even it. she federal deficit should be . ed "re
concentiase on ihe impact of one suggested ne. L an oIl
import tariff

2 For example. see Mark Polis. dependentei 0.1 Reimers Call
tor Impor Pioe(lon." %Sashinilon Port. 22 february 1985.
Business sect-on, and * The Product tmport Battle, ' 0,s Oat
22 February 198S. 4

J for esPOSronat siniptlcisy ,e have used the term o.I
po sts," hcth irctdi. not orrll crude oil but also peiroleum
products

Is
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Simulation results suggest that an income tat sur.
charge could raise equal revenues with less impact
on the economy The tariff was found to result an
larger reductions in real gross national product o
(CNP) and employment and higher inflation than an
income tat surcharge designed to raise equal
revenue.

From the perspective of energy independence, the
simulations provide evidence that oil imports could
be reduced-at least during the period in which the
tariff is maintained The higher price resulting from
she tariff does stimulate additional production dur-
ing the term of the simulations

In the long term. however, the tariff is unlikely to
promote energy security. The most promising areas.
for major discoveries are in the ,laskan and off.-
shore fields, which are expensive to explore and
develop As long as oil prices continue to trend
downward and the tariff is expected to be lifted
eventually, the financial prospects for finding
reserves are likely to remain poor.
Tax distortions in the economy

Economic theory suggests that relative market
prices of commodities tend to reflect a pattern of
transactions and production that maximizes eco-
nomic welfare By changing relative prices, taxes
alter the consumer's choice of commodes and a
producer's use of inputs Tax policies discourage
consumption of commod:lies with prices that are
higher afler imposition of the lax and favor con-
sumptaon of commodities with relatively lower
prices as a result of the tax Any tax that changes
relative prices of different goods and services,
therefore, distorts economic decision-making

Assuming that a producer maximizes profits with
his choice of inputs. purchased at the pretax rates.
any changes the tax causes in producer behavior are
likely to reduce output Similarly, consumers choose
goods that maximize their utility on the basis of
after-tax prices The imposition of a tax yields a less
preferred outcome, unless the tax is imposed to cor.
rect existing distortions (such as taxes to reduce
pollution or congestion)"

In practice, nearly all tax potacies distort relative
prices The function of our study is to determine

4 See Witliam I Saurriot. "On lIaaion and the Conlrot of tter-
ehties '" Amerikan Icononmk Rne* b? IAe 1512) 307-2

which las results in the smallest distortion Most
research suggests that the amount of distortion
varies directly with the price elasticity of demand
for the commodity I With a giver percentage prace
increase, purchases of a commodity whose demand
is elastic fall more than those of a commodity
whose demand is inelastic,

The argument has further implications Com-
modities for which demand is relatively elastic are
often those for which substitutes are readily
available When taxes raise the price of such a com-
modity, consumers and producers decrease their use
of the taxed commodity and increase their use of
substitutes As the tax induces consumers and pro-
ducers to change their purchases. some of the
burden of the tax is shifted to other commodities in
the form of higher prices,

This process of shifting occurs w;th the oil import
tariff. The tariff changes the relative price of a
factor of production if, as we assume, the tax is
included in the price charged toil consumers A
producer faces higher costs-and is likely to reduce
output, lay off workers, and decrease capital utiliza-
tion Some of the increased cost of production is
shifted forward to final consumers an the form of
higher prices for goods using oat in their production
Energy users with the capability of switching be-
tween fuels- especially industrial consumers and
electric utilities-can avoid the effects of price
increase by switching to natural gas or coal

Furthermore, fuel switching would probably bid
up theprices of substitute energy products These
energy price increases would then force increases in
the production costs of other goods Such increases
would result in further lose, cf real income for the
consumers who purchase those goods

The preceding discussion highlights the point that
there is widespread shifting of the burden of some
taxes By causing producers and consumers to alter
their decisions, such shifting may introduce ineffi-
ciencies or distoitions into the economy that reduce

5 Optimal commodity s4talon is bared on ti Ramses pricing
rule. ohch relates optrmal tax riles inteselt so the price
elasicil ot demand Se Anrtorny 8 Atkinson and toseph I
Stglits. tecures on Public rconsomins Nea York McCaia-Hill
Book Company. 1900 366-9). and Arnold C Harberes.
"Trcaf oc Postulates for Applied Weltaie EconOmic An In-
terprev[e [ssay, Jouinal of Economic L uerarure 9 ($eplemberc
19711 -97 -.

Federal Reserie lrink o Dalltas

60-592 0 - 86 - 14
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aggregate production, This shifting Is not uniform
for all taxes, however. An income tax surtharge
would also generate some economic distortions but,
If placed on all sources of income, would be more
difficult to avoid. At the margin, it could induce
some individuals to reduce Investments or substitute
leisure foe work because the returns to work would
fall relative to the returns to leisure. Nevertheless, -
the economic effects of introduced distortions are
likely to be relatively small compared with those for
an oil import tariff . . - -_

The degree to which a tax is shifted has one fur-
ther important implication for revenue raisinS If-the
tax is easily shifted (or applied t.o.a small tax base).
the rates applied t9 achiev!ttgivtn revenue targSet _
must be higher than for a tax applied to a larger
base that cannot be shifted easily. As discuisd
below, both the shifting capability and the smaller

-tax base in the oil import case forced the imposition
of considerably larger tax ratS on oil imports than
on income to raise equal revenue. .

Effects on the economy of an oil import tariff

Alternative tax plans have different effects on
relative prices and economic growth Deriving quan-
titative estimates of the relative effects of different
tax policies is possible through the use of simulation..
models Although all models are imperfect mirrors
of the real world, they give some insight into the
interrelationships of economic variables A corn-
parison of different scenarios can provide some
information on the magnitudes of the potential
consequences to help rank various tax policies

Simulation experiments were conducted using a
modified version of the MIT-Penr-SSRC (MPS) model
of the U S economy. The model, which contains
over 120 behavioral equations and over 200 iden-
tities, is operated and maintained by the Board of
Governors of the Federal Reserve System We
modified the structural model to increase the detail
in the energy sector, but the bulk of the model was
unchanged A discussion of the nature of the
modifiations made to the MPS model structure is
presented in the Appenditx

Three simulations were conducted with the
model, a base case with no tax increase. a case with
an oil import tariff applied, and a case %tth an in-
come tax surcharge. Because forecasts produced by
simulation models depend on a large number of
assumptions about other -factors. only changes in

tonomi letirow I September 19S

the tax parameters were allowed Government ex-
penditures, monetary growth rates, and oil prices.
while allowed to change over time, were kept
identical across scenarios,'

The simulations compared forecasts for the
period from the first quarter of 1985 through the
second quarter of 1988. Nominal oil prices were
assumed to decline from $27.25 per barrel for im-
ported oil at the beginning of 1985 to $24.75 per
barrel by.the end of the forecast period. Monetary
policy was assurmdio set growth rates for the
money supply-in this case. MI -that fell from an
average of 6.7 percent in 1985 to 4.5 percent in
1988 Nominal federal expenditures (less Interest

.payments) were assumed to increase 17.5 percent
between the firstiquarter of 1985 and the second

- quarter of 19 88 . - -
Conducting the oil import tariff experiment re- -

quired certain additional assumptions. For simplicity
it was assumed that the Organization of Petroleum
Exporting Countries (OPEC) does not ot-is unable to
retaliate by imposing an oil embargo or raising-
prices I A tax of S5 per barrel was imposed on all

6 The experimets yrelded difereniial ineieases ot the consumer
price index [CP) The drflteier irnciease* in inflation. in run.
man have difereni effects on govitinment epeidrSures that
aie ulexed to Ihe CPi Bicause oftshe ddlcL41v in drternso.
ig& which segments 0f government spending would be af-
fected- ihe decision io political as wetl as slalutor - such on,
creases in nominal spending oerie ignored to both altiinaints
Similarly. he iesponsvesus of Federal Csrrincenl erper-
dilures to slghi changes in GNP was also gored Social
service would be the category of spendio molt Itins to be s1.
tecied as unempoyment rses Stiate arid loal government are
responsible for a signrcian portion of thit spending atrort
fr is unlikely that the marginal increases in Federal Cot-
ertmeni purchases vorld change the ietative innpocl of the
import tariff or< inome raiL "f ansihmi. the ioriraed gorierm
mer impending required by the isreased unermtormeri in the
import tarlf example woutd strengthen ie fae against the
laloft

Because comparisons are tied to those betr nn seennritos
the assumed money arowh oates. oil prices and toernment
expenditures are relatively insignificant Although the ten Or
CNP and most other variables would be chanted it dinierent
assumprons were used. ihe differences between scenarios-
wc~ch are the locus of this studs-would rot be maicraiabr
affected -

Additionally. an ott import Unit may contranene t1heCenal
Agreement on Tartls and Trade. eatin#t the paibirliiri of
rountervaitng tarifrs by Couniries esipoeting'p iot a to the -
United STlates Neverlhelets. we assume that such larills are -

not imposed --

V7
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imported oil for the period from the thiia quarter of
1985 to the middle of 1988. with the tarilf revenues
entering into the budget as federal customs duties.
Because domestic oil prices were assumed to follow
the after-tax price of iP~ed oil, domestic oil
prices increased by the amount of the tax.' The net
effect of the tariff was to reduce the budget deficit
an average of $8.6 billion in each ofithe three- 
y e a r s .'" . .- e r .:r . . . . -

The income tax surcharge experiment was de- -
signed to raise the same amount of revenue as the
oil import tariff over the same period. The resulting
2.2-percent tax rate was levied on aggregate taxable
personal income after deductions,-exemptions, and
exclusions ':- - . -

The results from the simulations provided _
evidence that the two tax policies would have
significant macroeconomic effects. The immediate
effect is a reduction of the deficit. Beyond that. -
both tax policies can be-expected to lead to short-
run declines In real GNP and employment because a
reduction in the deficit without offsetting monetary
policy is generally contractionar-en though
these policies reduce the deficit by an equal -
amount, however, the magnitudes of the real CNP
and employment effects are qJite.different.

Differences in macroeconomic consequences
stem from fundamental differences in the way the

9 V% c assumed ihat coal arid nrtural gas picer *eret no
siasircantly aiffetied by te tariff The iuslficatOi for thi
assumption is lh most gs its contracted for long pe.ds
Such contractil 'miare considerable tme 0to pas before gas
prei can fully adjust so chansel in oil prices Only recent
have some gai prices begun to fill. and other, especiallyy for
old gas) remain cor rolled ai below marriet ptce The current
surplus of coal and natural gsS mill also reduce upiard
pressure on prices

10 the talf is a large perceniale of or1 prices because of lhe

I-ioie id capabl-ihr of he tariff tio ruse trieeues Althoigh an
oi import tariff stimulall P.enuei from the windfall proft
at throughh thee leclt on higher domestic oel pittse ithe
Sindiall profit las. ihe tariff. and the hlher eependrrures on

cr1 are deducted from corporaL income. reducing corporate
income tax collections Tle amount of the tariff as somewhat
arbitrary. largely rellectena tie amount rarous igoup) have
suggested as appropriate Pan of the rationale for a $ en-
crease en ishat eworid rao aise rsorn l p'ie aboee the
peak levels en 190-8i The Conareesronal Sdgt Oile also
uses SS m its analss Se US Congre~s,,aal Budget Offie,
Reducigngthe Deficit Or pending and Rie•nue Oprmns. pa 2 of
1191S Annual Report tWashw glion. DC: Ceerriftsea Poeisieg
Office. february 1 11151

Ia . ...

two taxes distort the economic system. The import
tariff afftcts the system by changing the price of a
factor of produclion-oil. Because oil is an impor-
tant factor of production. the higher price is passed
on to the final prices of other goods, leading to a
general increase in the price level. The increase In
the price level affects the economy by raising
nominal interest rates, driving down investment. and
reducing the real wealth of consumers"
Atn contrast an income tax surcharge has its prin-

cipal effect on consumption, lowering aggregate de-
mand for goods rather than changing relative factor
prices and the price level Both the inflalon rate
and interest rates are reduced by the income tax.
but the magnitudes of these changes are minor cor- -
pared with the increases In the import tax case. (For
a more complete discussion of the differences in the
effects of the two tax policies, see the accompany-
ing bo.) ... ..

In general, the income tax introduces smaller
distortions than the import tariff. -The tariff, by ..
-changing factor prices, has the dual effect of remov.
ing revenue from the economy through4he tax as
well as causing the price level to rise, In effect the
tariff ts partially shifted to the rest of the system in
the form of higher costs The income tax. on the
other hand, removes the same level of revenue from.
the economy without significantly affecting prices,

The different effects the tax policies have on real
CNP.are traced in Chart 1-rerr both the import tariff
and the income tax cases, the percentage difference
in CNP relative to CNP in the base case for the
same period is plotted The model projections ir-
decate a substantially larger negative effect on the
economy in the case of the import tariff than for
the income tax sur charge. This effect %as especially
significant at the end of 1986 and in early 1987.
CNP was nearly 1 percent lower as a result of the
tariff, while the slowdown in the economy from the ""
income tax %as nearly over by then In both cases
the effects on CNP were diminished toward the end
of the period
- The two tax policies also yielded measurable dif-
ferences in unemployment rates. The unemployment
rate during the litter half of the period was pro-
jected to be nearly four-tenths of a percentage point
higher with an import tariff than in either the base
case or the income tax case'(Chart 2) This dif-
ference is equivalent to more than 400.QO00 jobs -
Consistent with the hypothesis that an income tat is

redarral Reserve gard of Dana"
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Chart I
Effects on Real GNP of Ihe Two Policies

PERCIENt CHANGE IN GNP
RILATIVIT O A IAS CASt WIllOU- .AI "-.

1965 196 1I67 19st1

Chart 2
Ifects on Unemployment

CKANGt IN UiNMPtOVMtNT RAIt FROM tAV POLK

IMPORT TANiI CASE

--- -..... INCOME TAX CAlt
a " -'"~ " -

seeS 194 -t sVY 194..

difficult to shift, the effect on employment in the- -

income tax case was relatively smalL- - =- -'

The increase in energy prices resulting from iW-
position of the import tariff led to an immediate ac-
celeration of inflation The wholesale price index for
fuels jumped 12 percent immediately as a result of
the tariff and remained essentially unchanged for
the rest of the period Because monetary policy, as
measured by the growth rate of MI, was assumed
not to react to the tax policies, the initial price
changes in the oil tariff case caused nominal in-
terest rates to rise compared with the other cases, It
is worth noting that since the growth of M1 re-
mained unchanged, the inflation rate subsequently
slowed and eventually returned to the base case
rate By the end of the modeling period, the infla .
tion rate was almost equal to the rate in the base
case

The two policies also had minor differential ef-
fects on international trade. The current account
deficit decreased with imposition of the import
tarifl, partially offsetting the effect of the decline in
GNP. The value of total imports fell, led by the
drop in petroleum imports The reduction in
domestic consumption following the decline rn GNP
contributed to the fall in total imports

The income tax scenario also Vrelded changes in
exports and imports. The effects were minor, how-
ever, and generally followed the movements in GNP.

Because the import tax led to a relative change

(cono€ic Review I $epi.as IS9S

in factor prices. efftect-6n the use of inputf.---
particularly a shift-toward IesrinergVinteh-Cvi'--
capital-should be expected. In the relatively shoirt--
time horizon modeled in- his srenafio, however.
significar.t changes tnthermix of the capital stock
did not emerge - -

Inerly independence .

Despite the poor performance of the oil import
tariff when compared with an income tax. other
considerations-in particular, a desire to Feduci
dependence on foreign sources of energy-may still
favor an oil import tariff. By raising oil prices, a
tariff might increase domestic oil production and
decrease od imports, thereby making the United
States less vulnerable to the threat of an oil supply
disruption " To some, this prospect makes the tariff

I1 i, lch of the recent concern about peiloleuim timpOrls iha,
ilemed ro rm e rhomue or ,mpored peioleum produtis
Reduced demand lot petroleum products hai nt elinoRanr
excess carluis in the iefning oridustry MAM% doentstic
rel nii have closed plants and mode closures are Itreatered
The ligiumen has been made ihai of addtonl orfineti at
closed. Ihe domestic iu , ing ,ndsrstrv %ill not hare enoul h
uapacoip to supply all reeded petroleum peoduis ii the
eens of an embargo or some oiier LProd o sus oh disruptoar
the model dd rc conain suilnlcrr detail to simulate the
results lot iis idustiy ?esunbkllj. pet oleutrs product inl
port-, would be reduced by the lardf alog %lh crude pl ta-
poest. provirn see measuate -91 4eitctonf or the domestc
Reliingii iiidsatis

.:,.. 9

-. 4

-. 4
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A Simplilied Macroeconomic Model
The MPS model like other large macroeconomic
models. b Ian Immensely complex structural model of
the economy.' In the Mfl model, over 300 variables
are simultaneously determined for each period of the
forecast horizon.

Despite this complexity, at the heart of most struc-
sasl macroeconomic model-i ludrn the MPS
model-lies a relatively simple theoretical framework
known as an IS-/Lt model+' This simplified framework
can be used to understand the differences generated
by the two tax policies in the MPS model

*A Typical IS-0U model is shown graphically in Figure
A. It contains two curves, an IS curve and an LU curve.
each drawn as a function cf real income (CNP) and
real interest rates+ Each point arbng the IS curve.
represents an equilibrium combination of Income and
inliesl rates that is consistent with a specific level of
government spending. consumption, and investment
Consumption and investment functions are assumed
to be negatively related to interest rates and positively
related to income. Consequently, the IS curve is
downward Itoping equilrbrium- ei-blinations with
higher interest rates are consistent with lower con-
sumption and investment levels-which implies lower
income. The IS curve separates the possible combina-
tions of income and interest rates into three regions
on the 15 curve, where supply equals demand, to the
right of the IS curve, where supply exteeds demand.
and to the left of the curve, where demand exceeds
supply A reduction in government spending or an in-
crease in tWses will shift the IS Curve to the left

Similar in construction. the LU function represents
possible equilibrium combinations of real income and
interest rates, given she current stock of money
More deman is positively related to income and
negatively related to tieresl rates, higher income
levels are then consistent only with higher interest
rates, given a constant money supply Consequently,
the ILA4 curve is positively sloped An increase in the
money supply or a decrease in the price level shifts the
LU- curve to the right

Typically in the IS-1 4 model, prices are held con-
stant and output is allotted to change in response to
excess supply or demand in the commodities market
the model can easily be extended, hox ever, to allow

1 il~li 1 iu u air opt are1d tr Cn t iaixa uirii Oale
t 1 10 iitxi. anld i'i u i ,i sin i niilnjAl t1

3 wwe Wetrrd#iiirct Ike IS-i n itii-wa soin be ix,,nd
ai rivst r l tieirbecli Sr I. ir-samw i aonb , I

Ca'dar iaiaexaa i ide Baics atlleixxnandCoo i
ani 11i1W Ckaiiesw' Ise 1114 aiKd Alia ndi (Iasute

Uai.oeir amis haiere ta an" I, hir s.o, 2d id
Khiago Srtee Kitna'h Atimail. tieti

FiguiP A
The IS-LM Model
ITEREtgST RATE

SIIs

Gis

for variable prices by including a teal output IYIP) line
(Figure B) The Y/P line represents the current level of
output given a particular combinatibf-oT input Prices
and output prices. Output i assumed to be a function
of factor Inputs, including labor, capital. and energy
Firms are assumed to maximize profiu and are free to
hire each of the inputs. thus, the quantity of each input
Is determined by real input costs An increase in the
teal unit price of labor, for example, will involve a
reduction in the amount of labor hired and will lower
output. shifting the YP fine to the fet

Full equilibrium occurs at the point where the IS and
/.4 curves and YP line intersect The intersection

Flure a
The IS-LM Model with a Real
Output (YIP) Line Added

INIItNIST RATE

GNP

Federal Rosetse Bank of oallas
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represents a level of income, prices, and interest rates
that satisfies equilibrium conditions simultaneously in
the goods and money market, given existing produc.
lioe relationships.

The different effects of the two lax policies can be
explained by using this framework. Imposition of the
income tas directly reduces consumption at each level
of CNP and shifts the 1S curve to the left. Decreased
consumption leads to an excess supply of goods and to
downward pressure on output prices. The lower prod.
uct prices are not, in generaL matched by equipropor.
tional reductions in input Prices, which raises factor
costs to firms Higfer input costs cause firms to reduce
output-a shift of the YIP line to the left As seen in
Figure C. the new equilibrium solution has lower GNP
and lower interest rates.'

The oil import tariff has a different effecL Because
the tariff leads to an increase in the cost of a factor of
production (oill producers decrease use of that factor
Assuming that perfect substitutes fo the input are not
available, purchases of other factors decline and out.
put is reduced The VIP line shifts to the left as output
decreases, creating an excess demand for floods
Prices rise in response to the excess demand for goods.
but the increase in the Price level does not fully offset
the higher input costs, leaving the WP line to the left of
its original position Because of the increase in the
price level-and the asstimption that monetary policy
does not accommodate the higher price level-the
real money supply falls Eventually there is a leftward
shift in the sl*a curve, which is consistent with a rise in
interest rates (Figure 0).

Without estimates of the relationships behind the
IS.LM curves and the Y/P line, graphical comparisons
of the relative effects of an import tariff and an in-
come tax are diffKult, Interest rates are clearly higher
in the former case, but CNP is tosser in both The price
level is also higher is the import tarift case

In the model simulations, the decline in CNP is
larger in the import tan case For the most part the
reduction in CNP is the result of the effects of higher
interest rates and prices on production and consume
lion toter prices and interest rates in the income tax
case partially offset the declice in protection. yielding
smaller GNP reductions Although there are also oft-
setting effects in the import tat case. these shitts are
not as ilare I
J r d I A d+eR i brsd < o I% 1O p,-19,pal a," iO , he IS. Il #ko an 1 r
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Chart 3
Oil Imporls .. .
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a doubly attrictiveta Fn-Wtimei, despite lh- Consequently, the tariff could protect domestic Pro-
evidence thai an i ,cvtrrilw6 dhve_ roner ...... ducersin the near termrb lsi fjarif d.-s Mrtun
negative mac'roecon jca 0sj V .than other =._marentally alter the pe311t 9-ouIoekO oi
possible tax plans.- ....... - - - prices and domestic pri; "CtiO n-

The concern over dependence or foreign oil There are, however, ambigu4e#.-with theg4eneral
imports is not without merit. In response to U,S. argument that an oil in-m-rtlariff promotes energy
support for Israel in the 1973 I iddltat an independence. Most important, the national security
embargo was imposed Q oil sbipm6n_-to.i_- __. argument requires the existence of high volumes of
United States. and OPEC production was decreased. - -domestic production at the time of a crisis If an oil
The resulting increase in prices contriuted si- import tariff merely increases current production at
nificantly to higher inf!ation'a " %Me.Toyn'et-. - ---a-ime when there is no significant thre4LPsi a
throughout much of the world 'besPitel1n'c~easeWf ihutff, long-term energy independence may ac-
non-OPEC production.and reduced petroleum de- tually be reduced The policy may simply hasten
mand. OPEC remain an important. albeit dimin- depletion of existing reserves unless the tariff en-
ished, source of supply foe petroleum consumed in courages domestic producers to discover and
this country The importance of OPEC, especially develop new fields that would otherwise not be,
Arabian OPEC countries with large reserves, is likely developed
to grow as reseres outside OPEC decline. * .. -. It also needs to be recognized that the potential

From the perspeirive of reduced petroleum in- for large discoveries in the United States is
ports, the simulations indicate that the oil import somewhat limited, given the extensive exploration
tariff would be successful As shown in Chart 3. oil that has already occurred The pItential for large
imports were virtually unchanged by the income tax additions to reseres appears greatest in areas that
surcharge but fell more than 14 percent (nearly I Are ielatarrly expensive to develop, such as oft',ote..
million barrels per day) %iith the tariff or in Alaska Since real oil prices decline in all

Similarl, sh,;e dcrnestic oil production con,. . vnarii . in en.tes to engage in new explor-ilon
tinued its long-werm decline in all cases, the decline i.rc- limited This is especialI' true-if the dri.lop
was slower in the import tariff case (Chart 4) The in- ment costs are expected io beligh."Is therare %ith
creased domestic price, it should be noted, did not the Alaskan and ofshore sources of-oii: --
re esse the trerd tow ard reduced production Een . I he results generated by%h eil S model in the oil
with the tariff. infla-ion-adlusted prices at the end import april pe-riment-4re Apil1 of ern:o 1th..;
of the period were lower than at the present time normally follow irom protectionism Dome.tac
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energy industries gain from the tariff in the short
run, but their gains are more than offset by losses
in income and employmet elsewhere in the econ-
omy.'" Furthermore, if the policy is lifted after the
three-year period, the normal processes of ad-
justment- the shift of resources away from energy
to other industries-would be retarded by the tariff,
making eventual adjustment more disruptive.

Overall, the effects on national security are am-
biguous. The decline in the reserve base might be
reversed or reduced, depending on the perception
of she longevity of the tariff and the responsiveness
of exploration activity to she higher domestic pice.
The import tax should lead to increased domestic
oil production in the short run, although at the
possible cost of reducing domestic reserves.
Conclusion

The results here generally argue against the use of
an oil import tariff. Simulation experiments suggest
that more broadly based taxes would have less
distorting effects on the economy. Compared with
an income tax surcharge, the import tariff was
found to generate higher inflation and unemploy-
ment and lower GNP. The negative consequences of
higher energy prices on output are considerably
larger than the reduction in consumption caused by
a tax on income.

From the perspective of energy independence, an
oil impowl tariff may not have a significant effect on

12 Suluar results %we reported o a recent siudy by Wharton
Iconoweeic Fnecastma Assoc AesS Sharon Denny.
-Product import TarSff Could Hlt Cenr~a [ltonomy. Panel
Is TO." OW Dairy. P lune 1116. 2

Appendix

Changes to the MPS Model

The MPS (Massachusetts Institute of Technolfy-
University of Pennsylvania-Social Science Reserch
Council) model is an aggrtgae model of the U.S.
economy' The model which Is maintained and
modified by the staff of tft Soardof Governors of the
Federal Reserve System, has been used ~wer the years
as a tool to provide input Wno the p-esible caue
quences of monetary and fiscal policy miime

augmenting reserves. Unless oil prices are expected
to begin to rise. development of costly new reserves
will be limited. Consequently, an oil import tariff
would most likely encourage current production of
oil at the expense of future production.

This research indicates the importance of the
planned duration of the tax in designing an oil im-
port tariff. If the tax is to promote domestic oil ex-
ploration and the development of alternative energy
sources, it Is essential that producers can be led to
believe that the tax will not be quickly abandoned
From the perspective of increased energy conserva-
tion. consumers must also believe oil will remain ex-
pensive and that they should invest in energy-saving
appliances and insulation.

Furthermore, if the tariff is to be temporary, the
adjustment costs that would result with sudden
removal of the tariff could be large. To the extent
that the import tariff forestalls the more gradual
decline in investment and employment that would
ordinarily occur, the sudden removal of the tax
would force a sharp adjustment to lower energy
prices.

Finally, we assumed that an oil import tariff could
be imposed unilaterally without retaliation by OPEC
or other oil-exporting countries. In reality. OPEC or
9ther oil-exporting countries could retaliate either
by imposing an oil embargo on any country impos-
ing a tariff or by imposing countervailing import
tariffs on all goods and services from that country.
On the other hand, such a move could trigger rapid
price declines if the loss of exports cut further into
OPEC's dwindling production and destabilized the
cartel.

The model currently contains 332 structurala eQua-
tions: 124 behavioral equations and 208 identities At
its cener is a growth model of the economy, %ith out-
put generated by a Cobb-Douglas production function
that uses labor, capital, and energy and with consump
tion decisions based on life-cycle theories. Forecasts

1 Sne lrisi hve .Sd gar" 1,oV00. '-h Sie Aim-i i ,
uM600a St-" liar'stf- air M*110 moashae s a
it-ak- d4ft so r*e &ed W a % Sprqwrt

as
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are made on a quarterly basis
Considerable detail is included to model taxation

Income talin are formed through a complicated pro-
cedure that lakes into account diffeent marginal tax
brackets, deductions, exemptions, and exclusions.
weighted by demographic lactose corporate tales are
levied on corporate Income after removal of other
gases (including customs duties and state taxes) ex-
penses, aid depreciation, with the treatment of
depreciation changing as tax codes change over time

The international sector Is represented. with the ex-
change rtle determined in the model to equilibrate the
current account and capital account flows the value
of imported oiJ is included in the international trade
flows

Before our changes, the energy sector of the original
model wad for-the most part exogenous Total Btu
(British thermal unit) consumption was determined en-
dogenously as a function of the wholesale price index
of fuels ad real CNP. with all energy prices deter-
mined exiogenously. Energy consumpton was then
divided among fuels by applying exogenously
specified shares Domestic production was determined
exogenously with impors specified asthe-difference
bets.een doreslic consumption and production
Energy prices generally affect the rest of the model
through investment in capital equipment and con-
sumption of durable& (including avlomnobit e4 Es-
ogenously determined windfall profit tax receipts are
included as indirect business takes, which appear in
the federal budget identity and the calculation of cor-
porate income

To conduct the experiments discussed in this paper,
several additions and alterations w+ere required Forst
the shares of petroleum, natural gas. and coal con-
sumption were made endogenous by estimating share
equations for petroleum and coal as a function of time
and the price of each fuel relative to sla" prices of
other goods A relative increase in petroleum prices'
then leads to an erosion of petroleum's share of total
energy consumption The share equations were of the
form

(1) OILSHR - 6687 - 0019 TIME
(645) (-2SO)

- 0622 ltr(OILPIINOTHERN
* -803)
+ .0690 IIn(NCASPIftOTHERm

(383)
-40498 (hrCOALP1ln(OTHERA

(1,12+)

and - -r •

(2) COALSHR .,- 0890 0026 TIME
(-149) 1601)

4 0239 1In(OILPIIn(OTHER
- ISS)

- .0389 IIrNCASP)INOTHIRN
(-3.7S1

- 0070 Ir(COALPYI-(OTH1R
(-.2?)

where OILP NGASP. COALP. an OTHER are price in-
dexes for oil. natural gas. coal, and non-enerly goods
The share of energy attributed to natural gas is the
resicual. Figures in puientheses are I slaistics

Second. to capture the effect of chagnes in oil
prices on domestic production. a domestic oil supplV
equation (OIL) was estimated and Included in the
model. -

(3) In(OiL) or .6757 4 .3M0 I(OIL551
(188) (274)

-+ 2922 ,kOlL,'
(2.16)

* 0093 Ir(OILP)
12 3S)

Third. to determine the windfall profit tax revenues
endogienously beginning ir the third quarter of 1985.-
the following formula was used

(4) WPT = (OILP - BASE) • RATE * OIL.

weere the BASE price is set at $22 per urr-el and ap-
preciates 1 6 percent each quarterfhe tax RATE is set
at 25 percent and total domestic oil production (OIL)
is measured it, billions of barrels per year. (In
calculating national income account figures. all
variables are pZt in annual terms) The quarterly
growth rate of 1 6 percent (6 Ss percent at an annual - -
rate) was chosen to proxy for a real increase of zero - -
to 2 percent in-she base price (assuming inflation is -
slightly above 5 percent) . 4 -

"t is worth noting that the revenues from imposition
6f an import tax cannot be calculated by multiplyiM-
the amount of the lil by the Quantity of imports
Fist. the increased domestic price leads to higher
windfall profit tax collections Second. revenues from
the tariff and windfall profit tax. as indirect business
taxes, are deducted from corporate income This pro-
cess reduces revenues from the corporate profits Iax.
Lastly. demand for ;mports falls as a result of the
higher price of petroleum

TI, a pocedase iostts a$-MO."i ltarassal riaisat-n at ihe
xenaf posit sai in artatie dxaaauxr.e t psodurtsn as
stasxrtacid inwars i r uiat teas, cart of hxwki hus a diane -
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NEW ENGLAND CANNOT AFFORD AN OIL IMPORT FEE

Despite much progress to reduce its dependency on oil as an
energy source, New England, lacking most energy resources, relies
on petroleum products for over 60 percent of its energy needs.
New England's economy remains sensitive to oil price changes.
Enactment of proposals calling for a tariff on Imported oil,
therefore, would threaten economic growth, raise already high
electricity prices for consumers, and place a disproportionate
burden on New England to fund reductions in the nation's budget
deficit.

Oil import fees have been proposed in the past to (1)
increase federal revenues, and/or (2) provide an incentive for
reducing U.S. dependence on oil, especially from foreign sources.
Current proposals commonly call for a $5 tax on each barrel of
imported oil yielding approximately $10 billion in revenues to
the government. But the costs to the national economy,
particularly in New England, would be severe compared to the
benefits of raising new tax revenue. The American consumer, not
foreign producers of oil, would bear much of the burden of the
tax in the form of higher oil prices.

The Negative Impact on New England

New England is more heavily dependent than the nation on oil,
both as a primary energy source and as a fuel source for
generating electricity. The six New England states are among the
eighteen nationally that produce no oil. New England's economy,
as a result, is highly vulnerable to oil supply and price
changes. So although, from 1973 to 1983, New England decreased
its actual consumption of oil by a dramatic 38 percent, it is
still 22 percent more dependent than the nation as a whole on oil
as an energy source. By 1983, New England still relied on oil
for 65 percent of its total energy usage, compared to the much
lower 43 percent figure for the nation (see Chart I).
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CHART I

DECLINING RELIANCE ON OIL AS AN ENERGY SOURCE

New England and U.S. Consumption of 011, 1973-1983
(As a Percent of Total Energy Consumption)

C
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Sources "e New England Council, Inc.1
State Energy Data Report, May 1985

New England's reliance on oil to generate electricity is also
high, and the great disparity between the region's reliance and
the nation's minimal reliance on oil places New England
electricity consumers in an especially vulnerable position. New
England has diversified its electricity generation sources.
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From 1973 to 1983, oil consumption as a percent of the total
energy inputs used to generate electricity declined from 65.8
percent to 41.1 percent. But the U.S., by 1983, relied on oil
for only 6 percent of its electricity generation (see Chart 1I).

CHART I I

DECLINING USE OF OIL FOR ELECTRICITY GENERATION

New England and U.S.

(As a Percent of Tota1

Use of Oil to Generate Electricity
1973-1993

Energy Used to Generate Electricity)
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Source "e Nwe England Ouncil, Inc.1
fnurgy Information Adminlstration, 1905
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This region's heavy and costly dependence on oil is reflected
in its higher than average electricity c9sts. In 1984, New
England's average electricity prices were 38 percent higher than
the U.S. average (see Chart III). At the time of the 1974 oil
price shock, the price differential was closer to 60 percent.
New England, since that time, has made excellent progress in
reducing the tremendous electricity cost disadvantage it has with
the rest of the nation. This cost disadvantage, however, still
hurts the competitiveness of New England not only in attracting
new businesses, investment, and workers, but also in maintaining
current economic prosperity.

CHART III

NEW ENGLAND'S ELECTRICITY COST DISADVANTAGE

Nw England and U.S. Average Electricity Prices, 1960-1984
(Cents Par Kilowatt Fbur)
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SourceI The New England Ocuncil, Inc.
Edison Electric Institute, 1960-1984
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New Englanders are already paying 381 more for their
electricity, and are seven times more dependent on oil for
generating electricity. Everyone uses electricity. It is only
substitutable over the long-term and in some cases is not
substitutable at all. Consumers can choose whether or not they
heat their homes with electricity, but cannot realistically
choose how to power their light switches.

What would an oil import fee cost New England's industrial,
commercial, and residential electricity consumers? The New
England Council estimates that if a $S-pe-r-arrel tariff on
imported oil had been enacted in 1984, it would have cost New
England's electricity consumers as much as $185 million in higher
electricity prices. The average consumer's bill would have risen
as much as 2.9 percent above the -rate paid in the absence of the
fee (see Chart IV and Appendix I). The costs to electricity
consumers would depend ultimately on- the responses of the
international oil market to the new tariff. Using Congressional
Budget Office predictions on these reponses, and The New England
Council's economic models on New England's electricity prices,
the region's electricity users could have expected to pay between
$122.721 million and $185.169 million in additional costs under
the oil import fee.

CHART IV

OIL IMPORT ?It PRICE SHOCKS TO Md ENGLAND
ELECTRICITY CONSIDERS, 1984

Under a $5 per barrel Fee on imported Oil

Range of Average Range of Total
slectrlcty Price Electricity Cost
Increasee (a). Increases ib)

Low * 1.9 $122.721 million
High 2.91 $185.169 million

notot for *.plenatioes e asuptions made to eatierate
electricity price responens to an elil tapot iee, sea
Append iJ I.

4e) lectriclt) price (cents per kdh) increses above the actual

104 level

(b) eel eecticity Ceast incae s above the etual 1914 level

Sources The Naw England council, Inc.
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The detrimental impact of an oil import fee is not limited,
however, to electricity costs. Petroluem products are used, for
example, to heat homes and power engines. Price increases for
these products would erode income and consumer spending, raise
the prices of other products using petroleum as an input, and
cause disruptions in markets resulting in lower employment and
economic growth. Prices of non-oil energy sources would also
rise as increased demand for alternative energy sources pushed up
prices in those markets. The role of sudden increases in energy
prices in the spiraling inflationary economy of the late 1970s
should not be forgotten. Indeed, current price stability in the
economy is partially attributed to falling oil prices. The U.S.
and especially New England would lose much of the economic
benefit of falling energy prices if another price shock were
added to the market through an oil import fee. In a 1984 study,
the Congressional Budget Office estimated that a $5 per barrel
tariff Implemented in mid-year 1982 would have triggered at least
a 0.5 percent increase in inflation after one year alone; the
U.S. economy would have lost $15.4 billion in real goods and
services, and the unemployment rate would have increased at least
0.1 percent, or a loss of 100,000 jobs after the first year (see
Chart V).
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Taking Steps to Reduce oil Reliance
Despite falling oil prices, New England continues to

diversify its energy sources away from oil. The argument that an
oil import fee would force consumers to reduce dependence on
foreign and domestic oil as an energy source is redundant to
trends that have already occurred in the absence of such a fee.
Consumers, both business and residential, have adjusted longer-
term oil consumption patterns. This ranges from changing
consumer preferences toward fuel efficient cars, to greater
reliance on coal, nuclear, and hydroelectric sources of energy to
generate electricity - trends that will not be reversed in the
near future. An oil import fee, serving as a tool in shaping
national energy policy, would add little to warrant its other
economic costs. This is especially true for the New England
reg ion.

In summary, consumers and businesses in the New England
region, rather than foreign oil producers would suffer the brunt
of such a tax. Also, New England already suffers from cost
disadvantages by having higher than average prices for energy
products and other commodities. An oil import tax would drive up
business production costs and hurt the future economic
development of the region.
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Appendix I

Estimating the Economic Impact of Oil Import Fees

The costs of oil import fees to New England e'(Aricity consumers
ultimately depend on responses of the international oil market to
the new tariff; the domestic price changes in petroleum products
purchased by utilities; and subsequent changes in wholesale
electricity prices.

Imported crude oil prices would initially rise with the new
tariff. Domestic crude oil prices would also rise and domestic
purchases of crude oil would decline. Foreign oil producers,
having substantial control over the international oil market,
would be forced to make changes in production and pricing levels
that would affect worldwide levels. If foreign producers lowered
their prices to maintain relatively stable production levels,
then the market price of crude oil in the U.S. would not rise by
the full amount of the tariff and consumers would only bear part
of the cost of the tariff. If foreign producers lowered their
production to support higher oil prices, much of the price burden
of the tariff would be pushed onto U.S. consumers. This last
scenario would be most likely to occur since there is an excess
world-supply of oil currently in the market (foreign producers
would be able to absorb relatively more production cuts).

Using CBO assumptions about responses to an oil import fee in the
international oil market, both scenarios were developed to
determine the change in petroleum prices in the United States.
In the first instance, foreign producers assumed one third of the
price burden of the fee, resulting in crude oil prices rising by
$3.30/barrel with a $5/barrel fee. In the second instance, the
entire price burden of the fee was passed on to consumers,
resulting in a $5/barrel increase in crude oil prices. The first
scenario corresponds to the low range and the second scenario to
the high range of the New England electricity price changes in
Chart IV.

An econometric model was developed to determine how an oil import
fee passed through the petroleum products markets to New England
utilities and ultimately to electricity consumers. Using
statistical relationships in portions of DRI's national energy
model, a consumer electricity price model for New England was
developed. Consumer electricity prices were determined by
wholesale electricity prices which were a function of unit costs
and relative purchases of inj5ut fuels used to generate
electricity. The petroleum input portion of the weighted
wholesale price was determined by a weighted composite of
domestic and imported crude oil prices and unit labor costs. The
model was run for the period 1974:1 to 1984:12, with the effects
of an oil import fee on consumer prices (in cents/kwh) derived
from a simulation for 1984.
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Senator PELL. Thank you. In my statement, though, I will focus
on why an oil import tax would be unfair, damaging, discriminato-
ry, and really very unacceptable to our area.

New England is a high-cost energy region. We do not have access
to the low-cost natural gas, coal, and hydroelectric power available
to industry and consumers in other parts of our nation. We rely on
oil for 65 percent of all energy consumption, compared with a na-
tional average of only about 40 percent. And of the oil consumed in
New England, more than 60 percent of that oil is imported. In addi-
tion, 41 percent of our electricity is generated using oil, compared
with just 6 percent that is used to generate oil on a national basis.
As a result, electricity prices in New England are almost 40 per-
cent-38 percent-higher than the national average, and other
energy costs are similarly high. This places our industry and con-
sumers in our region at a huge competitive disadvantage.

During the 1970's when oil prices rose to $30 a barrel and more,
New England paid the price. Through conservation and conversion
to other natural sources and energy sources, we reduced our oil
consumption by 38 percent. And because of the competitive disad-
vantage, we lost tens of thousands of jobs to other regions with
lower energy costs.

And now, when world oil prices have declined, we are told that
the national interest requires an oil import tax to boost the price of
our primary source of energy. We are told that the tax would be
painless because world oil prices have declined. The fact is that it
would not be painless for our part of the country. A tax on oil falls
most heavily on New England industry and consumers. It would in-
crease the energy costs for our manufacturers and homeowners,
but would leave untouched those industries in other areas that use
low-cost hydroelectric, coal, or natural gas energy instead of oil.

The New England Council, an organization of 1,400 of the largest
businesses in our region, has prepared an excellent summary of the
impact of an oil import tax on the economy of the region; and I
would ask unanimous consent that that study, too, may be made
part of the hearing record.

Senator WALLOP. Without objection.
[The New England Council summary follows:]
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NEW ENGLAND CANNOT AFFORD AN OIL IMPORT FEE

Despite much progress to reduce its dependency on oil as an
energy source, New England, lacking most energy resources, relies
on petroleum products for over 60 percent of its energy needs.
New England's economy remains sensitive to oil price changes.
Enactment of proposals calling for a tariff on imported oil,
therefore, would threaten economic growth, raise already high
electricity prices for consumers, and place a disproportionate
burden on New England to fund reductions in the nation's budget
deficit.

Oil Import fees have been proposed in the past to (1)
increase federal revenues, and/or (2) provide an incentive for
reducing U.S. dependence on oil, especially from foreign sources.
Current proposals commonly call for a $5 tax on each barrel of
imported oil yielding approximately $10 billion in revenues to
the government. But the costs to the national economy,
particularly in New England, would be severe compared to the
benefits of raising new tax revenue. The American consumer, not
foreign producers of oil, would bear much of the burden of the
tax in the form of higher oil prices.

The Negative Impact on New England

New England is more heavily dependent than the nation on oil,
both as a primary energy source and as a fuel source for
generating electricity. The six New England states are among the
eighteen nationally that produce no oil. New England's economy,
as a result, is highly vulnerable to oil supply and price
changes. So although, from 1973 to 1983, New England decreased
its actual consumption of oil by a dramatic 38 percent, it is
still 22 percent more dependent than the nation as a whole on oil
as an energy source. By 1983, New England still relied on oil
for 65 percent of its total energy usage, compared to the much
lower 43 percent figure for the nation (see Chart I).,
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DECLINWNG RELIANCE

CHART I

ON OIL AS AN ENERGY SOURCE

New England and U.S. Consumption of 011, 1973-1983
(As a Percent of Total Energy Consuaption)
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Source: The New England Council, Inc.!
State Energy Data Report, May 1985

New England's reliance on oil to generate electricity is also
high, and the great disparity between the region's reliance and
the nation's minimal reliance on oil places New England
electricity consumers in an especially vulnerabl, position. New
England has diversified its electricity generation sources.
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From 1973 to 1983, oil consumption as a percent of the total

energy inputs used to generate electricity declir.ed from 65.8

percent to 41.1 percent. But the U.S., by 1983, relied on oil

for only 6 percent of its electricity generation (see Chart II)

CHART 1I

DECLINING USE OF OIL FOR ELECTRICITY GENERATION

New England and U.S. Use of Oil to Generate Electricity
1973-1983

(As a Percent of Total Energy Used to Generate Electricity)
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Energy Information Administratione 198S
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This region's heavy and costly dependence on oil is reflected
in its higher than average electricity costs. In 1984, New
England's average electricity prices were 38 percent higher than
the U.S. average (see Chart III). At the time of the 1974 oil
price shock, the price differential was closer to 60 percent.
New England, since that time, has made excellent progress in
reducing the tremendous electricity cost disadvantage it has with
the rest of the nation. This cost disadvantage, however, still
hurts the competitiveness of New England not only in attracting
new businesses, investment, and workers, but also in maintaining
current economic prosperity.

CHART III

NEW ENGLAND'S ELECTRICITY COST DISADVANTAGE

New England and U.S. Average Electricity Prices, 1960-1984
(Cents Per Kilowatt Hour)
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New Englanders are already paying 38% more for their
electricity, and are seven times more dependent on oil for
generating electricity. Everyone uses electricity. It is only
substitutable over the long-term and in some cases is not
substitutable at all. Consumers can choose whether or not they
heat their homes with electricity, but cannot realistically
choose how to power their light switches.

What would an oil import fee cost New England's industrial,
commercial, and residential electricity consumers? The New
England Council estimates that if a $5 per barrel tariff on
imported oil had been enacted in 1984, it would have cost New
England's electricity consumers as much as $185 million In higher
electricity prices. The average consumer's bill would have risen
as much as 2.9 percent above the rate paid in the absence of the
fee (see Onart IV and Appendix I). The costs to electricity
consumers would depend ultimately on the responses of the
international oil market to the new tariff. Using Cong-ressional
Budget Office predictions on these reponses, and The New England
Council's economic models on New England's electricity prices,
the region's electricity users could have expected to pay between
$122.721 million and $185.169 million in additional costs under
the oil import fee.

CHART IV

OIL IMPORT FEE PRICE SHOCKS TO NEW ENGLAND
ELECTRICITY CONSUMERS, 1984

Under a $5 per Birrel ree on imported Oil

Range of Average Range of Total
Electricty Price Electricity cost
Increases (a) Increases (b)

Low 1 .91 $122.7?21 million
migh 2.91 $185.169 million

notat for *.plnotiola i f nLimptions mad, to estimate
lectricity price responses to an oil imort fee, are

Appondil 1.

(a) Eioctricity price (cents per kWh) increases aboe the actal
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Source: 5The New England Council, Inc.
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The detrimental impact of an oil import fee is not limited,
however, to electricity costs. Petroluem products are used, for
example, to heat homes and power engines. Price increases for
these products would erode income and consumer spending, raiiui
the prices of other products using petroleum as an input, anl
cause disruptions in markets resulting in lower -employment and
economic growth. Prices of non-oil energy sources would also
rise as increased demand for alternative energy sources pushed up
prices in those markets. The role of sudden increases in energy
prices in the spiraling inflationary economy of the late 1970s
should not be forgotten. Indeed, current price stability in the
economy is partially attributed to falling oil prices. The U.S.
and especially New England would lose much of the economic
benefit of falling energy prices if another price shock were
added to the market through an oil import fee. In a 1984 study,
the Congressional Budget Office estimated that a $5 per barrel
tariff implemented in mid-year 1982 would have triggered at least
a 0.5 percent increase in inflation after one year alone; the
U.S. economy would have lost $15.4 billion in real goods and
services, and the unemployment rate would have increased at least
0.1 percent, or a loss of 100,000 jobs after the first year (see
Chart V).

CHMJRr V

MA CrCNO041C ErWIS CF ALT1ERATVIE OIL IOT 7ARVFTS
ON M U.S. EC()04Y

Increase in
Trliff Sie GNP Loss (0 of t(krplo at Ote 4 Qarter Increase 8 Oarter Increase
($/barrel) Projected QP)W S pointIb' . n Price Level (Slc/ In Price Level c/

0.2 -0.3 less 0.1 0.2 - 0.3 0.1 - 0.2

$5 0.5 - 0.7 0.1 - 0.2 0.5 -0 .6 0.3 - 0.4

$10 1.0 - 1.4 0.3 - 0.4 0.9 - 1.2 0.6 - 0.9

.I ionirtantM i Gw io after 4 qusrteru ranni..v to tie baeline of no

bl Forcwtage plnt ctme I tW. unpleo ent rate after 4 qurters

C/ Percent chlwqe In COP derltor relative to t0 boooll . or io
Ur iif

1burce: CbngressIonsl k~et Off lce



437

Taking Steps to Reduce Oil Reliance
Despite falling-oil prices, New England continues to

diversify its energy sources-away from oil. The argument that an
oil import fee would force consumers to reduce dependence on
foreign and domestic oil as an energy source is redundant to
trends that have already occurred in the absence of such a fee.
Consumers, both business and residential, have adjusted longer
term oil consumption patterns. This ranges from changing
consumer preferences toward fuel efficient cars, to greater
reliance on coal, nuclear, and hydroelectric sources of energy to
generate electricity - trends that will not be reversed in the
near future. An oil import fee, serving as a tool in shaping
national energy policy, would add little to warrant its other
economic costs. This is especially true for the New England
reg ion.

In summary, consumers and businesses in the New England
region, rather than foreign oil producers would suffer the brunt
of such a tax. Also, New England already suffers from cost
disadvantages by having higher than average prices for energy
products and other commodities. An oil import tax would drive up
business production costs and hurt the future economic
development of the region.
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Appendix I

Estimating the Economic Impact of 01 Import Fees

The costs of oil import fees to New England electricity consumers
ultimately depend on responses of the international oil market to
the new tariff; the domestic price changes in petroleum products
purchased by utilities; and subsequent changes in wholesale
electricity prices.

Imported crude oil prices would initially rise with the new
tariff. Domestic crude oil prices would also rise and domestic
purchases of crude oil would decline. Foreign oil producers,
having substantial control over the international oil market,
would be forced to make changes in production and pricing levels
that would affect worldwide levels. If foreign producers lowered
their prices to maintain relatively stable production levels,
then the market price of crude oil in the U.S. would not rise by
the full amount of the tariff and consumers would only bear part
of the cost of the tariff. If foreign producers lowered their
production to support higher oil prices, much of the price burden
of the tariff would be pushed onto U.S. consumers. This last
scenario would be most likely to occur since there is an excess
world supply of oil currently in the market (foreign producers
would be able to absorb relatively more production cuts).

Using CBO assumptions about responses to an oil import fee in the
international oil market, both scenarios-were developed to
determine the change in petroleum prices in the United States.
In the first instance, foreign producers assumed one third of the
price burden of the fee, resulting in crude oil prices rising by
$3.30/barrel with a $5/barrel fee. In the second instance, the
entire price burden of the fee was passed on to consumers,
resulting in a $5/barrel increase in crude oil prices. The first
scenario corresponds to the low range and the second scenario to
the high range of the New England electricity price changes in
Chart IV.

An econometric model was developed to determine how an oil import
fee passed through the petroleum products markets to New England
utilities and ultimately to electricity consumers. Using
statistical relationships in portions of DRI's national energy
model, a consumer electricity price model for New England was
developed. Consumer electricity prices were determined by
wholesale electricity prices which were a function of unit costs
and relative purchases of input fuels used to generate
electricity. The petroleum input portion of the weighted
wholesale price was detemined by a weighted composite of
domestic and imported crude oil prices and unit labor costs. The
model was run for the period 1974"1 to 1984:12, with the effects
of an oil import fee on consumer prices (in cents/kwh) derived
from a simulation for 1984.
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Senator PELL. Thank you. In summary, an oil import tax or an
oil industry support program is not in the national interest. It is, in
addition, highly discriminatory in its impact on my own State of
Rhode Island and its neighboring States of the Northeast. I believe
revenue increases will be necessary as part of a balanced effort to
reduce Federal Government budget deficits, and I am prepared to
support fair and equitable revenue increases, but not an oil import
tax. Perhaps a fairer tax or a broader based tax on energy might
be a gasoline tax; but let's not go down this route of an oil import
fee. And here, I recall the words of George Santiana: Those who
forget the lessons of history are condemned to repeat them.

I remember when I first came to the Congress in the early
1960's, under President Kennedy's leadership, we eliminated a
similar program that was called an Oil Import Quota Program; and
the country I believe, was better off for that action. And now, we
are seeking to go in reverse.

I thank you very much for this opportunity to be here.
Senator WALLOP. Thank you, Senator Pell. I would like to say in

the interest of Gramm-Rudman and printing and a number of
other things, that those studies to which you referred will be made
part of the committee's files and referenced in the record.

Senator PELL. I will leave that to your generosity. Thank you.
Senator WALLOP. Thank you. Senator Bingaman?
Senator CHAFEE. I just want to say, Mr. Chairman, in connection

with Senator Pell's statement that this is a position he has long
held. This isn't a position that has come about just because of this
suggestion. And he has been very active in resisting oil import fees
for a good long time. So, we appreciate his fine statement.

Senator PELL. Thank you very much indeed, sir.
Senator WALLOP. Senator Bingaman?
[The prepared written statement of Senator Pell follows:]
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STATEMENT BY SENATOR CLAIBORNE PELL

IratAPlmy. -Drnpadrfo.f- delI vC y..bofore the Senate Comtttee on
FJlneno.e.Qor-EldaytYF.brukrI. 21,A&6tat.9 toon leglJ.atonto
J.awzrDD ipp9_-r fees on oil And.DJ._prAducI.

Mr. Chairman,

I appreciate this opportunity to appear before your committee

to convey to you strong opposition to the imposition of taxes on

imported oil and oil products.

An oil import fee is nothing less than a poisoned arrow aimed

straight at the heart of the economy of the State of Rhode Island,

and the New England and Northeastern states generally.

It is because of this that 13 senators from this region have

joined with me in sponsoring a resolution (S. Res. 335) opposing

any new taxes on imported oil and oil products. I ask that a copy

of that resolution be included in the hearing record.

Our opposition to an oil import tax, however, Is not based

solely on regional economic Interests. An oil import tax would

also be damaging to our national economy. An Import tax of $5 a

barrel would reduce Gross National Product by 1% at the end of two

years, decrease employment by 400,O00 jobs, and Increase

inflationary pressures.

Those were the conclusions of a study done by economists of

the Federal Reserve Bank of Dallas, and I submit for the hearing

record a copy of that study.
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In my statement this morning, however, I will focus on why an

oil import tax would be unfair, damaging, discriminatory, and

unacceptable to the New England region.

New England is a high-cost energy region. We do not have

access to the low-coat natural gas, coal, and hydro-electric power

available to Industry and consumers in other parts of our nation.

We rely on oil for 65 per cent of all energy consumption, compared

with a national average of about 4O per cent. And, of the oil

consumed in New England, more than 60% is imported. In addition

forty-one percent of our electricity Is generated using oil,

compared with just 6 per cent nationally.

As a result, electricity prices In New England are 38% higher

than the national average, and other energy costs are similarly

high. This places the industry and consumers of our region at a

huge competitive disadvantage.

During the 1970's, when oil prices rose to $30 a barrel and

more, New England paid the price. Through conservation and

conversion to other energy sources, we reduced our oil consumption

by 38 per cent. And because of the competitive disadvantage, we

lost tens of thousands of jobs to other regions with lower energy

costs.

And now, when world oil prices have declined, we are told

that the national interest requires an oil import tax to boost the

price of our primary source of energy. We are told that the tax

would be painless because world oil prices have declined.
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The fact is that it would not be painless for New England. A

tax on oil falls moat heavily on New England industry and

consumers. It would increase energy costs for our manufacturers

and homeowners, but would leave untouched those industries in

other area that use low-cost hydro-electric, coal or natural gas

energy instead of oil.

The New England Council, an organization of 1,400 of the

largest businesses in the region, has prepared an excellent

summary of the impact of an oil import tax on the economy of the

region, and I submit a copy of that study for the hearing record.

In summary, an oil import tax is not in our national

interest, and it is in addition highly discriminatory in its

impact on my own State of Rhode Island and its neighboring states

of the Northeast. I believe revenue increases will be necessary as

part of a balanced effort to reduce federal government budget

deficits and I am prepared to support fair and equitable revenue

increases, but not an oil import tax. a

I urge the members of the Finance Committee to reject these

proposals for taxes on oil imports.
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STATEMENT OF HON. JEFF BINGAMAN, A U.S. SENATOR FROM
THE STATE OF NEW MEXICO

Senator BINGAMAN. Thank you, Mr. Chairman. I appreciate the
chance to speak this morning, and I want to commend you for the
leadership you have shown on this important issue.

The United States has enjoyed a period of relative energy stabili-
ty largely because of extensive drilling and exploration activity be-
tween 1973 and 1982 and because of successful conservation efforts.
However, the domestic oil industry today is faced with rapidly de-
clining prices, oversupply, and increased competition from lower
priced imports of crude oil and petroleum products. Industry has
also had to restructure to meet the demands of merger activity and
now faces the uncertainty of proposed changes in our tax laws,
which this committee knows a great deal about.

These factors are undercutting exploration and production ef-
forts in the United States. Since 1981, nearly 346,000 jobs have
been lost in the oil and gas industry. Although almost 82,000 wells
were drilled in 1984, the rig count and other indicators point to a
significantly lower number in 1985, and the past 2 months have al-
ready seen a substantial additional decrease in drilling permits,
down 13 percent from 1985 levels. Just as the industry responded
to the need for more drilling in the 1970's and early 1980's, over-
supply and weak prices are now forcing the industry to cut back on
its activity. Slashes over the past few weeks in capital spending for
exploration and development by major producers such as ARCO,
TENECO, Philips, and AMOCO, I think, prove this point very well.
Falling prices do threaten national security, as Congressman Jones
was indicating. The impact coul-d have several forms: reduce strip-
per oil production, an end of Alaskan exploration, reduce Outer
Continental Shelf exploration, and reduce natural gas demand.

These factors serve only to leave U.S. oil in the ground and to
threaten this additional domestic industry. As drilling production
and exploration are cut back, refinery capacity lowered, and im-
ports of crude and product increased, the inevitable result will be
that the U.S. industry will be weakened and we will return to a
greater dependence on foreign oil. In only 1 year since 1970 has the
nation found as much oil as it has produced. That was in 1980; and
since then, domestic reserves have declined to 27.8 billion barrels,
which is the lowest level since 1951.

As lower oil prices cause the rate of drilling to drop, the shrink-
age of these reserves accelerates. That will make the U.S. more de-
pendent on foreign sources of oil. Without any exploration pro-
gram, the nation s reserves could drop by half by 1990, with pro-
duction likely to fall as well.

The Energy Information Agency itself predicts a doubling of im-
ports by 1995. Energy imports cost the U.S. $51.7 billion in 1984
and amount to almost half of the nation's balance of trade deficit
for that year. Clearly, the nation would benefit most from long-
term stability in the oil market, which would in turn ensure the
preservation of a constant level of drilling in this country. To
assure this, a variety of proposals have been suggested. Mr. Chair-
man, I favor a simple standby oil import license fee applicable both
to crude oil and to products and tied to a specific price level.

60-592 0 - 86 - 15
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This would establish a floor for domestic oil prices, and by limit-
ing the amount by which prices could fall, such a fee would remove
much of the uncertainty that clouds the domestic industry's
present investment climate. A fee would help ensure that the pro-
duction from relatively high costs and low volume stripper wells
and from areas like Alaska and the deep offshore is not squeezed
out of the market by cheaper, unreliable sources of foreign oil. Fur-
thermore, a fee would mean that foreign producers would pay a
fair tax on oil that float into the U.S. as a result of foreign depend-
ence.

Most importantly, the fee would effectively set the world price
for oil at a level which would provide price stability and allow our
producers to continue oil and gas exploration and production. Mr.
Chairman, I would suggest that any short term losses to our econo-
my as a result of this kind of a fee would not compare with the
devastating impact of a collapse of our domestic energy industry.
Now, it is true that the President currently has the authority to
impose an oil import fee under the Trade Expansion Act of 1962,
but he has been unwilling to recognize that it is in the national
interest to do so. Unfortunately, the administration seems oblivious
to the potential consequences of declining prices. Last week, Secre-
tary of Energy Harrington testified before the Senate Energy and
Natural Resources Committee, and he made the following state-
ment, and I quote: "Energy is no longer a destabilizing force in our
economy."

I believe that statement indicates little understanding of the seri-
ousness of the energy situation and demonstrates the kind of short-
term perspective that has come to characterize Federal Govern-
ment policy in energy. The Congress must take the lead in recog-
nizing the importance of our energy needs and, if enacted, an oil
import fee would prevent the U.S. from returning to greater and
greater dependence on foreign sources of energy. It would enable
the domestic industry to remain viable in the future, and it would
preserve Governmental tax revenues in the event of a fall of world
oil prices and stop the tax subsidization of imported oil. We must
end the complacency that currently clouds our energy future and
realize that the growing threat to our nation's desire for energy in-
dependence. I believe an oil import fee could help move us in that
direction. Thank you for the opportunity to testify, Mr. Chairman.

Senator WALLOP. Thank you, Senator Bingaman. And I have
statements from Senator Nickles and Senator Durenberger to
insert in the record at this point.

I see that Senator Hart has entered the room, so we will go to
him, and then we will hear from Mr. Wendt from the State Depart-
ment.

[The prepared written statements of Senators Nickles and Duren-
berger follow:]
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U.S. SENATOR

Don Nickles
OKAHOMA

FOR IMMECXATE RELEASE CONTACT AUL LEE
2021224 5754

Stateatent of' Senator, Don Nick Les
The Taxation of Petroleum Imports

Senate Coaiittee on Finance
February 28, 1986

Mr. Chain rr, an:
TeM lO is eu l' iV ih+W d .: U l.Io r tu.ijy about the w a +,U ' 01 1111iu of iurpi ' 1', I I', .

so-calied oil import fee. And while there ikay be some questions raised as to
the lon-term effects of such a policy, it is important to focus not ju3t, on
tfe import fee proposal but on the Federal government's entire energy policy.

At one time or another, I have heard mio)st ricniber; of tihi:; body -nay that
what America needs is energy independence. To be free from the stranglehold of
OPEC. No one disagrees.

Then why is; it that this Cong.ress continually enacts policies coumhcr to
its emerGy independence goals? The Federal governmentI has doine m u'e to inhibit
Anmrica's energy security than OPEC and every other energy producing country
combined.

It may be good politics for many in Congress to bash "big oil" back orli.,
but this rhetoric fuels the drive which has led to a regressive national energy
policy.

Fearing "big oil" in 1980, Congress imposed the Windfall Profits Tax on
domestic producers. This tax had the effect of penalizing our American energy
industry and encouraging foreign imports of oil.

The amount of windfall profits tax collected since passage in 1980 is as
follows:

1980 1981 1982 1983 1984 Est.'85
GROSS 6.9 23.4 18.5 12.2 9.17 6.4
NET 4.3 13.8 9.5 5.7 3.9 3.0

This represents an equivalent tax per barrel as indicated below:
1980 - 6.65
1981 - 9.03
1982 - 6.35
1983 - 11.25
1984 - 3.91

Where is the wisdom iin penalizing our domestic producers and givine OPEC a
free ride? This Senator sees none.

At the very minium, a fair and thoughtful policy on oil should be exactly
the opposite of what we have today. The Windfall Profits Tax should be
repealed and imports should have to pay.
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1 stated to President Reagan on January 24 that I hoped he wouLd rccor).,.,jer
his position on the oil finpor, fee based on the premise that it is not a tax
but an cqunlizat.iun foe.

World oij prices hove i 'Lien by over ! 215 pr ouri,: L1 1y 50 . LtOc
December and reductions in consumer prices are already liapperilijI7. Thiia recent
decline in oil prices iins not been caused by thc dc;',i,;e of OPEC but by riKo
calculated -tC'OcIe ,y of a CoU)e of nlajor oxpultin:,- rw .loii, tI~ryjti,, Lo
,;anipulate the rarlet for future gain. Therefore, we dor't. sec pure i.,;aZrket
principles at work but calculated maneuvers by ;overzinent entities to increcu:e
their control ovr the world oil mrlet.

I believe It would Lie unuwise for out, .,ovc 'iinnt to A1. Ad.y by and alJuw
countless Arerican producers and refiners to go bankrupt while tie Saudis and
others are tightening, the screws on oil producin; countries. As a bareinin ir lm , lot ':', re{-,ii io 1,11 11 1(!y p,.y -11 : . I.'ll. 1,: 1%, i l. 1, 4)11' (io.,m .: I ic"
p'oduUciU: have bucen Cu 'id tu pay ; Iijc' 19t;U. 'ie Wivorajc wjdal i prUfIl, LuX
for the lower 116 states ha.s averaged i-iore than $5 per barrel :iince pas6,12e of'
the windfall profits tax.

I would hope that an equalization fec wOu ld be u:,ed not to create new
Federal spendin!g prograwns, but to decrease the national defilct..

There are other issues which should be addressed in reforming U.S. energy
policy, such as the deregulation of natural gas. We, in the enei'gy com'iittce,
iave beenr wor'k n, to reverc;e current purJt.iVe pol idi:,, ond T .4ouLd ecitia:j,,o
thi,; co:,i,ttee and others in this body to join us in this effort.

An oil equalization fee would be a first step toward regaining the lose
we have suffered in years past at the hands of OPEC. Let us not lose this
present opportunity to ,ake a positive chance.
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OPENING STATEMENT BY SENATOR DAVE DURENBERGER

-- HEARING ON OIL IMPORT FFES

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

FEBRUARY 28, 1986

MR. CHAIRMAN, I THINK WE IN THIS COMMITTEE ARE IN Mu1CH THE

SAME POSITION AS THE SHEPHERD WHOSE JOB IT IS TO PROTECT HIS

SHEEP FROM WOLVES. WE HAVE TO BE AWARE OF WOLVES IN SHEEP'S

CLOTHING.

WE CAN SAY THAT WE ARE CONSIDERING USING OIL IMPORT FEES IN

ORDER TO MEET THE PRESIDENT'S TAX REFORM GOALS AND STILL END UP

WITH A REVENUE NEUTRAL BILL- OR THAT WE WOULD LIKE TO USE THE

REVENUES TO REDUCE THE DEFICIT. OR THAT FALLING WORLD OIL PRICES

WILL RESULT IN AN INCREASED DEPENDENCE ON FOREIGN SUPPLIES OF

ENERGY AND BEFORE WE KNOW IT WE WILL BE IN THE SAME SITUATION AS

WE WERE IN THE MiD-70S, SUDDENLY AT THE MERCY OF OPEC.

THESE ARE ALL SERIOUS CONCERNS AND MERIT OUR ATTENTION.

BUT I AM AFRAID THAT THE BOTTOM LINE IS THAT WE WANT TO

PROTECT THE DOMESTIC PETROLEUM INDUSTRY. AND I FEAR THAT INSTEAD

OF SOLVING THESE PROBLEMS AS WE WOULD LIKE, WE D BE CREATING FAR

WORSE ONES.
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THE LIST OF POTENTIAL PROBLEMS IS LONG, WITNESSES YESTERrAY

ATTESTED TO THAT, AND I'M SURE WE WILL HEAR MORE ABOUT THEM

TODAY.

0 IMPORTANT TRADING PARTNERS WILL HE HURT.

0 PETROLEUM BASED INDUSTRIES WILL BE AT A COMPETITIVE

DISADVANTAGE IN THE WORLD MARKET PLACE.

O THE AGRICtLLTIIRAL INDUSTRY WILL BE PARTICULARLY HARD HIT AS

COSTS FOR FUEL AND FERTILIZER SKYROCKET.

0 CERTAIN REGIONS OF THE COUNTRY WILL BENEFIT AT THE EXPENSE

OF OTHERS-

0 IT PORTENDS A RETURN TO IMPORT QUOTAS AND POSSIBLY PRICE

CONTROLS.

0 IT IS REGRESSIVE.

O AND IT PUTS MORE MONEY IN THE POCKETS OF THE DOMESTIC OIL

INDUSTRY THAN IT DOES THE UNITED STATES TREASURY.
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I MUST ADMITT THAT I APPROACH THESE HEARINGS, AND THIS ISSUE,

WITH A PREJUDICED OPINION AND A GREAT DEAL OF SKEPTICISM AS TO

THE MERITS OF ANY SORT OF FEE ON IMPORTS OF PETROLEUM PRODUCTS-

I SAY THIS BECAUSE MINNESOTA IS ONE OF THE REGIONS WHICH

WOULD BE HARD HIT. MINNESOTA FARMERS AND BUSINESSMEN ARE ALREADY

STRETCHED TO THEIR LIMITS AND AN OIL IMPORT FEE WOULD STEAL

VALUABLE REVENUES.

BUT I-WOULD LIKE TO GIVE SOME SEMBLENCE OF AN OPEN MIND- SO

I WILL RAISE FOUR QUESTIONS WHICH MUST BE ASKED AS WE CONSIDER

THESE PROPOSALS-

O WHAT DO WE WANT TO ACCOMPLISH WITH THIS TOOL? DEFICIT

REDUCTION! REVENUE NEUTRAL TAX REFORMf OR PROTECT THE DOMESTIC

OIL INDUSTRY?

O WHAT WILL IT DO TO OUR ECONOMY?

0 WHAT AFFECT DO FALLING OIL PRICES HAVE ON IMPORT LEVELS

AND U.S. LONG TERM ENERGY SECURITY?

0 HOW WILL THIS AFFECT FOREIGN RELATIONS AND TRADE?

I LOOK FORWARD TO HEARING WHAT TODAY'S WITNESSES HAVE TO

SAY. THANK YOU, MR. CHAIRMAN.
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STATEMENT OF HON. GARY HART, A U.S. SENATOR FROM THE
STATE OF COLORADO

Senator HART. Mr. Chairman, thank you very much. In the im-
mortal words of all politicians, I shall be brief.

About 8 or 9 years ago, I proposed an oil import fee. This was at
a time when oil was selling, I think, at $40 or more per barrel: and
I believe I was one of the first, if not the first, member of Congress
to propose that we tax imported oil even at that level. The reason
was not to help balance the Federal budget. The reason was not to
help the domestic oil industry. The reason was not Gramm-
Rudman. The reason in 1977 was the same reason that I think ap-
plies in 1986, and that is this country's national security.

So long as this country relies substantially on imported oil, par-
ticularly from the Persian Gulf, we are not a secure nation. Our
reliance on imported oil, including from the Persian Gulf, increases
as the price falls. Arguments can be made, economic and political,
that this is to our advantage, that we ought to take maximum ad-
vantage of falling oil prices in the world marketplace and import
all the oil we can. Now, that would be wonderful except for one
problem; and that is we cannot guarantee a continued supply of
that oil, nor can we guarantee its price. People say this is a won-
derful bonanza for the United States. We don't have to pay for it.
It doesn't cost us nearly as much as if we took some alternative
steps: conservation, domestic production, and the rest. But the
answer is we are paying for it, for something that began in the
1970's, that is almost never discussed these days, and it is called
the Rapid Deployment Force. It is costing this country tens of bil-
lions of dollars a year, and its principal, if not its sole, purpose is to
secure supplies of oil from that dangerous region of the world
called the Persian Gulf. Our best estimates as to what the Rapid
Deployment Force costs us are in the range of $30 to $40 billion.
That is a pretty high price to pay for somebody else's oil.

There is also, if you will, a hidden cost. It is not a political cost,
and it is not an economic cost; it is a human cost. I have said over
and over again that the principal reason why I introduced an oil
import fee some 8 or 9 years ago is that, as a father of a teenage
son, I don't intend to see my son lose his life in an unnecessary war
in the Persian Gulf for someone else's oil. That is the reason for an
oil import fee. It isn't Gramm-Rudman. It isn't to balance the Fed-
eral budget. And it isn't to help out the oil drillers in Texas, and
Oklahoma, and Louisiana, although it will do all those things. It is
to prevent this country from becoming unnecessarily reliant on a
supply and a commodity and a resource that we don t need to rely
on and makes us less secure rather than more secure.

Now, if members of Congress in 1986 want to support an oil
import fee, whether it is a flat $10 a barrel across the board fee, or
one with differential for refined products, or one that floats up and
down to stabilize the world market place, I could care less. But I
think the time has come for members of Congress to face up to the
basic point, and that is that it costs us to rely on other people's oil,
and it may cost us in the most precious resource we have and that
is human lives unless we sober up.
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It appalls me as one member of Congress that the issue that
dominated the public debate between 1974 and 1980 seems to have
gone away. I cannot recall from this President one speech on the
issue of energy, in 6 years; and yet, it is still a major question for
this country. It is a question for our foreign policy. It is a question
for our economic policy. And it is a fundamental issue about the
direction of this country. We don't today have an energy policy. I
wish we did. I think we can begin it here in this committee by im-
posing a fee on imported oil. Thank you very much.

Senator WALLOP. All right. Thank you. I appreciate your taking
the time to come down here and testify. And I know that you have
proposed these fees in the past. I am not so good at reading tea
leaves, but I think I can count votes; and I think we are probably
still short.

Senator HART. Let's keep trying.
Senator WALLOP. Thank you very much.
Senator HART. Thank you, Mr. Chairman.
Next is the statement from Mr. E. Allan Wendt, Deputy Assist-

ant Secretary of State for International Energy and Resources
Policy.

[The prepared written statement of Senator Hart follows:]
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STATE-ENT ON OIL IMPORT FEE
SUBCONVPITTEE ONJ ENERGY AND AGRICULTURAL TAXATION

SENATOR GARY HART
FEBRUARY 28, 1986

I WANT TO THANK CHAIRMAN WALLOP FOR SCHED ING

THESE HEARINGS ON THIS ISSUE. FOR EIGHT YEARS, I HAVE

URGED THE SENATE TO CONSIDER THIS POLICY. THE OIL IMPORT

FEE BILL I PROPOSED LAST SUMMER, A BILL NOW BEFORE THIS

COMMITTEE, IS THE THIRD SUCH BILL I HAVE OFFERED.

IN THE COURSE OF THESE HEARINGS, SOMEONE WILL

PROBABLY CALL THE OIL IMPORT FEE AN IDEA WHOSE TIME HAS

COME, OBVIOUSLY, I THINK ITS TIME HAS ALREADY BEEN HERE

A WHILE. IT BEGAN WHEN WE LEARNED HOW DEPENDENT WE WERE

ON FOREIGN SUPPLIERS OF OIL IN 1973. IT BECAME MORE

INSISTENT WHEN WE HAD TO RELEARN THAT LESSON IN 1979.

IN THE 1980S, THE WORLD OIL MARKET HAS GRADUALLY

TURNED A,,OUND. SUPPLY HAS STRENGTHENED, PRICES HAVE

EASED. AND THE i,ECENTLY STEEP DESCENT IN PRICES HAS

BROUGHT EUPHORIC HEADLINES AND A WIDESPREAD BELIEF THAT

-- SUDDENLY, SOMEHOW -- OIL WILL BE CHEAP AND PLENTIFUL

FOREVER.
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rRk. CHAIkt/AN, IF VIE BELIEVE THIS, WE CONDEMN

OURSELVES TO LEARNING THE HARD LESSONS OF DEPENDENCY ALL

OVER AGAIN.

IN DECEiBER, THE DEPARTMENT OF ENERGY REPORTED THAT

U.S. SUPPLIES OF OIL WOULD ATTENUATE IN THE 1990s --

MAKING US MORE DEPENDENT ON FOREIGN OIL. NOW, WE HAVE

HEAkD SUCH ALARMS BEFORE. BUT THIS kEPOT ALSO SAID

WORLD MARKET PICES WOULD NOT BE HIGH ENOUGH TO DRIVE

DOMESTIC EXPLORATION AND DEVELOPMENT. As A RESULT, THE

U.S. WILL ONCE AGAIN RELY ON FOREIGN POWER'S FOR HALF ITS

OIL OR. IORE.

BUT THE NEWS GETS WORSE. ThE DECEMBER REPORT

ASSUMED PRICES THAT NOW SEEM A DISTANT MEMORY. PRICES

HAVE SLID FARTHER AND FASTEN THAN ANYONE FORESAW. AND

THAT MEANS WE WILL DRILL FOR LESS, FIND LESS AND PUMP

LESS OIL AT HOME THAN DOE HAD THOUGHT.

SO OUR NATIONAL CHOICE IS CLEAk. 1,WE CAN ENJOY A

VACATION AND BASK IN CHEAP ENERGY'S GLOW. BUT BY DOING

SO, WE SENTENCE OURSELVES TO ANOTHER LONG SEMESTER IN THE

SCHOOL OF HARD KNOCKS.
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BECAUSE WHEN WE DEPEND ONCE MORE ON THE CHEAPEST

SUPPLIES -- THE FOREIGN SOURCES, THE OPEC SOURCES, THE

PERSIAN GULF SOURCES -- WE CAN ONCE MORE BE HOG-TIED BY

THESE SUPPLIERS.

WE ALL KNOW WHAT THOSE EPISODES IN THE 1970s COST

OUR ECONOMY IN GROWTH, JOBS, AND COMPETITIVENESS.

ECONOMISTS TELL US THE OIL SHOCKS LED TO A THIRD OR MORE

OF THE WORST PEACETIME INFLATION WE HAVE EVER HAD.

BUT THE TRULY CHILLING MEMORY IS THAT OF AMERICA

TkAPPED IN DEADLY CIRCUMSTANCES WITHOUT RECOURSE. BY

RELYING ON FOREIGN POWERS FOR A VITAL RESOURCE, WE GAVE

THEM A WEAPON DEADLIER THAN ANY THEY COULD FASHION ON

THE I R OWN.

WE BECAME VULNERABLE TO AN UGLY FORM OF BLACKMAIL

AS FOREIGN POWERS TRIED TO DRIVE A WEDGE BETWEEN OUR

NATION AND THE STATE OF ISRAEL. WORSE YET, THE OIL

CRISIS DEMONSTRATED HOW CLOSE TO THE EDGE OF NATIONAL

SECURITY WE MIGHT BE PUSHED IN AN ALL-OUT OIL CRISIS.
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OUo: BEST CHANCE TO CONT-.OL Ol CHRONIC CASE OF

ENEi.GY DEPENDENCY IS TO ACT WHILE MAkKET CONDITIONS AINE

FAVO.rABLE. A $1! PEr, BAr, kEL FEE ON IMPORTED OIL ViOULI0

BE A LASTING BUL,'Ar-K AGAINST VULNEkABILITY AND

DEPENDEroCY. 01HILE ACHIEVING ITS ENDS THROUGH THE ENERGY

NAtrKET, IT WOULD UO FAr\ NOLE FO, 1ME- ICA THAN THE MAiLKET

ALONE EVEF,' COULD.

Foi< TOO LONG, NE HAVE STOOD BY AND HOPED THE WORLD

MARKET WOULD SE tVE OUr\ NATIONAL GOALS. IN 1981, WE

COMPLETED THE rEMOVAL OF P -;ICF CONTROLS, AND FOR A TIME

DOMESTIC SUPPLY IMPtOVED. KILLING INCkEASED, AND SO DID

SEISMIC EXPLORATION, WE GOT SEK. IOUS ABOUT SYNTHETIC

FUELS AND MADE LONG OVERDUE PROGiKESS IN FUEL CONVERSION

AND COIJSEiZVATION.

BUT AS HIGH PRICES AND A WORLD RECESSSION FORCED

THE WORLD TO REDUCE OIL CONSUMPTION, AS PRODUCERS KEPT

PUMPING MORE, PRICES BEGAN TO DECAY. THE INCENTIVE TO

FIND DOMESTIC ENERGY WEAKENED. OUR GAINS IN

SELF-RELIANCE LEVELED OFF.
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SYNFUELS LOST SUPPORT IN CONGRESS BECAUSE THEIR

PRICE OF PRODUCTION NEVER BECAME COMPETITIVE IN THIS

MARKET. DRILLING WANED BECAUSE ITS COST -- WHILE LOWER

TODAY THAN FOUR YEARS AGO -- WAS UNDERCUT BY CHEAPER

IMPORTS. AND THIS ADMINISTRATION HAS DISCARDED A

VARIETY OF R&D PROGRAMS AND AFFIRMATIVE MEASURES -- SUCH

AS APPLIANCE AND AUTO FUEL STANDAkDS -- WHICH WOULD

PROMOTE AND PRESERVE EFFECTIVE ENERGY CONSERVATION.

AS A RESULT, SINCE 1981, WE HAVE AGAIN USED MORE

OIL EACH YEAR THAN WE DISCOVERED AT HOME., WE HAD MORE

THAN 4,500 DRILLING RIGS AT WORK FOUR YEARS AGO. WE HAVE

ONLY A THIRD AS MANY NOW, AND THE NUMBER HAS FALLEN FAST

SINCE THE FIRST OF THE YEAR. SEISMIC EXPLORATION IS DOWN

BY MORE THAN HALF. AND WE ARE ALREADY BACK TO RELYING ON

IMPORTS FOR 30 PERCENT OF THE OIL WE NEED EVERY DAY.

THE POINT IS THIS: RELYING ON THE MARKET WORKED FOR

A TIME, BUT THE WORLD ENERGY MARKET ULTIMATELY PLEDGES

ALLEGIANCE TO NO FLAG. WE CANNOT RELY ON IT TO DEFINE

OUR ENERGY STRATEGY OR DEFEND OUR NATIONAL INTERESTS,
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AS THE PETROLEUM MARKET CHANGES, WE MUST ALSO

CHANGE OUR STRATEGY TO DEAL WITH IT. AND THE OIL MARKET

IS NOW UNDERGOING THE MOST RADICAL CHANGES OF OUR ERA,

FOR THE PAST FEW YEARS, I'VE BEEN WARNING PEOPLE ABOUT

LISTENING TO THE LULLABY OF LOW PRICES. AND THAT WAS

BEFORE WE SAW THREE PRECIPITOUS MONTHS WIPE OUT HALF THE

VALUE OF BENCHMARK U.S. CRUDE ON THE FUTURES MARKET.

IF LOW PRICES WERE A LULLABY, PRICE DROPS OF THAT

MAGNITUDE COULD BE A KNOCK-OUT DRUG. WHO CAN CARE ABOUT

ENERGY SECURITY WHEN PRICES ARE FALLING AT THE PUMP? WHO

CAN RESIST THE TEMPTATION OF SHORT-TERM ECONOMIC GAINS

AND POLITICAL DIVIDENDS?

WE OUGHT TO RESIST THEM, MR. CHAIRMAN. WE OUGHT TO

BE USING OPEC's SEASON OF WEAKNESS TO PUT OUR FEET ON

SOLID GROUND -- FOR NOW AND FOR THE 21ST CENTURY. THE

OIL IMPORT FEE WOULD REVERSE THE CURRENT TREND TOWARD

COMPLACENCY, RESEARCHERS FOR THE TEXAS RAILROAD

COMMISSION ESTIMATED LAST YEAR THAT EVEN A $5 PER BARREL

FEE COULD PUT 1,250 RIGS BACK IN THE FIELD -- AN INCREASE

OF TWO-THIRDS OVER CURRENT DRILLING.
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IF, IN THE ALTERNATIVE, WE WAIT FOi THE NEXT

CRISIS, WE WILL FIND THAT U.S. DRILLING RIGS HAVE LONG

SINCE BEEN MOTHBALLED OR SHIPPED OVERSEAS.

THE TAkIFF WOULD ALSO TAKE A HEALTHY BITE OUT OF

ANOTHER THREAT TO OUR ECONOMIC WELL-BEING, THE

MERCHANDISE TRADE DEFICIT. THAT FEVER BROKE THkOUGH $100

BILLION IN 1984 AND KEPT CLIMBING LAST YEAR. NEARLY HALF

OF THAT TRADE DEFICIT GOES TO PAY FOR FOREIGN PETROLEUM.

FOR AS LONG AS I'VE PROPOSED AN OIL FREEDOM FEE,

I'VE SEEN IT AS ENERGY POLICY -- FIRST AND LAST, I HAVE

PROPOSED THAT ITS REVENUE BE REBATED TO CONSUMERS TO

OFFSET HIGHER ENERGY COSTS, BUT GRAMM-RUDMAN HAS LIMITED

OUR ABILITY TO MAKE GOOD POLICY FOR THE RIGHT REASONS,

NOW IT SEEMS WE MUST MAKE VIRTUALLY ALL POLICY FOR ONE

REASON -- DEFICIT REDUCTION,

BUT IF THE NEED FOR DEFICIT REDUCTION IS NOW

PRESSING ENOUGH TO JUSTIFY RETAINING THIS FEE'S REVENUE,

IT IS ALSO THE QlY NEED PRESSING ENOUGH TO DO SO.
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I WOULD NOT SUPPOiT 'RETAINING THE FEE'S REVENUE TO

FINANCE ANY NEW FEDERAL PROGRAMMING. NEITHER WOULD I

SUPPORT ITS RETENTION TO GREASE PASSAGE OF TAX REFORM --

ESPECIALLY IF IT PAYS FOR RESTORING TAX BREAKS TO SPECIAL

I INTERESTS,

IN 1984, AS A CANDIDATE FOR PRESIDENT, I TOOK THE

OIL IMPORT FEE ISSUE TO THE NORTHEAST, WHERE MANY

FAMILIES HEAT THEIR HOMES WITH OIL. AND EVEN THOUGH AN

OIL IMPORT FEE COULD MEAN HIGHER HEATING BILLS FOR SOME

OF THEM, THE VOTERS IN THOSE STATES GAVE ME THEIk

SUPPORT. THEY UNDERSTOOD THAT NATIONAL SECURITY IS THEIR

SECURITY. AND THEY KNEW WELL THAT THEY WOUILD SUFFER THE

NORST IF POLICYMAKEPS ALLOW THE DAYS OF GAS LINES AND

SOAkING PRICES TO RETURN,

IN FACT, THE EFFECT OF THE FEE ON ALL CONSUMERS

WOULD BE MINIMrIZED IN THIS SEASON OF OVERSUPPLY. FOhREIGN

P:;ODUCEKS WOULD BE FORCED TO BID AGAINST EACH OTHER TO

SELL IN THE U.S. THE CONGRESSIONAL BUDGET OFFICE AND

OTHER SORUCES -- SOME OF THEM UNFRIENDLY TO THE FEE --

HAVE ESTIMATED THAT PRODUCERS WILL ABSORB AS MUCH AS A

THIRD OF IT THEMSELVES.-
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MOREOVER, THE EFFECT OF THE FEE ON CONSUMERS WILL

BE COUNTERBALANCED BY THE MARKET FORCES NOW TUGGING

RETAIL PRICES DOWNWARD. RARELY HAS FARSIGHTED POLICY

COME AT SUCH A MANAGEABLE COST,
0

SO WE HAVE A TREMENDOUS OPPORTUNITY TODAY. WE CAN

STOP OUR DEPENDENCE ON FOREIGN POWES FOR THIS MOST VITAL

OF NATURAL RESOURCES,

WE CAN LIFT THE DEPRESSION NOW SETTLING OVER OUR

DOMESTIC ENERGY SECTOR. WE CAN TAKE ADVANTAGE OF OPEC's

DISARRAY. WE CAN START DIGGING OURSELVES OUT OF THESE

RUINOUS FEDERAL DEFICITS.

BUT WE MUST ACT NOW. WE CANNOT AFFORD TO WAIT

UNTIL THE SAUDIS' LOW-PRICE STRATEGY DRIVES COMPETITORS

FROM THE FIELD, W4E MUST NOT WAIT UNTIL SOME THIRD WORLD

DISRUPTION CUTS OFF OUR OIL AGAIN. WE MUST BRING THE

STRENGTH WE ENJOY TODAY TO BEAR ON THE CHALLENGES WE WILL

FACE TOMORROW.
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STATEMENT OF E. ALLAN WENDT, DEPUTY ASSISTANT SECRE-
TARY FOR INTERNATIONAL ENERGY AND RESOURCES POLICY,
ECONOMIC AND BUSINESS BUREAU, DEPARTMENT OF STATE,
WASHINGTON, DC
Secretary WENDT. Thank you, Mr. Chairman, for the opportunity

to appear today before the subcommittee to provide the views of
the Department of State on the issue of possible oil import fees.
Mr. Chairman, I have a brief summary of my written statement
and, with your permission, I would like to provide that summary
and then submit my full statement for the record.

Senator WALLOP. By all means.
Secretary WENDT. Mr. Chairman, the Reagan administration has

pursued a market-oriented energy policy that we believe has
strengthened our energy security and benefitted American consum-
ers. We have urged other countries to pursue similar policies. We
believe that an oil import fee would be a retreat from policies that
have served us well and have contributed to lower prices and less
reliance on potentially insecure sources of energy. We believe that
an oil import fee would "have significant negative effects on the
competitive position of energy-intensive industries, on our trade re-
lations, on our foreign policy, and on our energy security.

Let me say a word about competitiveness. The international com-
petitiveness of our energy-intensive industries would be damaged
through higher costs and penetration of markets by cheaper for-
eign products. I will cite two examples of important export-oriented
industries that would be affected. One is petrochemicals which are
already suffering from increased imports in the United States, and
another is agriculture which is a major consumer of petroleum
products and a very important export industry.

Mr. Chairman, we also-believe that an oil import fee would pose
significant problems under the GATT and other trade commit-
ments. Under the GATT, our tariffs on most refined products are
limited to present levels. Members of the GATT that would be af-
fected by an oil import fee could demand compensation or retaliate
against U.S. exports. Our tariffs on crude and fuel oils are bound
under a bilateral agreement with Venezuela, which is not a
member of the GATT; and GATT members could claim the same
rate under most-favored-nation treatment. Even if we could justify
an import fee on national security grounds under the GATT, and
there is such a provision, injured members would still be entitled
to compensation or retaliation. There are other significant prob-
lems that we see in an oil import fee.

Let me say a word about debtor nations. Oil exporting developing
countries in financial difficulties, notably Mexico, would suffer a
further drop in revenues. Unfriendly elements in the most severely
affected countries could press for decisions to default on debt obli-
gations. Neighbors and close allies such as Mexico, Canada, Ven-
ezuela, the United Kingdom, and Norway, which collectively ac-
count for over 50 percent of our oil imports, have all expressed op-
position to an import fee. Last year in Quebec, President Reagan
and Canadian Prime Minister Mulrooney agreed to reduce barriers
to bilateral trade between the United States and Canada. An oil
import fee would depart from this commitment.
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The moderate Arab States are opposed to an import fee, and hos-
tile governments, such as Libya and Iran, would attempt to use the
fee against us for their own purposes. With regard to energy sup-
plies, Mr. Chairman, an import fee to the extent that it lowered
world prices, would discourage exploration and development in
higher cost areas. Over time, this would favor Middle East produc-
ers. Lower world oil prices would also have a depressing effect on
the price of natural gas, which is an alternative competing fuel.
This, in turn, could threaten the development of major new energy
sources such as natural gas from the giant Norwegian troll field
which is the most important new indigenous natural gas reserve
potentially available to Western Europe. The result could be re-
duced energy security in Western Europe.

Mr. Chairman, in July 1985 in the 21 member state Internation-
al Energy Agency, there was a commitment reached at ministerial
level that the member countries, including the United States,
would maintain open markets for refined oil products or create
open markets where they were not already open. We think an oil
import fee would certainly be a retreat from that commitment. It
would also be a retreat from the existing concensus in the Interna-
tional Energy Agency which the United States has worked hard to
achieve in favor of letting market forces determine oil prices and
production levels.

To conclude, Mr. Chairman, we think an oil import fee would be
inconsistent with our efforts to promote market-based energy trade
which we believe is in the long-term interests of both producing
and cons,,ming countries. We think such a fee would be contrary to
the GATT and our other trade obligations and would weaken
American industrial competitiveness in world markets. And finally,
Mr. Chairman, we think that an oil import fee would aggravate the
economic difficulties of a number of close allies and friendly coun-
tries. Thank you.

Senator WALLOP. All of what you say apparently is on standby on
the alter of tax reform. Is that correct?

Secretary WENDT. I am sorry, Mr. Chairman. I didn't hear what
you asked.

Senator WALLOP. All of what you say is basically on standby on
the alter of tax reform. Whatever problems that you have identi-
fied in your statement would be easily surmounted if we needed it
for a revenue-neutral tax reform?

Secretary WENDT. No, Mr. Chairman, I don't think that they
would be. The purpose of my testimony this morning is to cite a
number of disadvantages that we see in an oil import fee.

Senator WALLOP. I understand that, but the one of the other hats
of the administration came down yesterday and said despite a
number of problems, that it was a worthy consideration in tax
reform.

Secretary WENDT. Mr. Chairman, the President has said that he
would consider an oil import fee in the context of a revenue neu-
tral tax reform bill. I am well aware of that. I do not believe that
my statement this morning is incompatible with that position. If
there were an oil import fee, it does not mean there wouldn't be
disadvantages to it. The President, the administration, would pre-
sumably weigh the advantages and disadvantages and make their
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decision. I am simply here citing what we perceive as significant
disadvantages with regard to the foreign policy aspects of an oil
import fee. I have not commented on the impact on the domestic
economy nor--

Senator WALLOP. Oh, I understand that; but these are, at least as
I have read them-and I haven't read your whole statement-rea-
sonably serious consequences.

Secretary WENDT. I would agree, Mr. Chairman, that they are
reasonably serious consequences.

Senator WALLOP. I guess the committee remains something at a
loss as to which level of priority the administration places on
things; I suppose that will show up as time passes. Would you ex-
plain to me how the State Department thinks this would lower
world oil prices?

Secretary WENDT. In a weak oil market, and that is certainly
what we have right now, the incidence of an oil import fee would
tend to be shifted back to the producers. Our own imports would
decrease to some extent.

Senator WALLOP. That would be favorable then for our balance of
trade, would it not?

Secretary WENDT. It would be favorable for our balance of trade
perhaps in the short run, but over time it is just not clear that it
would because the ripple effects of higher energy costs in the
United States would affect other export industries, just as I indicat-
ed. I cited two examples.

Senator WALLOP. How is it going to lower the price? For in-
-stance, in the formula that Senator Bentsen and I have designed,

which plays off of a set price, are you suggesting that there is no
bottom to what oil producers would think--

Secretary WENDT. What I am suggesting is that, to the extent
that the United States took less oil off the world market, assuming
oil exporting countries attempted to maintain market shares, they
would be trying to export more oil. They would be trying to export
the same quantity of oil; it would have to go somewhere else, and
that would have a depressing effect cn world oil prices. In other
words, the demand the United States makes on the world oil
market would decrease.

Senator WALLOP. I have a big problem again. Is it our obligation
to look to the economic welfare of OPEC?

Secretary WENDT. Senator, no, it is not our obligation to do that;
and I don't think that there is anything in my testimony that sug-
gests that that is our concern. Of our tour largest suppliers, three
are not even members of OPEC: Canada, Mexico, and the United
Kingdom.

Senator WALLOP. Mexico is a cooperating entity with OPEC, at
least by their proclamation.

Secretary WENDT. Well, I can't really comment on that. The fact
is they are not a member of OPEC.

Senator WALLOP. I know they are not a member, but by their
proclamation, they are cooperating as an entity with OPEC.

Secretary WENDT. At times, they have made statements to that
effect, but certainly we consider Mexico a reliable supplier, just as
we consider Canada and the United Kingdom reliable suppliers.
They are not members of OPEC. The purpose of our policy is cer-
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tainly not to strengthen OPEC. Our dependence on OPEC oil, as
you know, has gone down considerably in the last several years.

Senator WALLOP. It is rising again, though.
Secretary WENDT. Yes, it may rise over time. If oil prices stay

low, but--
Senator WALLOP. In the State Department thinking, is there a

time when the net diplomatic and strategic power of the United
States is damaged by the lack of a domestic capacity to produce
energy?

Secretary WENDT. Mr. Chairman, that is a very theoretical ques-
tion.

Senator WALLOP. It is not so theoretical if we are looking toward
our national survival. Certainly, it is one which you must consider
at some point.

Secretary WENDT. Certainly, one of our principal concerns is vul-
nerability to an oil supply disruptior. We have taken steps to
ensure that we are able to cope with an oil supply disruption. We
have something like 493 million barrels of oil on our strategic pe-
troleum oil reserve. The principal damage that would be inflicted
on the United States in the event of an oil supply disruption would
come from higher prices. Whether we import a lot of oil or whether
we do not, if there were an oil supply disruption, we would be se-
verely affected as we were--

Senator WALLOP. The military might have some effects, wouldn't
it?

Secretary WENDT. The military?
Senator WALLOP. Yes. Couldn't it be damaged in the event of a

world crisis by an oil supply disruption? We don't have very many
coal-fired airplanes.

Secretary WENDT. Well, of course, in the event of a major oil
supply disruption, not just the military, any consumer of oil would
be--

Senator WALLOP. But that is just my point. At what point does
this enter into the consideration of the thinking of the State De-
partment?

Secretary WENDT. It enters into the thinking of the State Depart-
ment at all times, Mr. Chairman. I don't think we have ever lost
sight of it, and I believe that the administration has pursued poli-
cies that have strengthened our energy security and not decreased
it.

Senator WALLOP. What about this new negotiated arrangement
with the International Energy Agency of which you speak, the
question of the 1985 refined products. I haven't heard of that. Is
that something that we must ratify? Just what is that?

Secretary WENDT. No, sir. That is a declaration. It is not a bind-
ing legal commitment. It was a communique issued by the agency.

Senator WALLOP. Who negotiated that? The Department of
Energy or the Department of State?

Secretary WENDT. We were all involved in it. Secretary Harring-
ton was the U.S. representative; and as I said, it is not a legally
binding commitment. It doesn't require any kind of ratification. It
is not a treaty. But the point is, if we were to walk away from that
commitment, I don't think it would do much for our credibility in
the organization. We worked hard to achieve it, and the reason we
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did was because there was great concern that, with new refineries
coming onstream in the Middle East, if some markets were closed,
those new products would go to the markets that were open. Our
market is open. The markets of most Western European countries
are open. Japan, on the other hand, was not importing certain re-
fined products like gasoline. We thought that the best way to solve
the problem of growing exports of refined products was to ensure
that markets are kept open. That way, the products would flow on
the basis of market forces and wouldn't inundate any one market.

Senator WALLOP. Yes, but you know the greatest world market
for refined products is here. I can't imagine you would have much
trouble forcing that on OPEC and other people. It is to their advan-
tage, and a genuine threat-a strategic threat-to domestic refin-
ing industry. They have requirements and standards in this coun-
try which do not exist anywhere in the rest of the world; and their
situation is not only enormously constrained by taxes and the lack
of energy policy, but as well by a very stringent set of environmen-
tal standards which don't exist anywhere else. What level of think-
ing went into the negotiation of that policy that tried to find some
survival possibility for the American refining industry?

Secretary WENDT. Mr. Chairman, our thinking was that, if our
market remained open and other markets remained closed, that
wasn't going to be helpful to the American refiners. So, we think
that this commitment, this agreement worked very definitely to
their advantage. Japan, as a result of this agreement, is now im-
porting gasoline. Prior to the agreement, it wasn't. It is now im-
porting something like 36,000 barrels a day, which may not seem
like a lot, but our hope is that that will grow. Anyway, they have
begun to import gasoline.

Senator WALLOP. One can always hope with the Japanese, but
one ought not to hold one's breath.

Secretary WENDT. Well, it is a start.
Senator WALLOP. So is-what is it? 140,000 pounds of beef, or

something like that? It is a start, but nothing has ever grown from
it. My guess is, and my concern is, that what we will see is that
this remains the open market and we are bound by a commitment
not to interfere with refined products in any way. And the only
real detriment will settle on the domestic refining industry.

Secretary WENDT. Mr. Chairman, we are very concerned about
making sure that this commitment is lived up to; and every time
we meet in the International Energy Agency, we look at it and we
are monitoring what is happening. And I can assure you that we
will take every possible step to ensure that it is lived up to.

Senator WALLOP. Mr. Wendt, thank you. I appreciate your
coming here this morning.

Secretary WENDT. Thank yo, Mr. Chairman.
Next is a panel consisting of Dr. Daniel Yergin, who is no strang-

er to conversations about energy policy and energy taxes; Dr. Ber-
nard Weinstein, director of the center for enterprising at the
Edwin Cox School of Business at SMU; and Dr. Charles Ebinger,
director of energy and strategic resources at CSIS at Georgetown
University. Gentlemen, welcome. Dr. Yergin, it is nice to see you
again, sir.

[The prepared written statement of Secretary Wendt follows:]
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Mr. Chairman and Members of the Subcommittee, thank you for

the opportunity to appear today to express the views of the

Department of State on the issue of possible import fees on

crude oil and petroleum products. -1 will confine my comments

to the various foreign policy implications of such import fees,

and defer to others on other aspects of the issue.

Introduction

From the outset the Reagan Administration has pursued a

market-oriented energy policy that has greatly benefitted

consumers at home with lower oil prices and led to dramatic

improvements in our energy security. Abroad, we have

consistently urged others to pursue similar free market energy

production and trade policies. Recent steps toward a market

sensitive energy trade policy have been. taken by Canada, Japan,

and the European Community.

Since the first oil price shock, the United States has

diversified its sources of supply for crude oil and petroleum

products and greatly reduced its dependence on OPEC suppliers

and on the Middle East in general.- This development is

reflected in the latest Department of Energy statistics, which

show that the U.S. imports from the Middle East have fallen

from 33% of-total imports in 1981 to less than ten percent in

the first 11 months of 1985. Similarly, OPEC's share of total
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U.S. oil imports has dropped from almost 60 percent in 1981, to

about 36 percent today.

Our three largest suppliers of petroleum -- Mexico, Canada

and Venezuela -- are all in the Western Hemisphere. In the

first eleven months of 1985 they accounted for 46.5 percent --

almost half -- of our total oil imports. Saudi Arabia, our

number two supplier in 1981, is now ranked only eighth among

U.S. suppliers.

An oil import fee raises a number of international issues.

GATT and Other Trade Obligations

An import fee on crude oil and refined petroleum products

may pose difficulties under the General Agreement on Trade and

Tariffs. U.S. tariffs on many petroleum products are bound at

the current levels. Increasing the duties on those products --

such as motor fuel, kerosene, and naphthas -- would be

inconsistent with our obligations under the GATT, unless it

were justified under the GATT exception for measures necessary

to protect our essential security interests. Even were a

judgment made that imposition of an import fee was justifiable

as such a measure, adversely affected GATT members which suffer

demonstrable injury would be entitled to compensation or
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retaliation. U.S. exports to those member countries could

suffer as a result.

Although the U.S. tariff on crude oil is not bound under

the GATT, the U.S. has granted tariff rate concessions on

crude, crude shale oil and distillate and residual fuel oils in

a bilateral agreement with Venezuela. Raising the tariff on

crude oil or imposing an import fee would be contrary to that

agreement, unless it were justified under that agreement's

exception for measures "relating to public security, or imposed

for the protection of the country's essential interests in time

of ... national emergency.0

Exempting only Venezuela from higher taritts would violate

our obligation to afford most-favored nation (MFN) treatment to

countries such as Canada, the United Kingdom, Nigeria and

Indonesia, GATT members who are among our principal suppliers

of petroleum. We also have bilateral treaties granting MFN

treatment to suppliers who are not parties to the GATT. There

may be no GATT-compatible way to exempt only a few foreign

suppliers from an import fee. At current import levels,

exempting Canada, Mexico, Venezuela, and U.K. -- and we would

be under strong pressure to do so -- would gut the revenue

impact by over 50 percent.
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Effect on Competitiveness of U.S. Industry

While discussing the trade implications of an import fee, I

should also note that an import fee would damage the

international competitiveness of energy-intensive U.S.

industries. In particular, such a fee could injure our

domestic petrochemical industry. For 1985, shipments of the

U.S. petrochemical industry were about $88.5 billion, with

exports amounting to about $ 11 billion of that total.

Increasing the cost of petroleum feedstocks would undermine the

competitiveness of this industry, which is already faced with

increased imports into the U.S. ana deep penetration of its

traditional export markets by new low-cost petrochemical plants

in oil-exporting countries. American agriculture -- a

significant consumer of petroleum through tractor fuel,

fertilizers, crop drying and transportation to foreign and

domestic markets -- would also be hurt by an increase in its

costs and iade less competitive in its important export

markets. Injured industries would be certain to pressure the

Administration tor exemption or protection, which could lead to

a rising cycle of protective measures and retaliation by our

major trading partnerS7-.
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Impact on High Debt Oil Exporters

In today's soft oil market, an oil import fee might be only

partially absorbed by U.S. consumers, with the remainder being

absorbed by foreign suppliers accepting lower prices in a

struggle to maintain sales in the face of weak demand. The fee

would also artificially maintain U.S. production and reduce

U.S. imports. To the extent that an import fee succeeds in

lowering international prices, the result would be a further

drop in revenue, creating further problems for countries

already in serious financial difficulty. The impact would be

especially severe on Mexico, a country whose progress and

development is important to us. Other countries seriously

affected would include Peru, Ecuador, Venezuela, Nigeria,

Egypt, and Indonesia. While an import fee might help regional

banks with loans to domestic producers and the related service

sector, it would adversely affect large money center banks with

loans to exporting countries.

An import tax could strengthen the hand of unfriendly

elements in key developing countries and could help trigger

decisions to default on aebt obligations. We would be accused

of using an oil import tax to solve our domestic deficit or tax

reform problems at the expense of others.
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Impact on U.S. International Relations

A new import tax would set back relations with our

neighbors and uur closest allies, some of whom have appealed to

us not to adopt an import fee. The Canadian and Mexican

governments have already expressed their strong concern about

an oil import fee. Exempting these neighbors, however, would

discriminate against our third and fourth largest suppliers,

Venezuela and the United Kingdom. Officials of the Venezuelan

government have also recently expressed concern about possible

fees, and it is important to remember that Venezuela did not

participate in the 1973 oil embargo. The UK, which has

steadfastly refused to cooperate with OPEC on fixing prices

artificially, also opposes the fee. Last year Prime Minister

Thatcher personally expressed concern to President Reagan on

the issue; and earlier this week, the Prime Minister of Norway,

a close NATO ally that has also rejected cooperation with OPEC,

issued a statement registering similar concern.

On a related note, at the Summit meeting in Quebec on

March 18, 1985, President Reagan and Canadian Prime Minister

Mulroney agreed to reduce barriers to energy trade between the

U.S. and Canada. An import fee would be a retreat from this

commitment.
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Moderate Arab states have voiced their opposition to an

import fee. Some have gone so far as to indicate it would be

viewed as an "unfriendly act'. Hostile governments, such as

Iran and Libya, would attempt to use an oil import fee against

us, arguing that the U.S. engineered the oil price collapse,

intending to reap its benefits.

Future Energy Suppliers

An import tax, while encouraging U.S. production, in the

short run would -- to the extent it lowered world oil prices,

discourage development of higher-cost non-OPEC oil, thus

favoring low cost Middle East producers in the longer term.

Development of higher cost oil and gas reserves in the North

Sea and the Canadian Arctic would be delayed and heavily

import-dependent allies -- most notably Italy, the FRG and

Japan -- would come to rely increasingly on OPEC, making them

more vulnerable to a supply disruption in the future. Already

the development of the Norwegian Hod and Snorre fields in the

North Sea is being delayed. An import fee that pushed down

world oil prices further would also depress natural gas prices

in Europe because of the direct price links between these two

fuels. Lower gas prices could threaten the development of the

relatively high-cost giant Norwegian Troll natural gas field,

which is the most important new indigenous natural gas reserve
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potentially available in Western Europe. If the Troll field is

not developed, our West European countries may be force to

increase further their dependence on natural gas imports from

the Soviet Union.

IEA Comnitments

The 21-member state international Energy Agency (IEA) was

created in 1974 with the objective of strengthening the energy

security of energy-importing industrialized countries through

international cooperation. Main goals of the organization have

been:

- to coordinate long--term policies in order to reduce oil

import dependence,

- to cooperate in the event of major oil supply

disruptions.

At an IEA Ministerial meeting in July 1985, the U.S

successfully pushed for communique language calling for

market-based trade in oil products. Since that time, Japan has

moved to open its market, thereby reducing the chances that the

current global excess in refining capacity might lead to
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increased protectionist pressures in other major consuming

countries. France, Spain and Greece have also taken steps

toward more open oil product markets. Imposition at this time

of an import tax on crude and products would be a retreat from

our commitment to keep oil product trade open. It might well

trigger similar actions by our IEA partners seeking to shelter

their own domestic oil inoustries,-thus magnifying downward

pressure on oil prices as well as creating additional trade

problems.

Finally, an oil import fee would also be incompatible with

the entire thrust of our approach to energy trade over the past

five years in the IEA. This approach was reaffirmed at a

recent meeting of the IEA Governing Board, where there was a

strong consensus in favor of continuing to let market forces

determine oil prices and production levels, and against the

imposition of import fees. That consensus would be undermined,

to the detriment of our energy security and economic interests,

if the United States were to break ranks and attempt to protect,

its own producers at the expense of others.
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Dr. YERGIN. Thank you, Mr. Chairman. I want to thank you and
the committee very much for the invitation to participate in the
hearing this morning. I will just briefly summarize my testimony.

The issue that the committee is addressing, an oil import fee,
stands at the intersection of four major concerns: Energy policy,
trade policy, revenues and the deficit, and overall economic growth.
And the vigor of yesterday's discussions and this morning's attest
to the significance of those issues. I would like to just touch on,
one, the state of the oil market; two, some of the questions and con-
siderations raised by an oil import fee; and three, some of the inter-
national perspectives. I think Senator Moynihan earlier this morn-
ing spoke about semantic infiltration, and maybe there was some of
that in the discussion this morning because, of course, the issue
under discussion is not the question of rising oil prices, but really
the question of the extent to which they fall. And Senator Chafee
earlier raised a question about the extent to which they have fallen
when you correct for inflation; and I was just checking over those
numbers; and basically, with an average oil price of $18 a barrel,
we are back to 1974 in real terms in terms of oil prices. What this
tells us is that the balance of power in the world oil market has
shifted dramatically back from sellers to buyers. Oil prices have
given way to oil wars, and the fall in oil prices constitutes a mas-
sive shift in political and economic power.

If we look on an annual basis at a price of $18 a barrel, we are
seeing a shift from one side of the table to another of around $60
billion; and we are also seeing a $15 billion fall in the U.S. trade
deficit. This kind of shift constitutes a very large stimulus to eco-
nomic growth and to lower inflation. It is like a very large tax cut
with the blessing that it doesn't add to the deficit, and it brings
large economic benefits to many people. Of course, it also brings
some significant dangers: to the economic viability of the American
oil and gas industry; to a number of countries, some of whom are of
prime importance to the United States; possibly to a financial
system that adapted too well to the shock of rising oil prices; and
possibly to the longer term enery security of the United States, a
subject that has for the time being fallen off the table.

Just a point, to say that really the system worked. We paid a
high price for the oil shocks in terms of recession and inflation, but
then- we got a very strong response by consumers intermingled
with policy; and the result today is that we see OPEC has been
forced into its oil war. While these lower prices have very positive
overall economic benefits, they also point to specific problems
coming in the energy area. Prices below $15 a barrel could shut in
up to 10 percent of U.S. oil production. Prices at that level for a
protracted period of time would certainly put a freeze on much
new exploration activity, and prices at that level could mean
700,000 barrels a day less oil produced in the North Sea by 1992
than would be the case at $23 a barrel.

With these kind of conflicting perspectives which we have al-
ready heard this morning, the committee is really facing three
questions: To what degree will lower prices cripple the U.S. domes-
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tic oil and gas industry in terms of the ability to produce, to invest,
to replace reserves, and to stay in -business? To what degree will
lower prices shift dependence back to an unstable part of the world
by choking off new oil and nonoil development and undercutting
conservation? And to what degree is the financial system vulnera-
ble to collapsed prices and how can that situation be ameliorated?
Let me just take a couple more minutes to, one, summarize the ar-
guments for and against the tariff or fee, and then to talk about
the international perspectives which go back to what you were dis-
cussing before.

Basically, the protection, in terms of protecting the industry, is a
question about rising imports in the future and what type of price
we will pay. Obviously, the second issue has been the question of
revenue gains. The arguments against the tariff focus on losses to
consumers and also the bureaucratic and administrative difficulties
and the foreign policy issues. And in that area, rather than going
through the separate points, we should note in the case of the U.S.
manufacturing industries, on one hand: they would be hurt; on the
other hand, they have been helped by the fall in the value of the
dollar. Is that-time?

Senator WALLOP. Yes, but I would like to hear your summary.
Dr. YERGIN. Fine. Let me take jist one last minute to say: How

would other international actors respond to a tariff or an oil
import fee on the part of the United States? Other Western Hemi-
sphere countries would be very concerned by a U.S. tariff that did
not include an exception to tie them in. This takes on special im-
portance for Mexico in its difficult circumstance. The North Sea
producers, Britain and Norway, would argue that the Western
Hemisphere should extend as far aa the North Sea and that in
some fashion they should be included, or they would lobby against
it. A major concern that has come up in these discussions has been
whether Japan would gain a new trade advantage from a U.S.
import fee because of the cost advantage that Japanese manufac-
turers would gain. However, there is discussion within Japan that
the Japanese might well put on an oil import fee of their own if
the United States did in order to protect their heavy investment in
energy diversification and to generate revenues. I think that is not
well known here. The various Western countries would argue that
the United States should consider a coordinated floor price through
the machinery of the International Energy Agency. Many of them
are now -looking at additional excise taxes on oil. Oil exporters in
general would fear that, as in the last discussion, lower prices in -
the world market would result from a U.S. fee. For the OPEC coun-
tries, a U.S. tariff means a transfer back to the U.S. Treasury from
their own of the rents on their oil. And ironically, we can be sure
that the prospects of such a tariff, even as being discussed today,
will be one of the stronger arguments among them for settling
what are now their very strong differences. Now, why don't I stop
there?

Senator WALLOP. Thank you, Dr. Yergin. I have no questions for
you. Dr. Weinstein? -

[The prepared written statement of Dr. Yergin follows:]
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I wish to thank the Committee for this invitation and opportunity

to join in its hearings this morning. The issue that this Committee is

addressing -- an oil import fee -- stands at the intersection of four

major concerns -- energy policy, trade policy, revenues and the defi-

cit, and overall economic growth.

In my testimony this morning, I will approach this issue from two

points:

o State of the oil market. How the oil market arrived at its

current position, the perspectives of different actors, and

possible further developments.

1
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o Questions raised by an oil import fee, suggesting some of the

issues raised by consideration of an oil import fee, and possi-

ble consequences.

I. The Gaims

Lef me begin by observing how the oil market has come half circle

.from the events of the late 1970s. The balance of power in the world

oil market has shifted dramatically back from sellers to buyers. Oil

crisis has given way to "oil wars." The fall in oil prices constitutes

a massive shift in political and economic power.

The process did not begin in December, 1985. Between 1981 and the

autumn of 198S, the real price of oil to the American consumer fell by

about 40 percent. In the last three months, the dollar price has fal-

len by $8-9 a barrel. Spot prices registered an even larger fall --

$13-14 a barrel. The effects of 1973 and 1979-1981 have been put

sharply In reverse.

So many different kinds of oil prices are being cited that it is

no easy thing to know what the average traded price of oil worldwide is

today. We believe that it could currently be as low as $18 a barrel.

If that is the case, then, on an annualized basis, this amounts to a

shift of $60 billion from one side of the table to the other -- that

is, oil importers will pay $60 billion less to oil exporters. (It also

means about $15 billion reduction in the U.S. trade deficit.) This

2
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kind of shift constitutes a very large stimulus to economic growth and

to lower inflation. It could promote an OECD economic boom. It Is

similar to a tax cut in its effects, with the additional blessing of

not adding to the Federal deficit. In short, the oil price fall brings

large economic benefits to many people.

But such a change also has some dangers -- to the economic viabil-

ity of the American oil and gas industry; to a number of countries,

some of whom are of prime importance to the United States; possibly to

the financial system that adapted too well to the shock of rising oil

prices; and possibly to the longer-term energy security of the United

States -- a subject that has, for obvious and understandable reasons,

fallen off the table for the time being.

II. The System Worked

The oil shock of 1973 arose from political conflict overlaid on

top of economic fundamentals -- the rapid growth of oil consumption,

which resulted in demand bumping up against the limits of what was then

the available supply. The shock of 1979-81 reloforced this

development, although psychology -- panic -- and uncertainty played a

more important role than in 1973. The costs of the two oil shocks were

heavy; they were measured In terms of inflation, recession, and

unemployment. Ironically, the last to suffer from the consequences of

1979-81 are those nations that bet their economies on continually

rising oil prices.

3
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There was a broad and deep response to the oil world of the 1970s

on the part of consumers and on the part of governments. The response

took the form of conservation, substitution of other energy sources,

and the development of non-OPEC oil.

People responded to price signals, but it was not perceptions of

price alone that drove the response. For, intertwined with concerns

about price, were perceptions and expectations about the insecurity of

dependence upon oil. Governments in Western Europe and Japan, for

instance, pushed the conversion of electricity generation away from oil

to coal and nuclear. In this country, legislation pushed forward auto-

mobile fuel efficiency.

The result was that OPEC found its role in world energy and world

oil markets shrinking. The underlying change in demand was camouflaged

by the recession of the early 1980s. The world oil market itself was

smaller. Free world oil demand in 1984 was about where it had been in

1972. The United States economy grew by a third between 1973 and 1985;

yet In 1985, U.S. energy demand was no higher than in 1973, and oil

demand was actually 10 percent lower.

The surge in non-OPEC oil came in the later 1970s and early 1980s,

with the arrival in the marketplace of Alaskan North Slope, North Sea,

and major new Mexican supplies. But non-OPEC has continued to grow

since, and substantially so. The simple "rule" to date has been that

non-OPEC oil gets produced at full throttle, while OPEC cuts back

4
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production to maintain prices - or, to put it more correctly, slows the

retreat in prices. Thus, In 1979, OPEC produced 31 million barrels per

day; by 1985, it was producing only slightly more than half that

amount, about 16 mbd -- bringing it back to its production level of

1966.

OPEC's shrinking market share is shown by the following table:

Free World Oil
Demand

Non-OPEC Supply

OPEC NGLs

OPEC Crude

Inventory
From/(To)

OPEC's ShrlMking Share
(million barrels per day)

1983 1984

45.0 46.1

26.2 27.5

1.2 1.3

17.3 17.1

0.3 (0.1)

1985 1986

45.5 45.5

28.3 28.7

1.3

15.9

(0.0)

1.2

15.8

(0.2)

Source: Cambridge Energy Research
Spring 1986.

Associates, World Oil Watch, Winter,

S
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III. The Struggle for Market Share

OPEC, however, on December 9, 1985, announced its rejection of the

role of residual supplier. Instead, it declared that it was going to

insist upon a certain market share -- still undefined, at least up to

this point. It is currently functioning as what might be called a very

'messy oligopoly."* The price collapse has followed, reflecting the

realities of a 10-12 million barrel a day surplus of capacity over

demand in the world oil market.

At the same time, these present circumstances reflect the way cer-

tain actors In the oil market have chosen to respond to the economic

fundamentals. That takes us back to the spring and summer of last

year, when Saudi Arabia and other Arabian/Persian Gulf producers

decided that they would no longer accept the shrinking market being

pushed upon them by the growth of non-OPEC production and by price cut-

ting and cheating by other OPEC countries. They decided to win back

market share -- both within OPEC and between OPEC and non-OPEC. They

also concluded that falling prices would slow down conservation and the

substitution movement away from oil, and stimulate renewed oil demand

in the future. They believed that they could slow down the development

of new higher-cost energy sources, both oil and non-oil.

Thus, today, we can observe an "oil war" -- among OPEC producers,

between OPEC and non-OPEC countries, and oil and other energy foris.

If the OPEC producers manage to revive their "messy oligopoly" and seek

to make a relatively modest claim on market share -- say 17

*'Cambridge Energy Research Associates, "Oil: Lessons and Non-Lessons
from Other Commodities."
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mbd or below -- then we will likely see oil prices stabilize at prices

higher than recent spot and futures prices. If not, the lower prices

could last for a longer period. In any case, we should expect contin-

uing volatility. The virtual certainty of continuing volatility makes

It more difficult to address the policy issues raised by the oil price

collapse, and is an argument against haste in coming to a firm conclu-

sion as to what the appropriate response, if any, should be.

IV. The Costs

But the lower prices will have major effects. Let me give three

examples:

o Prices below $15 a barrel could shut-in up to 10 percent of

U.S. oil production -- up to one million barrels per day.

o Prices at that level for a protracted period of time could cer-

tainly put a freeze on much new exploration activity aimed at

replacing oil and gas reserves -- especially on the part of the

Independent sector.

o Although lower prices would not have any immediate effects on

production levels in the North Sea, by 1992, production in the

7
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British sector of the North Sea might be 400,000 b/d lower than

it would be at $23.*

We see lower prices having a greater effect on supplies by the end

of the decade than on demand, because much of the conservation and

demand patterns appear to be locked in.

Who gets hurt by the low prices? The three problem areas are:

o The energy industries;

o Parts of the domestic banking system;

o Some of the major debtor countries, amongst whom Mexico looms

the largest.

Thus, this Committee is really asking three questions:

o To what degree will lower prices cripple the domestic U.S. oil

and gas industry, in terms of its ability to produce, to

invest, to replace reserves -- and to stay in business?

o To what degree will lower prices shift dependence back to an

unstable part of the world, by choking off new oil and non-oil

development and undercutting conservation?

*Cambridge Energy Research Associates, "A North Sea Shutdown? - Neverl"

8
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0 To what degree is the financial system vulnerable to collapsed

prices, and how can that situation be ameliorated?

Thus, we see that there are pressing economic questions at stake,

as well as longer-term energy security questions. Energy security --

oil security -- was not a subject invented in October, 1973. Periodi-

cally such considerations have come to the fore -- going back as far as

the first decade of this century. The general view since 1973 is that

diversification is to be encouraged and applauded, although such

efforts should have solid economic rationale -- in other words, not at

any cost.

Today, energy security seems of very slight concern -- and with

good reason. After all, Iran and Iraq are locked in deadly and massive

combat, and the price of oil collapses. But can any of us speak with

total confidence as to what the oil world of the 1990s will look like?

Can one be absolutely confident that the Iran-Iraq War will not sudden-

ly affect supplies temporarily -- next month or next week? As some of

the members of the Committee know, CERA did a study with Arthur

Andersen & Co. entitled The Future of Oil Prices: The Perils of

Prophecy.* We found that from the early 1970s until the end of 1984,

there were a succession of five different very strong consensuses -- we

called them "vintages" -- throughout the world on the likely course of

oil prices. Fourteen months ago, almost everybody believed Vintage S

-- that oil prices would gradually decline through the early 1990s and

then begin to increase.

*Arthur Andersen & Co. and Cambridge Energy Research Associates, The
Future of Oil Prices: The Perils of Prophecy.

9
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The Five Vintages: An Overview

O Point at which forecast was made
Vintage: the forecast for that period

E Actual price movement

"1~

Oil Price

1965 1974 1977 1980 1983 1985 1990 1995

In the last two months, we have seen that vintage collapse. At

this point, in the midst of all this turmoil, we-would do well to be

skeptical of anybody who said they could tell us with great confidence

where oil prices will be in 1992 or 1993. At very low prices over the

next few years, however, as already suggested, oil and gas exploration

activity could be much lower, and those who lost market share in the

first half of the 1980s could well regain it. It may well be their

intention to seek a longer-term stable market, but power and influence

can shift into other hands in the future.

10
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V. The Arguments

Let us now specifically identify the key arguments for and against

an oil import fee.

The major arguments in favor of such a fee are:

o The fee would protect and preserve the domestic U.S. oil and

gas producing industry in a time of lower prices -- prices that

may not give a good signal about longer-term developments.

o Without some such protection, U.S. imports would start growing

again -- with major effects on the U.S. balance of trade as

well as the U.S. energy position.

o Such a fee would protect the asset value of the energy loans of

a large number of banks, so bolstering the banking system.

o A fee would establish a framework for continuing conservation

and non-oil energy investment.

o Some floor may be necessary to keep the U.S. from becoming

excessively vulnerable In the future.

o A fee would not mean rising prices to consumers -- rather, that

some part of the fall in oil prices is shared by consumers with

the U.S. Treasury.

11
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o Finally, but not inconsequential by any means, an oil import

fee would raise revenues. A ten dollar barrel fee on all U.S.

oil imports would raise $18-19 billion.

Four options can be identified for protecting the U.S. oil

industry:

o Fixed rate tariff

o Variable rate tariff

o Percentage tariff

o Quota

As our colleague, Professor Robert Dohner, has observed, "All oil

import tariffs, fees, or other restraint policies work by doing the

same thing; they drive a wedge between domestic prices for crude oil

and products, and their respective world market prices. But the poli-

cies differ in the form that this wedge takes, and each has its own

economic and market characteristics.'* Those whose primary concerns

focus on the energy area may favor a variable rate tariff -- which, in

effect, establishes a floor price for U.S. oil. Those whose primary

concern is to raise revenues will tend toward the fixed rate tariff,

thus assuring the revenue stream even if prices rise again.

*Cambridge Energy Research Associates, NU.S. Tariffs and World Oil:
Part One: Falling Prices, Budget Deficits, and the Tariff."

12
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The arguments raised against a tariff include:

o -Intervention served little purpose and created many problems in

the 1970s, and the U.S. does better to accept the dictates of

the free market. Various tariff proposals could also call

forth again bureaucratic and administrative complexity.

o Exceptions might well have to be provided for Western Hemis-

phere countries with whom we have important political and eco-

nomic relationships -- primarily Canada and Hexico, but also

Venezuela and Ecuador. Last year, the U.S. imported about 45

percent of its oil from these countries. Thus, a Western

Hemisphere exception cuts the revenues in half. etter, some

say, to deal directly with the Mexican debt problem rather than

try to solve it through oil prices.

o Domestic refiners that depend on imported oil and others would

also seek exceptions.

o If the goal is revenue raising, a broader tax, such as a gaso-

line tax, could accomplish the same objectives with less admin-

istrative difficulties.

o A U.S. oil Import fee will lead to lower prices on the world

market and thus stifle new oil development elsewhere -- not

necessarily good for U.S. energy security.

13
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o An oil import fee could loom as a very large piece of protec-

tion at a time when world trade issues are tense enough.

o An oil import fee would hurt the competitive position of such

energy-intensive U.S. manufacturing industries as petrochemi-

cals -- although the fall in the value of the dollar has given

such industries signficant help recently.

V1. The Perspectives of Other Actors

Over the last few years, one could have observed that other

nations are more convinced than has been the customary view in this

country that the U.S. would turn to a tariff or an import fee to pro-

tect the U.S. domestic oil and gas industry during a collapse. For one

thing, the U.S. government has over the years intervened several times

to protect the industry -- well before anybody ever heard of the Texas

Railroad Commission. For instance, in the early 1890s, there was the

--prospect that cheap oil from Peru would flow into California, stunting

the infant oil industry there. Before that could happen, the duty on

imported oil was doubled, and the industry certainly thrived there.

How would other international actors respond to a tariff or oil

import fee?

Other Western Hemisphere countries would be very concerned by a

U.S. tariff that did not include an exception to tie them in. This

takes on special importance for Mexico in its very difficult circum-

stances.

14
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The North Sea producers -- Britain and Norway -- would lobby

against a U.S. tariff. In 1985, Britain sold over 300,000 barrels a

day to the U.S. If excluded, Britain and Norway might shift from their

own non-intervention position on production.

A major concern has been whether Japan would gain a new trade

advantage from a U.S. import fee because of the cost advantage that

Japanese manufacturers would gain. However, there is discussion within

Japan that the Japanese might put on an oil import fee of their own if

the U.S. did, in order to protect their heavy investment in energy

diversification and to generate revenues.

Various Western countries would argue that the U.S. should

consider a coordinated floor price through the machinery of the

International Energy Agency.

For the OPEC countries, a U.S. tariff means a transfer back to the

U.S. Treasury from their own of the rents on their oil; and we can be

sure that the prospects of such a tariff will be one of the strong

arguments among them for settling their differences.

VII. Key Issues

Right now a high-stakes poker game is going on in the world oil

market. Expectations have certainly becn changed, but pressures are

mounting on various participants, and we could see further surprises.

is
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Whether we are looking at $15 a barrel oil in June, or $22, is highly

uncertain. It Is very important that the question on the table be

raised now, and thought through. We have some time. In particular, I

think the Committee can very valuably look further into:

o what effects the lower oil prices are likely to have on the

U.S. oil and gas industry;

o the effects on the banking system;

o to assess, as Senator Wallop suggested last December, what

would be the appropriate trigger level for a variable tariff.

In addition, of course, this Committee will no doubt continue to

also look at this question in the context of the inescapable debate

over revenues and the deficit.

16
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STATEMENT OF BERNARD L. WEINSTEIN, PH.D., DIRECTOR,
CENTER FOR ENTERPRISING, EDWIN L. COS SCHOOL OF BUSI.
NESS, SOUTHERN METHODIST UNIVERSITY, DALLAS, TX

Dr. WEINSTEIN. Thank you. I would first like to thank you for the
invitation to be here today. Second, I would like to state a couple of
facts that I think have been either misstated or misconstrued from
what I have heard this morning. In the first place, I think it is im-
portant to understand that during the 1970 s when we had that
huge rise in prices, all we really did in the lower 48 States was
slow down the rate of production decline. It took a 300 percent in-
crease in drilling activity to bring that about.

A lot has been said this morning about how the Northeast and
Midwest would bear a disproportionate share of an oil import fee's
costs; and I am not convinced that is supported by the data. Infor-
mation from the Department of Energy suggests that if you com-
pare energy outlays as a percent of personal income, there is very
little variation among regions, with the exception of the far West.
In the Northeast, it is 10.3 percent; in the South, it is 10.2 percent.
In the Midwest, it is 11 percent. Only in the far West is it signifi-
cantly less, 8.1 percent; and I presume that has to do with the fact
that there is a lot of hydropower availa5Ie--in that region.

A third point I would make is that we have heard a lot of talk
about a free market for oil. There has never been a free market for
oil. The oil markets have always been subjected to governmental
intervention. $14 is not a market price any more than $35 was a
market price a few years ago. The oil industry has been in the
throes of a major structural change for the last 5 or 6 years. We
have seen a declining number of players, both on the production
side and on the refining side.

This structural change in the oil industry, which has been
brought about through international competition and other factors,
has been exacerbated by the recent precipitous drop in oil prices.
Remember, it took 5 years for the price to drop from $35 to $27 and
only 2 months to slide from $27 to $16. So, that is a 60 percent
price drop in 5 years, and a 40 percent price drop in 2 months; and
this, Senator Wallop, I submit is not a free market. It is reflecting
panic selling. It is reflecting governmental interventions. And I
don't think it is fair to talk about the currently depressed price in
any way reflecting a market equilibrium. We have heard a lot
about the consequences of these price drops: job and income losses.
I won't bother citing those figures again.

In the State of Texas, the impact has been very severe. We have
already lost 150,000 jobs as a result of that slide that took place
gradually over 5 years. We have estimated that if prices-stabilize at

15, Texas could lose another 250,000 jobs. We could see up to half
of the stripper wells shut in. And I think it is important to remem-
ber that across the nation, as well as Texas, 72 percent of the wells
in production are stripper wells. Most of those wells were drilled
during the 1970's, and drilling today has virtually ceased. It is at
its lowest level in 10 years, and that is hitting thousands of small
businesses.

These developments set the stage, I feel, for making a case for an
import fee. We have heard about energy security. I think that is a
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very strong case that has been made by others. I am not going to
dwell on the energy security issue. I would argue that the case for
an oil import fee should be made in terms of adjustment assist-
ance-adjustment assistance to an industry that is declining, that
is restructuring.

And I believe if it is thought of in that vein, providing assistance
through an oil import fee is consonant with approaches we have
taken in the past to aid industries that were restructuring or de-
clining in other regions. I fee] an oil import fee would be the appro-
priate way to provide that assistance. It is not going to save or pro-
tect the industry. Exploration and drilling activity will continue to
decline; but I do think an oil import fee, to the extent that it estab-
lishes a floor in, say, the $20 range, will impart some stability to
the market and help us maintain at least a modicum of drilling ac-
tivity that would preserve our energy security. In the current cli-
mate of uncertainty, there is no lending going on; there is no drill-
ing going on. If we don't drill, we don't add to reserves. Remember
that finding costs are a lot higher than production costs. It is easy
to shut in a well, but it is time-consuming and expensive to open it
back up. You shut in wells today; 3 or 4 years from now you want
to open those wells; it is not easy. It costs almost as much to
rework a shut-in well as it does to drill a new one.

On the up side, when times were good, the Congress saw fit to
levy a windfall profit tax on the industry. The windfall profit tax
since 1980 has collected $77 billion from oil producers. It seems to
me that we should be providing some type of hedge on the down
side as well through an import fee that would maintain the floor
and bring about some balance in the way we intervene in the oil
markets. Thank you.

Senator WALLOP. Thank you, Dr. Weinstein. Dr. Ebinger?
[The prepared written statement of Dr. Weinstein follows:]
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Problems in the oilypatch

For several years, the U.S. oil industry has been in the throes of a iijor

structural adjustment. Manifestations of this adjustment include lower levels

of production, a rash of merger and acquisition activity, and decreasing inter-

national competitiveness.

These structural adjustment problems have been exacerbated by the recent

precipitous drop in crude oil prices. Since 1981, average prices have dropped

about 60 percent, with more than half this decline occurring over the paltsrtwo

months. Consequently, the domestic oil industry finds itself today facing

an extremely uncertain future.

Recent developments in Texas illustrate the severe economic dislocations

that may occur if the free fall of oil prices goes unchecked. Since 1981, the

state has suffered a net loss of 33,000 drilling jobs plus another 118,000 in

oil-related manufacturing. The Center for Enterprising estimates that if oil

prices should remain in the $15 range for the next several years, Texas could

lose another 250,000 jobs while $30 billion of purchasing power is siphoned

from the regional economy.

Of the many sectors within the oil industry, the exploration and drilling

business has been hardest hit by the post-1981 price decline; and, barring

remedial action, this sector will experience the greatest amount of distress

from the 1986 price drop. Unlike the processing and distribution side of the

oil business, exploration and drilling activity is dominated by thousands of

small, independent companies. In Texas alone, there are over 5,000 drilling

companies, oil-field service companies, and royalty owners. These "Mom and
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Pop" producers are responsible for about 60 percent of the Texas' total oil

production. They are, quite literally, on the front lines of the oil price

war and will be the first to fall should prices remain at their current levels.

Already, thousands of wells have been shut-in across Texas and other-south-

western states. And most stripper well production, which accounts for 15 percent

of the nation's output, will cease at prices below $17.

It is important to point out that while Texas and other energy-producing

states may feel the initial pain of plummeting oil prices, other regions of the

country will be affected as well. The oil industry employs close to I million

workers nationwide. Though production is centered in the Southwest, adminis-

trative activities are concentrated in major metropolitan areas such as New York,

Chicago, San Francisco and Los Angeles. (Ironically, none of the major oil com-

panies producing in the state of Texas have their headquarters in the state.)

As the industry continues to contract, jobs will disappear along the East and

West Coasts as well as the Gulf Coast.

The case for an oil import fee

Because of the oil Industry's strong backward and forward linkages to other

industries, and because of still stronger linkages to several regional and local

economies, its contraction has resulted in severe dislocations of workers and

investment. Traditionally, problems associated with industrial and regional

decline have bee met with ad hoc policy responses by federal, state and/or local

governments. The auto, steel and agricultural industries have been the bene-

ficiaries of considerable federal assistance, for example. At the same time,
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the experiences of other distressed industries and cclinunities downstrato

clearly that such policies, however skillfully designed and inqlemented, cannot

reverse industrial decline and. local economic contraction. What is required,

therefore, is a policy response designed to alleviate the more severe conse-

quences of the process of industrial change without obstructing that process or

imposing unacceptable and unjustified costs on taxpayers and consumers.

An i, port fee appears to be the most appropriate vehicle for dealing with

the current set of dislocations resulting from rapidly falling oil prices. Within

the context of the broad and long tradition of governmental assistance to

distressed industries, an oil import fee would represent a comparatively passive

measure that does not require the additional expenditure of federal monies at

a time when the federal budget deficit has achieved a record high.

For the oil industry, an import fee would have a beneficial impact overall,

though its consequences differ for the production and processing phases of the

industry. For oil and gas extraction, an import fee would serve not only to

slow the long-term decline in crude oil prices but also to mitigate the volatile

fluctuations that have characterized oil prices since the end of 1985. Volatile

fluctuations in oil prices, sometimes on the order of $2 per day, frustrate

lenders 4nd drillers who must pledge their future production as collateral In

order to secure working capital.

Another result froil an import fee would be the stabilization of the currently

plunging rig count, which is currently 40 percent below year-ago levels. Over

time, an import fee might serve to stimulate drilling modestly, despite the

downward trend in oil prices. A stable rig count, In turn, would allow the
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industry to soak up the currently excessive inventories of drilling eqd1i'Ient.

stabilizing the depressed Machinery industry.

Certainly, over the long-term, an import fee would not halt or reverse the

structural forces that are changing the production phase of the oil industry,

but it would slow the process of decline sufficiently to allow drillers and

manufacturers greater time in which to carve out new niches in the market or

diversify.

For the processing phase of the industry, an import fee probably means a

modestly higher price for crude inputs, although given the current state of

the industry and its long-term prognosis, such a concern is largely a moot

issue. Particularly as refiners move increasingly to relatively specialized,

high value-added and demand-inelastic products, and out of basic petrochemical

feedstocks, fuel oil and finished gasoline, crude oil costs will be of dimin-

ishing economic consequence.

The regional impacts of an import fee would be more pronounced. Effectively,

such a fee would serve to mitigate the severe dislocations of workers and in-

vestment that currently characterize many parts of the once prosperous Southwest.

Indeed, an oil import fee represents an equitable and cost-effective means of

assisting declining regions and communities at a time when federal intergovern-

mental assistance is waning and other forms of federal largesse are threatened

by Gram-Rudman and other budgetary reductions. For energy-consumling states in

the Northeast and Midwest, an import fee would likely have little negative

impact because: (1) some of the fee would be shifted backward to producers of

crude oil and refined products; that Is, consumers would not bear all of the
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burden of an import fee, and (2) empirical evidence indicates that energy costs

are an increasingly unimportant influence on manufacturers' production and

location decisions.

For the national economy as a whole, an oil Import fee would also yield benefits.

The fee would raise additional federal tax revenue at a time when it is sorely

needed. Most initial estimates place the value of such revenue at $40 billion

over the next five years, given a $5 per barrel fee. In conjunction with a

15- to 20-cent Increase in the gasoline excise tax, tax revenues could rise

up to $100 billion. Moreover, the Import fee would encourage the stabilization

or slower contraction of an industry that has strong linkages to non-energy

industries throughout the economy.

Tax and Regulatory Relief

Several tax reform proposals contain provisions calling for the removal of the

oil and gas industry's current tax and regulatory relief advantages. Repeal of

these preferences, which would effectively Increase the tax and regulatory burden

on an industry that is clearly distressed, Is neither efficient nor equitable

public policy. This is an argument applicable more broadly to all distressed

industries and to all levels of government. Generally, Increasing the tax

and/or regulatory burden on a mature or declining Industry will serve only to

hasten its contraction.

Conclusion

The domestic oil industry has been in the midst of a contraction for the past

five years, with the exploration and drilling side of the business suffering

the most. With International oil prices continuing to fall, the long-term out-

look for this sector fs not promising.
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Imposition of an oil import fee will not "protect" the domestic drilling

industry. The contraction already underway will continue for the foreseeable

future. But an import fee, based on a sliding scale that maintains a price in

the $20 range, can help cushion the severe blow currently being felt by thousands

of small drilling companies and oil-field service companies as a result of the

50 percent drop in average crude oil prices since last fall.

Finally, the question of energy security must also be posited as a justification

for an oil import fee. In response to higher prices in the 1970's, increased

domestic production and conservation enabled us to reduce our reliance on foreign

sources of supply. From a dependency ratio that exceeded 50 percent a decade

ago, we now rely on foreign oil for only about 30 percent of our national needs.

If oil prices continue their freefall, we could once again become overly reliant

on oil imports as domestic fields are shut-in and domestic production companies

go out of business.

Today's low oil prices are not determined by free market forces. Prices have

been depressed through foreign government interventions, most notably actions by

Saudi Arabia and other OPEC producers. Similarly, rising prices during the 1970s

were also the result of foreign governmental interventions. During that era,

we imposed a windfall profits tax that reduced returns to domestic producers

on the upside. An oil import fee in today's environment should be viewed as

an appropriate balancing measure to ensure against undue risk on the downside.
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STATEMENT OF CHARLES K. EBINGER, PH.D., DIRECTOR,
ENERGY AND STRATEGIC RESOURCES, CENTER FOR STRATE-
GIC AND INTERNATIONAL STUDIES, GEORGETOWN UNIVERSI-
TY, WASHINGTON, DC
Dr. EBINGER. Thank you, Mr. Chairman. 1, too, would like to

summarize my remarks, but I ask that my complete testimony be
put into the record. I would like to pick up where Dr. Weinstein
left off and agree with him wholeheartedly that there is no such
thing as a free oil market prevailing in the international arena
today. I think it is very important for us to understand that the
reason oil prices are falling today is because of a political decision
by Saudi Arabia, supported by Kuwait and the United Arab Emir-
ates, to force down the price of oil for the following reasons: to stop
high cost oil production for a sustained period of time in areas such
as the North Sea, the North Slope of Alaska, and other high cost
areas around the globe; to slow inter fuel substitution, and possibly
over time, even to back out other fuels development, such as coal,
and natural gas to ensure that fiscal incentives for conservation do
not have the degree of interest that they have had in the past
when we had high oil prices, and finally, to stimulate world
demand over time thus ensuring a return to OPEC's dominance of
the world oil market. I argue in my testimony, Mr. Chairman, that
even before the recent collapse of oil prices, there were a number
of reasons that in my view ensure that in the 1990's OPEC will
regain control of the world oil market.

I would like to amplify for the committee here today that at low
oil prices sustained for any period of time, all the trends I high-
light in my testimony will be exacerbated; the United States and
our major allies will see our oil import dependence much larger
and at dangerous levels by the mid-1990's. Mr. Chairman, I think it
is important to understand that if oil prices remain at the levels
they are today, or even drop as I believe they will under the on-
slaught of Saudi exports down to $10 barrel, that we will see a situ-
ation where the U.S. domestic industry may well be in peril.

I think it is also important to emphasize that low oil prices
threaten the billions of dollars in alternative energy investments
that have been made over the last decade. And as you noted your-
self, Mr. Chairman, I share the strong concern you have about the
viability of the U.S. domestic refining industry. In that regard, I
would like to note that last December before Mr. Daniels subcom-
mittee of the House Armed Services Committee, I testified that I
thought further refining closings would endanger the ability of the
United States to mobilize our country for a variety of political and
strategic contingencies. If that testimony had any merit in early
December, I think it comes back in spades today because, under the
onslaught of cheap foreign petroleum products, we could well see
ourselves reach a situation in the absence of a crude/product dif-
ferential on oil import fees, where additional refinery closings will
occur. It is for this reason that I think the committee must give
serious attention to establishing a differential fee if an import fee
is levied on crude oil and petroleum products; and I think the testi-
mony of the independent refiners and the American refiners asso-
ciation give the essential guidelines on what issues are involved.
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Finally, Mr. Chairman, I think we have to understand what is
involved in this debate on the pros and cons of an oil import fee.
This is not simply a question of taxation; it is not simply a question
of regional equity although all these issues are important and cer-
tainly merit the committee's attention. Rather it is the question, as
both you and Senator Hart have said, and Senator Boren stated
yesterday: It is a question of how short are our memories. Are we
willing to go back to levels of crude oil import dependence by forc-
ing closings of domestic production that will ensure that by 1995
we are more dependent on foreign oil than we were in either of the
last two oil shocks. I would like to remind the committee in that
regard that in 1975 and 1979, both Secretary Simon and Secretary
Blumenthal conducting investigations under section 232 of the
Trade Expansion Act found the levels of our import dependence
prevailing those times to endanger U.S. national security. Mr.
Chairman, on the basis of current trends, if we do not act at some
point in time to protect our domestic oil and gas industry, we will
be back at import levels, in my belief, in excess of the levels found
in those earlier rulings to endanger the long-term health and secu-
rity of our Nation and that of our allies. Thank you, Mr. Chair-
man.

\Senator WALLOP. Thank you, Dr. Ebinger.
[The prepared written statement of Dr. Ebinger follows:]
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Good Morning, Mr. Chairman,

I am Dr. Charles Ebinger, Director of the Energy and

Strategic Resources Program at the Georgetown University Center

for Strategic and International Studies (CSIS), a public policy

non-profit think tank concerned with issues vital to U.S. foreign

policy and national security.

Before commencing my testimony, I would like to thank you

for allowing me the opportunity to present my views on the

imposition of an oil import fee on crude oil and refined

petroleum products as addressed in both S1997 proposed by

Senators Wallop and Bentsen and S1507 introduced by Senators

Boren and Bentsen. I would like to state that the views

expressed are my own; CSIS does not,as a corporate entity, adopt

institutional positions.

Before the Congress decides to levy an import fee on crude

oil and petroleum products it is essential that the following

questions be addressed: (1) What is the purpose of the feo, (2)

Will the fee solve the "problems" leading to its enactment or

will it :reate new problems, and (3) How should the revenue from

the fee be utilized?

Mr. Chairman, few economists would dispute the fact that

over time lower oil prices will provide a financial boon for the

U.S. and international economy. Over time, low oil prices will,

if left untampered, lower domestic and global inflation, leading

to a reduction in our balance of payments deficit. Moreover, if

one believes the economic projections emanating from leading

consulting firms (DRI, Chase Econometrics and Wharton), lower oil

1
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prices will lead to a surge in U.S. economic growth, U.S.

government tax receipts, and falling budget deficits.

Mr. Chairman, while lower oil prices can provide a financial

bonanza for the U.S. economy, they can also endanger our national

security. It startles me how few people in Washington,

especially in the policy making community seem to remember that

when we held domestic oil prices down in the 1970s through a

variety of regulatory policies, U.S. oil imports soared from 6.2

mmbd in 1973 to 8.8 mmbd in 1977. This occurred despite a

concerted energy policy to reduce our dependency on OAPEC oil

after the embargo of 1973-74.

The reason oil prices are falling today has little to do

with a fundamental change in the oil market. Rather, it centers

on a political decision by Saudi Arabia, Kuwait and the United

Arab Emirates to regain control of the world oil market by

forcing oil prices down to a level between $i0-$15/bbl where

inter-fuel substitution (coal, gas, nuclear, etc.) will be slowed

or reversed, where fiscal incentives for conservation will be

reduced owing to longer payback periods, where new energy R&D

will be cut back, where new high cost oil exploration in Alaska,

the Outer Continental Shelf, the North Sea and other high cost

areas will be curtailed and where oil demand over time will

increase, thus alleviating pressure on OPEC while increasing our

dependence on the volatile Middle Eastern region.

Mr. Chairman, even before the recent collapse in oil prices

there was little reason to be sanguine about the direction of

global oil supply/demand. While it is true that nearly 7 mmbd of

2
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non-OPEC crude oil supplies have been added to the world oil

market since 1979, by 1987-88, North Sea production will begin to

decline, followed by the North Slope in Alaska in 1990. While

some new production in the Third World will come on stream, if

low oil prices prevail for any period of time, it is impossible

to see this amounting to much more than 1 mmbd over the next

decade. The fact that these eventsareoccurring against the

backdrop of the following events gives little reason for

complacency:

1. A World Bank projected growth in OPEC and Third World

oil demand of 5-7 mmb/d by 1995.

2. Declining East-bloc oil production and exports.

3. Major declines in the oil reserves of the United States

(25 percent), the USSR (25 percent) and Western Europe (5

percent, despite the North Sea) over the last decade, which may

accelerate at oil prices of $15/bbl.

4. Sagging U.S. oil production in the lower 48 States.

5. The prospect of major reductions in the growth of coal

and nuclear power in many of the OECD nations after 1992 in the

absence of major new orders and solutions to the acid rain and

nuclear environmental issues, and

6. The transfer abroad by the OECD nations of many of their

smokestack industries (steel, basic chemicals, cement, glass,

etc), which may presage faster-than-anticipated rises in energy

and oil consumption in parts of the Third World, especially at

oil prices of $10-15/bbl.

Moreover, few policy-makers in Washington seem to be paying

3
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attention to the effect that falling oil prices in the short-run

may have on medium-term energy supplies. Between 1963-73 world

oil production grew by 25.5 mb/d at a cost of $76.2 billion

($3,000/b of productive capacity). In contrast, between 1973-83

world oil production grew by six million b/d at a cost of $240

billion ($70,000/b of production capacity). While inflation

accounts for some of this differential, what these figures

clearly tell us is that it is becoming more expensive to find

oil, the risks are rising exponentially, and we are finding less

of it. At low oil prices the above trends will not only be

exacerbated but we could also see a sizeable increase in demand

for imported oil as mothballed oil fired electric generation

facilities (up to 1.5 mmbd) are brought back into production and

high stripper wells (1 mmbd) are closed down.

Given the uncertainties of the market, the following

conclusions can be drawn. First, as long as fears of a price

collapse or sustained low prices (2-3 years) persist, commercial

inventories will remain lean and investment in new *exploration

and production both inside and outside OPEC will fall, leading to

an erosion of global reserve/production ratios. Consequently, it

appears likely that by the early to mid-1990s, demand for OPEC

oil could hover in the 23-25 mmbd range or even higher if low oil

prices persist four or five years. In such a scenario, a

political upheaval in any major oil producing country could send

oil prices skyrocketing. This prognosis would be disturbing

enough, simply on the basis of supply and demand analysis, but

unfortunately, OPEC's oil pricing and production decisions do not

occur in a vacuum but, as we have seen in 1967, 1970, 1973-74 and

4
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1980, are deeply influenced by political events exogenous to the

oil market. Likewise, even in major non-OPEC oil producing

nations political upheavals could send shudders through the world

oil market.

It is this fact more than any other that leaves the U.S.

dangerously exposed to another oil price shock during the mid-to-

late 1990s. The spectre of another Arab-Israeli war, the spread

of the Iran/Iraq war, the coming to power of anti-Western Islamic

fundamentalist regimes, or even terrorist attacks against major

oil installations, are all factors that could tear asunder the

pragmatic assumptions of Western supply and demand forecasts.

Likewise, those who automatically and complacently assume

that OPEC, and especially the Gulf producers, will tailor their

production levels to meet world oil demand in the 1990s, do so at

their peril. The question we should be asking is, what if Saudi

Arabia decides to avoid the financial surpluses of the past and

produces only five to six million b/d over the next decade? What

if a new generation of leaders, concerned about the erosion of

their societies' values brought on by modernization and

westernization, decide that their 'black gold' should remain in

the ground.

Mr. Chairman, it is against the backdrop of these concerns

that I believe debate over the merits of an oil import fee should

commence. Because I believe we are setting ourselves up for

another oil shock, I would support an oil import fee when oil

prices reach a level that threatens our domestic oil production.

Over the last thirteen years, we have achieved enhanced energy

5
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independence through conservation, and the development of high

cost domestic energy resources, most of which will be placed

directly at risk at sustained oil prices below $15/bbl. Free

market economics are fine and in general should be encouraged but

not when they threaten our long term national security.

It is for this reason that I am opposed to utilizing an

oil import fee exclusively either to reduce the federal budget

deficit or to lower marginal tax rates. This is a pusillanimous

way to avoid tough policy choices in the national defense and

broader economic policy arena. To the extent that we impose an

oil import fee or a gasoline tax, the revenue derived should go

primarily to protecting the long term energy security of the

nation by increasing purchases for the Strategic Petroleum

Reserve (SPR), to assure that domestic oil and natural gas

production does not fall off precipitously, to encourage the

development of new energy sources by supporting both federally

funded research and development and by enacting taxation policies

that support energy development. An oil import fee only has

justification on a national security basis if it helps insure the

long term energy security of the nation.

Mr. Chairman, while other witnesses may make politically

compelling or cogent cases for exemptions from an oil import fee,

I must concur with the testimony of Mr. Jandacek presented

yesterday and urge that you reject all cries for exemption from

an oil import fee were one to be levied. The history of U.S.

energy policy during the entire post war period is full of

lessons of what happens when special interest groups, be they

particular regions or industries, are allowed to dominate energy

6
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policy. In almost every case, the problems that the proponents

of special treatment have used to justify their arguments have

created far more problems than they have solved. Witness the

impact of the Mandatory Oil Import Program from 1959-1973, the

full exemption of residual fuel oil from that program after 1966,

and the fuel allocation system set up by the Emergency Petroleum

Allocation Act, which created unnecessary gasoline lines during

the oil crisis of 1979-1980.

Mr. Chairman, the only exception that should be made if an

oil import fee is levied is to insure that the domestic refining

industry not be further assailed by unfair competition from

foreign refiners who are not subject to the same environmental

and other regulatory laws under which U.S. domestic refiners must

operate. I want to make it clear that I am not asking for special

treatment but only for equal treatment so that fair commercial

competition may occur.

Mr. Chairman, last December I testified before the House

Armed Services Committee at the request of the Independent

Refiners Coalition, a consortium of 31 refiners, on how rising

volumes of oil product imports subsidizd through a variety of

mechanisms were potentially endangering U.S. national security.

I warned that further refinery closings under the onslaught of

"cheap" foreign products could pose serious questions about the

United States' ability to meet our fuel requirements to support

various national security contingencies.

Neither I nor the IRC asked for special protection for the

U.S. refining industry. Rather we urged an investigation by the

7
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Administration under section 232 of the Trade Expansion Act of

1962 of the national security implications of rising volumes of

oil product imports. To date our request which has been

supported by 44 Senators remains unaddressed.

Given the ongoing seriousness of this problem, I must concur

with the Independent Refiners Coalition and the American

Independent Refiners Association that if an import fee is levied,

the Congress must insure that a higher price differential be

established between the import fee on crude oil and on petroleum

products, to insure that our domestic refining industry not be

placed in further jeopardy by lower cost foreign imports not

subject to the same regulations and enhanced costs. Our failure

to establish such a crude oil/petroleum products fee differential

will not only lead to serious market distortions but will also

close down additional refining capacity, posing grave threats for

U.S. national security.

Mr. Chairman, for the past thirteen years, U.S. government

policy has been to reduce our dependence on insecure sources of

oil through a variety of market and non-market mechanisms. Our

failure to continue those efforts and perhaps ever to allow some

of our successes to be reversed during this period of declining

oil prices will endanger the long-term security of the nation.

Thank you, I would be delighted to take questions from the

Subcommittee.

8
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Senator WALLOP. Let me toss a question to the panel, and each or
any of you may comment on it. How much validity is there to the
thesis that oil is the sort of gold standard of the BTU business, that
the economic viability of other forms of energy plays off of a price
royal, whether it is coal, natural gas, cogeneration, or a variety of
conservation measures that we have picked up in the recent dec-
ades? Is that a valid concept, or is that just partially valid, or is it
totally invalid?

Dr. YERGIN. Let me take a crack at that. I think we could sort of
think of oil as compared to the dollar in the international currency
markets. The oil is the key energy currency, and most everything
to one degree or another plays off of it, specifically natural gas.
And over the next couple of months, we are going to see the natu-
ral gas producers in the United States reeling from the pressure of
falling oil prices-and to a lesser degree coal. It is more complicat-
ed when you get into utilities because of the nature of the invest-
ment people have made; but oil is the pacesetter.

Senator WALLOP. But they have a fairly large investment in the
American utility industry, the utility business, in fuel-switching ca-
pability, don't they?

Dr. YERGIN. Right.
Senator WALLOP. Developed over the last decade.
Dr. YERGIN. Yes; we are just trying to put some numbers togeth-

er on the fuel switching, and we see that there would be some but
that the gas producers would come back and be very competitive
again because they have no choice. And those who are using coal
would be slower to respond.

Dr. WEINSTEIN. I would tend to agree with that. I think the
greatest substitution occurs between oil and gas, and over time I
think those fuels tend to reach some type of BTU equivalency in
pricing.

Dr. EBINGER. Could I add one point to that, Mr. Chairman?
Senator WALLOP. Yes.
Dr. EBINGER. I have recently been looking at this problem and

was somewhat startled to see that we have about 1.5 million bar-
rels a day of idled oil-fired electric generating capacity in the coun-
try which, of course, has been backed out- by alternative fuels such
as coal and nuclear power. In this regard, I call to the committee's
attention a recent study by a local consulting firm, Science Con-
cepts, which specializes in the electric utility area. Their assess-
ment is that at a price somewhere around $10 or $12, a significant
portion of this capacity could be brought back into production,
backing out coal and gas. Of course, any additional demand for oil
arising from that added demand in the electric power sector would
have to be met by imports.

Dr. YERGIN. If you go back, Dr. Ebinger spoke about the strate-
gies that are at work in the oil market. If you go back as much as 5
years ago, you, will find that some of the OPEC countries were par-
ticularly talking about the loss of electric utility markets. And, cer-
tainly, on their agenda, from the viewpoint of the exporters, they
would like to, around the world, not just in the United States,
regain those utility markets to the degree that they can.
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Senator WALLOP. Dr. Yergin, do you see us, absent some kind of
action, sliding back into the kinds of vulnerability we had in 1973
and 1979?

Dr. YERGIN. I have been doing a sort of broad strategic overview
of the development of the oil industry, and I think it is a cyclical
industry and that energy security is a concern that long predated
OPEC and is a recurrent problem. We could be in that position
again at some point in the future. And, certainly, at lower prices
rather than higher prices, there will be less activity in the United
States.

Senator WALLOP. But you mentioned that even considering oil
import fee legislation from any dimension was giving validity to an
OPEC argument, that we were interested in reaping their profits to
ourselves. And yet, I quoted yesterday and I would like to again-
there was an article, a little tiny one, in the Wall Street Journal
on November 11, by a man named Mohammed Akasem, who is the
economist at the Saudi Fund for Development. This was November
11, 1985, and in that article, he outlined a strategy for the recovery
of OPEC, and it has taken place. He said that as early as the end
of this decade, "the poorer oil producing countries will have deplet-
ed their resources to the point that the six Persian Gulf producing
countries will possess a significant portion of the world's oil re-
serves." He states that: "These Gulf producing states will then be
in a position to better control the market through strategic flood-
ing, if necessary. In addition, the new ERA, which will result
among the remaining OPEC powers because of common religion
and natural resource based economies, would make it easier for
them to agree on policy and share information. It would allow a
relatively slow depletion rate and a stable growth of oil prices over
time."

Now, some of this has taken place. We have seen certain African
states being backed out just by the price that has taken place, even
before the slide that began in November. A lot of people were going
home from oil producing countries, to Egypt, to Jordan, to Moroc-
co-scientists and engineers and people who were trained. Is this
what Akasem was talking about, only in 1986 instead of by the end
of the decade?

Dr. WEINSTEIN. I would agree with that assessment. It seems to
me that the Saudis particularly are playing a game somewhat simi-
lar to the Standard Oil Co. in 1911 when it was flooding the
market to drive out competitors. The United States is a high-cost
producer, and OPEC knows that. It is one of the unfortunate ef-
fects of our geology. We used to be the second largest producer of
oil in the world. Now, we are the third largest producer of oil in
the world, and we could soon be the fourth if we keep shutting in
our wells and we stop drilling new ones.

So, I would agree with his assessment. This, clearly, is a long-
term strategy that OPEC is pursuing, and Saudi Arabia in particu-
lar; and it can once again make us extremely vulnerable. Ten years
ago we depended on imports for about 50 percent of our oil needs.
We are down to about 30 percent today; but I could see us shooting
up in the next couple of years over 50 percent.

Dr. YERGIN. Dr. Weinstein mentioned Standard Oil; and the term
they used to use when they would flood the market and to put



516

pressure on other competitors was that they were giving the
market a good sweating. And that is very much what we are seeing
today and is reflected. And in this oil war, there are really three
fronts on which it is being fought. One is OPEC versus non-OPEC,
which he has just described. The second is oil versus other energy
sources, as you were talking about. And the third, which is to some
degree reflected in that quote, is within OPEC; that it is one group
of OPEC countries trying to turn the tables on the other.

Dr. EBINGER. Mr. Chairman, if I may add some additional points,
I think it is important to understand that from the viewpoint of
Saudi Arabia, they had very little choice. As you well know, they
were down to production levels last year of 2 million barrels a day
since they were the one country trying to maintain prices. I think
it is important for this committee to understand that the decline in
the U.S. dollar was also behind Saudi policy because most of
Saudi's foreign assets are held in European or Japanese banks;
consequently,as the dollar declined in value, the relative buying
power of those assets fell substantially in shart contrast to the situ-
ation that had prevailed with a high dollar. We should not fail to
realize that U.S. trade policy left the Saudi's-an important U.S.
alley, in a very difficult situation.

Finally, it should be noted that, the slowing down in the United
States and world economy also led the Saudis to believe that the oil
demand wasn't going to come back, given their current policies.
This is why I believe they are prepared to regain control of the
market; and if that means flooding the market by even higher vol-
umes of production than they are currently producing, I believe
they will do so. It is this concern that I believe places so much vital
emphasis on the need for protection of our domestic oil and gas in-
dustry.

Senator WALLOP. OK, but then does the oil import fee work for
or against the Saudi's plan of achieving the back out of higher
prices?

Dr. EBINGER. The irony is that it probably works against the
Saudi policy; especially if we were to enact a flat fee. If we had a
sliding scale fee, then it would probably not do so. For example,
Say the price of oil is $15/bbl, and we put on a flat $5/bbl import
fee; if there is no sliding scale provision then, of course, the Saudis
have the option to drop the price to $10, thus offsetting the impact
of the fee.

I am also worried, and I don't know if Dr. Yergin or Dr. Wein-
stein would share this concern, that I can see a situation where, if
we did put on an import fee, that it would be a high stakes game.
In this situation, the Saudis could well lower the international
price of oil, namely what everyone else is paying, to very low levels
by raising production-I mean to levels below $10. In this situation,
we could have a very serious dichotomy between our own domestic
price and the world price; but I think that is a cost we may have to
Pnator WALLOP. That, of course, is the argument of the State

Department: That the fee would actually tend to lower world prices
rather than to stabilize them.

Dr. EBINGER. It could, depending on how it was imposed.
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Senator WALLOP. Then, are you suggesting that it would be
better to be on a sliding scale?

Dr. EBINGER. I think it would definitely be better to be a sliding
fee.

Senator WALLOP. Pegged to, as we call it, a survival price.
Dr. EBINGER. Pegged to a price where domestic producers would

continue to have an incentive to produce.
Senator WALLOP. Do you agree with that, Dr. Yergin?
Dr. YERGIN. I think that there is great merit in looking at it that

way, especially if your focus is, as you have laid it out, to seek out
what your focus is. Is it revenues or is to lead to a viable domestic
industry? And a variable tariff is what really applies to the second
situation. And I think that you posed the question last December
and I think again today, that one of the most important aspects is
to try to figure out if you do want to go the route of a variable
tariff or a variable fee, what that appropriate trigger level is.

At this point, I would say that this is one of the three questions
that are coming out of this hearing that are well worth consider-
able more focus in sharpening that issue for we are now looking at
prices that, 4 or 5 months ago, most everybody simply thought
were unthinkable; they thought could not happen. And I think that
much of the industry, both in the United States and worldwide, is
still in a sense in a state of shock, stunned by what has happened,
and that it is a time for some clear thinking on it.

Senator WALLOP. But this decline in prices, generally speaking, is
relative to the stable U.S. dollar relative to other currencies. It is
down from its inflated value.

Dr. WEINSTEIN. That is a tough question, how the price of oil is
affecting the value of the currency.

Senator WALLOP. I say that not because I am an expert on cur-
rency values but because I read it. So, that is an inquiry rather
than a statement.

Dr. WEINSTEIN. I think maybe it works the other way. As was
discussed earlier, international oil trade is priced in dollars; and
the dollar is worth less than it was a year ago. The value of the
receipts being received by the oil exporting nations, in terms of
what they can use those funds to purchase, is not what it was some
18 months ago. How that all fits into the equation of falling oil
prices is hard to decipher. I would concur with the view of my col-
leagues here that the way to go on the oil import fee is the sliding
scale.

Senator WALLOP. How do we determine where that fee should be
set? I am not entirely comfortable if $22 is right, although Dr.
Singer suggested yesterday that we have come pretty close. But in
light of other economic effects that have been identified with a
sense of sincerity by witnesses in opposition to this, how do we ex-
amine whether we should make a survival price, if you will, that
leaves some domestic exploration and production capacity and
some relative capacity for the other related fuels and still sort of
fits into an economy without doing serious damage in another di-
mension?

Dr. EBINGrER. Let me take a stab at that, Mr. Chairman, because
it is a difficult question, as you have said, and I certainly agree
with you, the future economics of oil and gas drilling aren't just
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related to the fee but will be affected by what we do with the Fed-
eral windfall profits tax and other tax provisions which, of course,
are still under active debate by the administration and by the Con-
gress.

Consequently, I think it is very difficult to choose a particular
level for the fee. I would simply say that we want to ensure at a
minimum that measures such as the windfall profits tax in these
difficult times and some of the provisions that would curtail favor-
able tax treatment of the oil and gas industry do not further im-
peril our domestic oil and gas industry. Certainly this is not the
time to tamper with an existing taxation system that has encour-
aged oil and gas drilling; however it may well be the time to get rid
of the Federal windfall profit tax and then see where we are in
terms of what we need to do additionally to ensure oil and gas
drilling.

Senator WALLOP. There is a proposal that is floated in the Wall
Street Journal this morning that goes in high speed in the opposite
direction, and that is to remove the deductibility for excise taxes,
which would exacerbate the effect of the windfall profit tax, not
minimize it.

Dr. WEINSTEIN. I don't think it would be difficult to ascertain an
appropriate benchmark price. I think there is plenty of engineering
and production information out there that could be used to deter-
mine what price would ensure an adequate rate of return to
drillers and a level of drilling activity sufficient to maintain our
national energy security. And I would guess that is somewhere in
the $20 to $22 price range.

Dr. YERGIN. Well, I would just say that I think it is a researcha-
ble proposition. It might turn out to be somewhat lower than the
$20 to $22. It might be in the $18 range. Of course, not only are
there the tax elements that have been pointed out, which have a
very important impact, but it is also the cost to the industry in
terms of the- fall in terms of oil service costs and so forth that have
to all be factored in; but it can, I think, be researched.

Senator WALLOP. I want to thank you all for adding to the dialog
on these issues. It is a matter of fascination to me. I suspect that
about the best we will have done, when all of this is over, if I read
the reaction of some members correctly, is at least create the cli-
mate where the tax treatment of the industry will not be quite so
drastic as it has been proposed in S. 3838.

Dr. YERGIN. And what you do see around the world is, as prices
are falling, governments who want to attract new oil and gas devel-
opment are continuing, such as in the North Sea, looking at their
tax codes and seeing how to take the pressure off.

Senator WALLOP. Let me ask you one thing. Is it a likely event or
a possible event that Japan would protect its own investment in al-
ternative fuels and other things by such a fee?

Dr. YERGIN. There are strong-as I say, it is not well recognized,
but there are strong indications that there are important elements
within the Japanese industry and within the Japanese Government
who would be trying to look at longer term and see they made this
huge investment in diversification in the 1970's. It is one of the fac-
tors that has helped create the surplus in the oil market. They
tend to try and take a longer term perspective, sometimes more
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than we do. But they also will look very carefully to see what we
do.

Senator WALLOP. It would be ironic in light of the State Depart-
ment's testimony if we ended up without and they ended up with,
and the International Energy Agency and others were paid the
kind of lip service that I sometimes think that most of the rest of
the cosignatories of that agreement pay it, as opposed to ourselves.
Again, thank you all very-much.

Now, we have a panel consisting of Dr. Emma Brossard, director
of policy analysis of the Center for Energy Studies at Louisiana
State University; Mack Wallace, commissioner of the Railroad
Commission of Texas; Ronald S. Wishart, vice chairman for public
affairs, Union Carbide Corp.; and Thomas J. Donohue, president
and chief executive officer of American Trucking Associations.

Dr. Brossard?

STATEMENT OF EMMA BROSSARD, PH.D., DIRECTOR OF POLICY
ANALYSIS, CENTER FOR ENERGY STUDIES, LOUISIANA STATE
UNIVERSITY, AND MEMBER, LOUISIANA GOVERNOR'S TASK
FORCE ON NATURAL GAS, BATON ROUGE, LA
Dr. BROSSARD. Thank you very much for inviting me to testify

here today. It is a great honor. I am Emma Brossard, director of
policy analysis at the Center for Energy Studies, Louisiana State
University. I am also a member of the Louisiana Governor's Task
Force on Natural Gas; and I am also a consultant for the Venezu-
elan oil industry. I here represent only myself, however, in my tes-
timony.

As Senator Pell reminded us, we must remember history; and in
my opening remarks, I would like to point out a couple of very im-
portant historical facts because they have been alluded to today,
ut they have not really been addressed.
First of all, the normal oil market is historically one which is of

oversupply. Therefore, it is very competitive. Not only is there a
normalcy in oversupply of crude products, but also of refining ca-
pacity. An oil glut developed in the United States in the late 1920's
which grew to saturation after the 1930 discovery of the East Texas
oilfield. The subsequent drop in the price of oil from $1.27 a barrel
in 1929 to $0.65 in 1931, plus the Great Depression, caused Con-
gress to pass the Revenue Act of 1932. The 1932 act, which levied a
duty of $1.05 a barrel on foreign gasoline and $1.68 on lubricating
oil and $0.21 a barrel on crude oil, as well as fuel oil and other de-
rivatives, had immediate and long-term effects.

Among the immediate effects, Standard Oil of New Jersey, now
EXXON, grew even larger. Gasoline imports stopped, and oil im-
ports were cut in half, that is crude. And the price of U.S. oil rose!

The long-term effects were not foreseen. The oil tariff rearranged
the world s markets and hurt the U.S. oilman who, before the
tariff, had been the largest exporter to Europe. His exports were
replaced by Venezuela's oil, and the American oilman lost the for-
eign markets. It was an American boomerang.

The next great oil glut occurred in the 1950's, after the U.S. oil
companies had gone abroad and had become very successful. The
U.S. Government resolved that problem with the Mandatory Oil
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Import Program in 1959; and the result was the formation of OPEC
in 1960. While Europe and Japan benefited from the cheap OPEC
oil, the U.S. paid higher prices-an American boomerang.

Congress is once more considering an oil import fee that would
give the United States another boomerang. The oil import fee is
now being considered in order to raise new revenues for the Feder-
al Government and it is being sold in the oil patch as a means of
helping to raise the price of domestic oil for our producers.

However, not all oil producers are taken in by this. The inde-
pendents of Louisiana have just voted again in LAIPRO, and they
have voted to oppose the oil import fee. They wanted crude oil de-
regulation, and they got it. And they are now willing to take the
risk, along with the rewards. They do not want the Federal Gov-
ernment back in controlling them again.

I would suggest to you that, instead of Senate bills 1997 and
1507, a more rational approach would be to abolish the windfall
profit tax which discourages oil production, and avoid the imposi-
tion of new discriminatory treatment of the oil industry, particu-
larly the so-called alternative windfall profit tax which is now
being suggested to you by the Reagan administration.

A positive approach would be the adoption of Louisiana's Senate
President, Sammy Nunez' LEAP proposal. Senator Nunez has pro-
posed providing tax breaks to oil companies drilling exploratory
wells as a stimulus to the industry as well as to the State economy.
He would suspend collections of oil and gas severence taxes and the
State's natural gas royalty income for a 3-year period. The Gover-
nor's Task Force, which I am a member of, has voted unanimously
to support Senator Nunez' LEAP proposal, a positive step in help-
ing the State's depressed economy.

I would like to submit to you a copy of the LEAP proposal to be
included in the record along with my testimony. Other States are
now studying it, and I would urge you to also consider it. I thank
you for the privilege of appearing.

Senator WALLOP. Thank you, Dr. Brossard. I think in many re-
spects we may have laid the groundwork for that very kind of
action by holding these hearings; but for your interest and that of
witnesses who have just testified who may still be in the room,
Reuter's News Service Report, just in, said Sheikh Yamani of Saudi
Arabia just held a press conference and announced that the price
would continue to fall to $10. Now, there are some interesting
things happening out there, and when one country can say the
price is going to contihue to fall, this gives rise to the thesis that
we do not have a free market. Whatever else it is, it is manipulat-
ed; and I think, Dr. Brossard, you have pointed t1 -t out as well.

Mr. Wallace?
[The prepared written testimony of Dr. Brossard and a copy of

the LEAP Program follow:]
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It is a great honor for me to testify before this Senate

Subcommittee on Energy and I thank you for the privilege.

I am Emma Brossard, director of Policy Analysis at the Center for

Energy Studies at Louisiana State University, and a member of the

Louisiana Governor's Task Force on Natural Gas. In my testimony, I

represent only myself.

These are very important hearings that you are holding and I am

very grateful for the opportunity to include a somewhat different point

of view. I oppose the oil import tariff from a national strategic

perspective. I have been impressed with the strategic importance of oil

since I was a child growing up in Venezuela during World War II. My

father was a pioneer in the Venezuelan oil industry - a young geologist

from Wisconsin who went to Venezuela in 1922 with Gulf Oil. It was his

job during World War II to see that American oil tankers heading north

loaded with Venezuelan oil made it safely through the Caribbean Sea,

avoiding the Nazi U-boats. I, therefore, know first hand the value of

good allies, and the importance of the petroleum industry.

We should also reject an oil import fee because it is -

"the worst and most damaging of all energy tax
proposals. Why? Because price hikes in imported
oil quickly spread to domestic oil and other fuels.
Thus, a fee creates a very large consumer price
rise and drag on the economy but yields a relatively
small net gain in new Treasury revenues. Domestic
energy producers get most of the rest."

Philip R. Sharp, Chairman
U.S. House of Representatives
SubCommittee on Fossil and Synthetic Fuels
Committee on Energy and Commerce
January 30, 1986.
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The proposed bills, S. 1997 and S. 1507, to tax imported oil will

harm our national security. First, the U.S. Is not self sufficient in

oil and must import one-third of what it consumes. Oil imports will

rise by 1987 when Alaskan North Slope production peaks.1 Second, in

periods of mobilization or wartime, secure foreign supplies are

essential to our survival. Therefore, a new oil import fee would not

only increase the cost of our oil imports but harm our oil producing

trading partnersMho might remember this the next time the U.S. faces a

crisis.

A. U.S. Oil Reserves and Production

As U.S. reserves have decreased from 39 billion barrels in 1970, to

28 billion in 1985, U.S. citizens have become more complacent. This, of

course, doesn't make sense. Decreased reserves should be of concern to

us, particularly when we are so dependent on this nonrenewable resource.

The U.S. has not added a major oil field to proven reserves since

Prudhoe Bay was added in 1970. (Kuparuk River field, also on the

Alaskan North Slope, with 1.4 billion barrels, has since been added to

our reserves, but it is not nearly so large as Prudhoe's 9.6 billion, or

East Texas' 6 billion barrels discovered in 1930.) It is obvious that

ISince 1947, the U.S. has imported more oil than it exported. Net
imports (total imports minus total exports) rose from 2.4% in 1948 to
16% In 1958, to 20% in 1968, to 36% in 1973, to 41% in 1976. Source:
U.S. Bureau of Mines Mineral Yearbook, 1947-1976.
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we are not replacing our annual consumption rate, which is now around 5

billion barrels. Consequently, U.S. oil imports will increase.

Furthermore, in 1984, the Energy Information Administration (EIA)

pointed out in its annual report on crude oil, natural gas, and NGL

reserves that the biggest increases for 1983 came not from new

discoveries, or extensions of older fields, but from revisions and

adjustments to estimates of reserves in existing fields. As the Oil and

Gas Journal editorial for October 1, 1984, pointed out, "What increased

were bookkeeping barrels, the kind that can't be counted upon to reduce

U.S. dependence upon imported crude. Net revisions and adjustments

jumped 4621 for oil ......

And in 1985, the EIA's report on domestic reserves for 1984

increased U.S. crude reserves by 2.6% due to enhanced recovery

techniques. The EIA said: "The 1984 increase resulted primarily from

the largest net revisions to reserves (2.445 billion bbl) that occurred

during the 1977 through 1984 period."

Texas, our largest producing oil and natural gas state, peaked its

crude oil production in 1972, and since declined at an average annual

rate of 3.5%. Its production averaged 2.3 million b/d in 1985 compared

to 2.4 million b/d in 1984. The Texas oil production for 1985 came from

209,040 total wells; and 192,793 of these had artificial lift, i.e.,

only 16,247 wells were flowing. The U.S. has the greatest number of oil

wells in the world: 620,000 wells (out of a total world 830,000 wells)

and 94% of U.S. wells are on artificial lift.
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The reason that the U.S. has three-quarters of the world's oil

wells is because the U.S. has an estimated 440,000 stripper wells

producing 10 b/d or less. And the reason they have so many stripper

wells is because U.S. citizens own private mineral rights. Stripper

wells are concentrated in the leading oil producing states. Ac-cording

to the American Petroleum Institute (API), strippers account for 56% of

the oil wells in California, 60% in Texas, 71% in Louisiana, 81% in

Oklahoma, and 96% in Kansas. The stripper fields in the U.S. are

estimated to contain nearly 4.6 billion barrels of oil, most of which

can only be produced through the use of costly secondary methods. The

strippers produced nearly 22% of all U.S. oil production in 1984,

according to the EIA. Their numbers increased as the price of oil rose.

With lower priced oil, some of the stripper wells will become

uneconomical to operate and they will be shut in sooner than otherwise.

Alaska, the U.S.'s second largest oil producing state, needs a

major discovery to reduce declining production expected to begin after

1990. North Slope oil production will peak during 1987, slightly over

its present production of 1.8 million b/d. Alaska has long lead times

between exploration and production. Fortunately, it has the Trans

Alaskan Pipeline System in place to carry North Slope oil to Valdez for

shipment to the Lower 48. Billions of dollars are being spent by the

major oil companies in their search for more oil reserves, as well as

maintenance of present production on the North Slope.
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World Oil reported in November 1984 that over the past six years

the 15 most active U.S. oil companies replaced only 44% of the oil they

produced in the U.S. "More than $113 billion were spent in the U.S. by

the 15 most active companies." (Of this $113 billion, $25 billion went

to lease acquisition costs.) The article points out that if this poor

record is not improved, "operators will shift emphasis from the U.S. to

more prospective countries." Can present U.S. reserves be sustained at

reasonable costs if these top 15 companies, who rank at the top in

exploration spending and drilling, have only a 44 replacement record?

(Arco, Amoco, Conoco and Shell, however, replaced nearly all their oil

and gas production during the 6-year period.) The annual reinvestment

of cash flow from internal sources is a one-for-one ratio in

company-wide capital spending to cash flow.

Often forgotten is that foreign oil investments in the past

contributed to the U.S. international balance of payments. For each

dollar of foreign investment, more than $2 of repatriated earnings were

produced for domestic oil development. U.S. oil companies were

enormously successful abroad and probably contributed more new capital

to the U.S. economy than any other industry. They distributed their

foreign earnings to shareholders in the U.S. as dividends and taxes were

paid to the U.S. Treasury.

In practice, the greater part of the price of a barrel of crude oil

ends up as revenue for governments, particularly the Federal Government.

The U.S. Government has the most expensive offshore lease sales in the

world! Federal lease sales and taxes add enormously to the cost of

producing oil, particularly in Alaska.
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Exxon recently published a study on "Adding up Taxes on Oil and

Gas," by Joseph M. Dukert, a Washington consultant. The following are

some of Mr. Dukert's findings:

Direct federal taxes on leading oil and gas companies from
1980 through 1984 far exceeded the dividends paid to their
shareholders. They even surpassed total net income earned
by those companies. In fact, these direct taxes were
almost twice as high as the national average for other
large companies.

The oil and gas industry contributes at least $35 billion each year to

federal and state governments. These costs can be broken down in an

average $1.20 gallon of gasoline as computed by the API.

$ .09 - Federal excise tax
.125 - State and local excise taxes
.05 to .15 - Severance taxes
.03 to .15 - Windfall Profit Tax
.08 to .09 - Royalties
.0125 - Property taxes
.01 - Corporate income tax on refiners
.01 - Corporate payroll taxes

to .64 Total Government Revenue (excluding taxes paid

by distributors and dealers, or lease bonuses)

B. Foreign Oil Supplies

Since World War I, oil is a strategic mineral. When the U.S.

entered World War 1, few U.S. Americans saw any connection between the

nation's security and petroleum reserves outside the U.S. However,

the U.S. Government made control over foreign oil reserves that were

needed for the U.S. navy and the U.S. economy its primary foreign-policy

objective. It is, therefore, important to maintain good relations with

our oil producing neighbors and allies, as well as secure refueling

depots around the globe for our armed forces. The proposed oil import

bills would harm our allies who are oil producers. A new import tariff,
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imposed to raise revenues to compensate for the virtual elimination of

the Windfall Profit Tax, as a result of the decline in the price of

crude oil, would boomerang on U.S. citizens.

After the Armistice, Lord Curzon declared "The Allies floated to

victory on a wave of oil." He might have said the American wave of oil.

U.S. refineries supplied 80% of Britain's petroleum products from 1914

to 1916, and in 1917 the U.S. supplied 92%. After the Russian

Revolution in 1917, the oil in Baku was cut off, creating a fuel oil

emergency. Fueling the Allied war machines drained many U.S. oilfields.

Unfortunately, the British soon forgot about the U.S. "wave of oil"

in winning the war. The British tried to prevent U.S. oil companies

from acquiring foreign sources of supply, and British officials went so

far as to claim that Great Britain controlled all fields outside the

United States and 50% of the world's oil reserves. (Ludwell Denny,

America Conquers Britain, New'York, 1930; and We Fight for Oil, New

York, 1928. Joseph Tulchin, The Aftermath of War, New York, 1971)

Then, there was World War II. Half of all the tonnage sent to

Europe to the war zones were oil products. In some invasions, oil

products made up 65% of the war supplies. This fact was brought out in

a speech by the U.S. Secretary of the Interior, Oscar 1. Chapman, at the

National Petroleum Conference in Caracas, Venezuela, in September 1951:

It is my opinion, --- the contribution of Venezuela in
this war effort never received the credit it deserves.
Your domestic oil production was increased by 50% during
the war and this Increase may have been the margin of
difference that tipped the scales of victory in our favor.
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Also, this country and mine, produced nearly all the
petroleum supplied to maintain the Allies military war
machine. Naturally, since the United States has worked
for a long time in the field of oil production, they made
the major contribution of oil in the war effort. However,
if you judge the contribution from another point of view,
the aid from Venezuela was second to none.

Earlier-in his talk, the Interior Secretary spoke of the first 12 months

of the Korean War when the United Nations shipped 50 million barrels of

oil products to supply our military forces. Once more, this was a

combined effort by the U.S. and Venezuela to supply the needed oil.

Lest we forget, who our allies are in time of war and peace! Let

us not repeat what we did to Venezuela under the Mandatory Oil Import

Program in 1959, and what the British did to us after World War I. We,

too, forgot the aid that made it possible to win a World War. If there

is any lesson to be learned from this, it is that nations, i.e.,

governments, are quicker to forget help given than individuals. There

is a certain irony here regarding the U.S.'s help for the Allies in

World War I, i.e., the way we were repaid by the exclusion of aliens

owning or operating oil properties within the British and Dutch Empires,

and the way the U.S. in turn prevented Venezuela's principal export from

entering the U.S. (during a very difficult internal period for

Venezuela). It is particularly curious when you remember how hard the

U.S. government worked for an "open door" for oil exploitation (Bernard

Baruch) after World War I and the fight for oil concessions,

particularly in the Western Hemisphere (Mexico, Colombia and Venezuela).

By 1925, U.S. oil companies were in Venezuela and starting to develop

its enormous oil reserves. They along with Shell made Venezuela the

largest exporter of oil in the world from 1928 to 1970.
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During World War I, the Federal Government tried to restore the

broad integration of the oil industry, which it had largely broken up

with the U.S. Supreme Court decision regarding Standard Oil, in 1911.

The dissolution of monopoly and the emphasis on competition changed to

a public policy that stressed cooperation. The Navy was concerned about

adequate supplies of fuel for the country's fleet. Foreign sources of

supply were needed to supplement domestic reserves.

This obsession for sufficient supply that drove U.S. Americans

after World War I, and the British and Dutch before them, seems to have

beer forgotten in the present discussions of oil imports. The United

States' dominant place in the worldwide struggle for petroleum was

driven by a fear of the exhaustion of domestic reserves. However, after

1949, the fear of depleting U.S. oil reserves seems to have disappeared

and has not been a strong factor in our public policy.

The United States has gone through three distinct periods of. public

policy since World War II. First, the period of thp 1950s and 60s when

U.S. policy was to protect the domestic producer. Second, the period of

the 1970s when U.S. policy was to protect the U.S. consumer against

higher priced oil and natural gas, as well as against air, water, and

land pollution. And third, the period of the 1980s when U.S. policy is

to use the oil industry to balance the Federal Budget. This is the most

dangerous period because the first two periods have weakened the

industry and left it less resilient to carry on under new taxes and

controls. The Federal Government has changed the oilman, who was a

great risk-taker, into a lawyer and lobbyist, who spends more time in

Washington than in the oil patch.
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We went through a so-called "energy crisis" during the Arab oil

embargo, and during-the 1970s U.S. oil production declined under Federal

controls, but there was no great fear of the exhaustio-, of domestic

reserves. Quite the contrary! Since the 1950s, when independent

producers pleas were against the entry of "cheap foreign oil," the U.S.

oil Industry has assumed that improved technology, deeper drilling and

enhanced oil recovery, as well as opening up Federal lands, and offshore

leases, would carry us into the twenty-first century.

People on-the same side can look at a problem like the recent

precipitous decrease in the price of oil and see different solutions.

The first side believes that an oil import tariff would damage our

national security. The other side calls for a "national security"

tariff on oil imports. Mack Wallace, Commissioner of the powerful Texas

Railroad Commission that regulates the petroleum industry in Texas, for

more than a year has spoken out in favor of oil import fees. The Texas

Independent Producers and Royalty Owners Association (TIPRO) also .

support an import tariff.

Texas raised the cry for oil import quotas in the 1950s. At that

time, Eisenhower was President, Johnson was Majority Leader in the

Senate, and Rayburn was the Speaker in the House - all from Texas!

President Eisenhower heard the cry and issued a proclamation, the

Mandatory Oil Import Program, on March 10, 1959. The most direct result

of the Federal import quotas was the creation of OPEC in 1960 and the

involvement of the Federal Government in the oil patch. For the

American consumer, it added up to increasing energy costs along with

declining reserves of petroleum.
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The MOIP served to prorate cheaper foreign crude oil through

quotas. In this manner, federal and state governments managed to

control production and competition. In 1969, the Department of the

Interior estimated the cost of "protecting" domestic oil production at

about $2 billion a year. Others (Douglas Bohi and Milton Russell)

contend that the program added $5 billion to direct fuel costs in 1969

alone.

Besides the burdensome bureaucracy that had to administer the

programs, granting the licenses (tickets) and handling the policy issues

(special exemptions) within the quota system, MOIP led to increased

imports of residual fuel oil, and domestic refineries thus increased

their gasoline production as they cut back on resid.

MOIP was called a national security matter!- Earlier in 1955, the

U.S. unsuccessfully applied voluntary restrictions. Oil was "being

imported into the United States in such quantities as to threaten to

impair the national security." In April 1957, the director of the

Office of Defense Mobilization certified to the President that there was

a threat to national security from oil imports. The MOIP took care of

this national security problem!

Now, please note that the MOIP quota system was finally scrapped on

April 18, 1973. Few remember this date. However, the October 1973 War

and the Arab oil embargo is still fresh in everyone's mind. Hardly a

newspaper or journal is printed in this country that does not daily

mention the villains who perpetrated this unfair act on our country.
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That we could be so angry because we could not buy oil from those whom

we had denied entry to our markets for 15 years is mind boggling. It

was one of the greatest American boomerangs. However, few in the United

States grasped the connection between 1959 and 1973.

This is all so confusing for most citizens. Even for Congress

sometimes, who not knowing that the embargo was applied only by the Arab

members of OPEC, simply punished all the members of OPEC by withdrawing

OPEC from the preferential tariff system accorded to developing

countries. The non-Arab members of OPEC did not participate in the

embargo - yet they were punished by the U.S. This was an illogical

retaliation for increasing oil production and helping the U.S. in a time

of crisis.

Yes, national security is indeed at issue. But it should not be

raised for the wrong reasons, such as a flag for certain domestic oil

producers, to the detriment of the common good - the nation and our

allies. Presently, there may be a surplus of supply over demand for

both oil and natural gas, however, there is a shortage of proven

reserves, and this should give us great concern! Replacing petroleum

reserves is the problem the U.S. should be concentrating on - not how to

tax the oil industry in order to balance the Federal Budget!

The continuing growth in the U.S. trade deficit is a result of

foreign exporters seeking higher profits through higher quality/cost

products rather than a maximum market share of the U.S. market. The
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best example of this is the Japanese automobile exports to the U.S.

after the U.S. applied quotas to Japanese car imports. The rest of the

world shifts its exports because the U.S. is the largest market.

The international oil market is shifting back to a more traditional

market of oil product exports. When the U.S. was the largest exporter

of oil, we didn't export crude, we exported kerosene and other products.

When Russia was the world's largest oil producer in the nineteenth

century, they too exported products. Refineries were built near the oil

fields. Once more, the U.S. is exporting oil products, and these new

exports would be hurt by an oil import fee.

If you pass an oil import tax on oil, you will oncE more distort

the energy industries in the U.S., and in a very short period make the

U.S. even more dependent on foreign imports, and give OPEC even more

leverage than it had in the 1970s in setting the price of oil.

Furthermore, an oil import fee/tariff would create a new

"entitlements bureaucracy." The oil fees would have a new group of

beneficiaries, e.g.: Northeastern consumers of heating oil, certain

small refiners, the petrochemical industry, farmers, our armed forces

that consume about 200 million barrels of petroleum products a year

(U.S. Air Force consumes over half of this). In the end, the expected

revenues from an oil import tariff will not materialize. The Windfall

Profit Tax is a fine example of dashed expectations.
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It has been stated before and I will repeat: consumers pay for

tariffs or taxes. Since tariffs and taxes misallocate capital and

labor, they encourage the inefficient operation of an industry and

inevitably make a country less competitive in world markets. And since

tariffs cause harm and hardship in other countries, they encourage

reciprocal actions, Canada, Mexico and Venezuela are our major sources

of oil imports. Canada helped us through the Arab oil embargo and the

winter freeze of 1977. Mexico has supplied over one-third of our oil

for the Strategic Petroleum Reserve and has a crushing foreign debt.

These neighbors would be harmed by a U.S. oil import fee. Tariffs or

import quotas can turn into behemoth boomerangs.
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MEETING THE CHALLENGE OF LOUISIANA'S ECONOMIC CRISIS

The close of 1985 finds Louisiana in economic crisis. The state's staggering

unemployment rate, which is second only to West Virginia's, and the chronic deficit

posture of state government, are indicators of its condition.

The crisis is an immediate problem. The crisis must be considered however,

in the context of Louisiana's limited, and weakened, economic base. Future crises

may only be averted by directing the state's attention to creating a stronger,

diversified economy.

The Louisiana Economic Acceleration Program (LEAP) proposes to create

immediate employment opportunities, accelerate the state's economic recovery,

and begin work on long-term economic diversification.

There are a multitude of statistics quantifying the extent and cost of

unemployment to the state's economy. It is impossible however to quantify the

effect on Louisiana's citizens and their families. The cost to the state's spirit is as

unacceptable as the cost to the economy.

Unemployment is a double burden on the state's economy. People without

jobs drain the state's coffers directly in the form of unemployment, health, and

medical benefits. During 1985 unemployment benefits will cost the state's

economy about 450 million dollars. That figure does not include amounts spent on

social services for the unemployed.

However, the greater burden to the economy relates to the fact that the

unemployed cannot pay taxes or spend money to support expanding economic

activity. No jobs, no tax revenues, no economic growth.

There are more than 215,000 unemployed people in Louisiana today. That is

more than the population of Shreveport. It is about three times the population of

Lake Charles.
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Unemployment in Louisiana over the first eight months of 1985 averaged 11.6

percent. This is in contrast to the national average of 7.4 percent for that same

period. Three-fourths of Louisiana's parishes (48 parishes) had unemployment rates

in excess of 10 percent. One in five of the parisnes (13 parishes) had

unemployment rates over 15 percent.

Especially troubling is the state's inability to break out of the highest

unemployment ranks. Over an 18 month period from the beginning of 1983, the

national unemployment rate fell steadily from 10.4 percent to about 7 percent

where it has remained through mid-1985.

Louisiana has shown no sign of sharing in this national recovery. The sthe's

unemployment rate remains stubbornly at more than 50 percent above the national

average.

The second indicator of economic crisis is the perilous fiscal situation of

state and local governments. Since 1983, the state has cut 277.6 million dollars in

expenditures. In 1984 over 900 million dollars of new taxes were levied.

In spite of the cuts and the increased tax rates, the state faces a deficit of up

to 177 million dollars this fiscal year. Parochial and local governments face

similar dilemmas.

Tax increases are not the answer. Raising tax levels has a chilling effect on

the economy. The purpose of the State must be to increase economic activity in

Louisiana, to get money moving again, rather than taking it out of circulation in

the form of increased taxes.

Louisiana must put her people to work, and encourage investors to put their

money to work in Louisiana. An economic recovery, sparked by new jobs and

investments will increase revenues for the state and restore Louisiana's sense of

purpose.
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LEAP is a three year program to create new jobs and revenue while

accelerating Louisjana's economic recovery. LEAP establishes an Economic

Diversification Fund within the State Treasury, the proceeds of which will fund

economic diversification programs.

LEAP utilizes Louisiana's strongest natural resource, oil and gas, as a tool.

Historically, Louisiana's state government has viewed oil and gas development as a

source of direct tax revenues.

LEAP views oil and gas development as an engine to accelerate the state's

economic recovery by providing cash and jobs to the state. Direct tax revenues are

forgone in favor of jobs, economic activity and indirect tax revenues.

Oil and gas drilling creates jobs and cash flow throughout the economy.

Initial analyses indicate that a single rig, running throughout the year, means jobs

for 516 people in Louisiana.

The rig represents 172 jobs in the oil and gas exploration and production

sector. Further, for every jbb in the oil and gas exploration and production sector

there are two others created elsewhere in the economy.

Relative to cash flow, it has been estimated that an average well drilled in

Louisiana costs more than a million dollars, (i.e. $1,023,079). Other studies

demonstrate that for every million dollars expended in the oil and gas exploration

and production sector, three quarters of a million dollars in sales occur elsewhere

in the economy. -

One of the most attractive aspects of LEAP is the fact that Louisiana has a

knowledgeable work force ready to walk back onto the drilling sites and start

operations.

There will be no lag-time training computer specialists or high tech

machinery operators. Louisiana's people know how to work the oil rigs, run the

seismic tests, prepare the mud, and operate the related service industries.
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Anyone familiar with Louisiana's economy recognizes that overdependence on

an ailing oil and gas industry is a major contributing factor to the state's current

economic problems. How then can LEAP expect to improve the state's position

using that same industry?

The answer lies in coaxing the entire U.S. oil and gas industry to give its best

performance over the next three years in Louisiana. Although drilling activity

nationally may be limited, Louisiana will distinguish itself from other producing

areas and attempt to pull as much activity as possible into the state for the three

year period.

The state will give producers a reason to drill in Louisiana rather than Texas,

Oklahoma, or Alberta. The state will provide oil and gas investors with an

alternative to "sitting next year out", and instead, encourage the investor to risk

drilling capital in Louisiana.

In order to understand the elements of the LEAP proposal, it is important to

understand the status of the oil and gas industry. It is not a healthy industry. In

the closing days of October 1985, drilling activity was down 27 percent nationally,

from the year before. Dismally, Louisiana's drilling was down 31 percent for the

same period. Industry forecasts indicate further declines in drilling activities for

1986.

Similar drilling declines over the last five years have affected Louisiana

tremendously. Since 1981 the state has lost over 19,000 jobs in oil and gas

exploration and production. The multiplier would suggest that another 38,000 jobs

were lost throughout the economy, for a total of 57,000 jobs.

Severance taxes in Louisiana have also decreased every year since 1981.

Severance tax revenues this year are expected to be down more than 25 percent or

250 million dollars from five years earlier. The downward revenue trend is

expected to continue.
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The reasons for the drilling declines are varied. Bps ic to an understanding of

the problem is a recognition that the oil market is distinct from the gas market and

they face differing market situations.

The market for oil is a world market, tied together by tankers transporting

crude from producing nations to consuming ones. Despite internal problems, OPEC

maintained its power to influence the world price for crude oil throughout 1985. A

premium commodity, Louisiana sweet crude has sold at about $28 per barrel all

year.

The demand for crude has likewise remained stable. Louisiana producers

report that they can sell crude oil, if they are willing to take the world-dictated

price. The lower price has caused a decrease in drilling activity throughout the

nation, as investors opt for alternative investments or wait out the lower price.

Unlike the relatively stable, though depressed, crude oil market, the market

for natural gas is in shambles. Despite prices at a fraction of what they were three

year ago, an excess of supply exists.

The market for natural gas is limited to North American producers and

primarily American consumers. The market's geographical boundaries are defined

by pipelines, since pipelines are the only economical means of transporting natural

gas.

Over the last few years, the price of natural gas has plummeted. Some

Louisianians recall Tuscaloosa Trend gas contracts signed in the early 1980's for $8

per Mef and more. In contrast, the November 1985 spot market price for Louisiana

natural gas was $2.03 per Mcf.

Higher natural gas prices in the early 1980's led to more production at the

very time consumers began to implement serious conservation efforts. Increased

production led to increased supply while conservation led to decreased demand.
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These factors combined to spawn an oversupply of natural gas, originally

referred to as a "bubble" of excess deliverability. The excess supply of natural gas

causes producers to fear that even if they find gas at competitive prices (i.e. in the

$2 per Mef range) there will be no buyers for the new gas.

Producers see the consuming end of the market as saturated with gas. Unless

market demand can be expanded, there is no reason to drill for gas not expected to

sell. This is particularly true given today's extremely competitive price structure

where profit margins have been shaved thin.

The differing market situations facing crude oil and natural gas require a

different combinations of incentives to promote increased drilling activity in

Louisiana. Oil producers need to see an improved bottom line to entice them to

move drilling activites to Louisiana, or indeed to commit investment dollars to

drilling anywhere.

Natural gas producers need encouragement at both ends of their market

before they will commit to drill. On the producing end they need to feel that there

is an opportunity to be competitive in the cutthroat national price battle.

On the consuming end, they need to see expansion of demand for natural gas,

either from new consumers or increased takes by present consumers. Expanded

demand will assure producers that there will be buyers for gas from new wells.

In addition to the market pressures described, there are a number of factors

outside of the market framework, each of which has the potential to profoundly

affect drilling activity in the United States. They are declines in the world price

of oil; changes in federal laws, (e.g. an abandonment of tax credits for oil and gas

operations under the Tax Simplification Plan); and federal regulatory changes, (e.g.

the Federal Energy Regulatory Commission's (FERC) proposed block billing

regulations).
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These factors are largely outside of Louisiana's control although pressure may

be exerted on the congressional and regulatory fronts. However, these factors

should affect all producing states uniformly. Therefore, if Louisiana distinguishes

itself through a state incentive program, it will maintain an advantage.

It should be noted that Outer Continental Shelf (OCS) activity is unrelated to

onshore Louisiana. At present, OCS development is driven largely by federal lease

considerations. In 1983 the federal government held its first, recoid-breaking,

area-wide lease sale. Blocks of OCS acreage were leased by the federal

government for millions of dollars.

Recently there has been minimal activity on these leased blocks because of

depressed market conditions. However, under the terms of the lease, if

exploratory activities are not underway by the conclusion of the lease period, all

rights under the lease will be lost.

Since the normal term of these leases is five years, increased OCS activity

may be expected in 1987 and 1988 due to lease pressure. This activity is

independent and outside of state influence.

The following section presents the elements of the LEAP proposal. The third

section discusses estimated impacts attributable to the proposal and the fourth

section deals with state policy, the industry, and LEAP.

ELEMENTS OF THE LOUISIANA ECONOMIC ACCELERATION PROGRAM PROPOSAL

The LEAP proposal ties short-term economic acceleration to long-term

economic diversification in a comprehensive package. The LEAP proposal is for a

three year period, which Is assumed to begin upon the enactment of the enabling

legislation. During the program period, exploratory oil and gas wells drilled in new

fields, and all subsequent developmental wells in the same field, will qualify as

LEAP wells. There are three major elements of the LEAP proposal.
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The first deals with the suspension of oil and gas severance taxes, as well as

the state's natural gas royalty, on production from LEAP wells. Producers applying

for such benefits would be required to certify that Lousiana labor would be utilized

to the maximum extent possible. The severance tax -provisions would be

administered by the Department of Revenue and Taxation. The royalty provision

would be administered by the Mineral Board.

The second element deals with state incentives for the consumption of

natural gas produced from LEAP wells. The state would provide an incentive of X

cents per MCF for such gas consumed in excess of the consumer's 1985 baseline

Consumption. This incentive will assure a market for natural gas produced from

LEAP wells.

The amount of the consumer natural gas incentive remains to be determined.

It will be established prior to drafting of enabling legislation, based on discussions

with market participants.

The incentive would be paid to qualified consumers at the end of the program

year. Applicants for the incentive would certify as to their 1985 baselevel of

natural gas consumption, as well as their increased consumption during the program

year. Further, documentation would be required as to the origin of the LEAP gas.

The natural gas incentive aspect of LEAP will be structured so that Louisiana

industrials and utilities are qualified applicants. LEAP will further provide that all

incentives received by a utility serving end-users (i.e. residential and commercial

customers) be passed through to those end-users. The natural gas incentive

element of the program will be administered by the Department of Revenue and

Taxation.
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The third element deals with an Economic Diversification Fund, which would

be established within the state treasury. During the program period, the Fund

would receive all state oil royalties from LEAP wells. At the conclusion of the

program period, all future severance taxes and royalties from LEAP wells would

accrue to the Fund.

The Fund would be the source of revenue for natural gas incentive payments

during the program period; remaining revenue in the Fund could be appropriated to

economic development programs. At the conclusion of the program period, the

Fund would be utilized to support long term economic diversification program plans

developed over the three year period.

All appropriations from the Economic Diversification Fund will be designated

as such in the state budget. Long term economic diversification program plans will

be developed during the three year program period and defined in legislation. Once

codified in the statutes, long term economic diversification programs will be

eligible for appropriations from the Fund.

Existing production, as well as severance and royalties accruing from existing

production (approximately 1.2 billion dollars) would be unaffected by LEAP.

ANALYSIS OF IMPACTS OF THE LEAP PROPOSAL

The LEAP proposal is designed to maximize speedy employment and

investment response. Although more thorough studies are underway, initial

calculations approximate the impact of the program.

Pending verification with econometric models, the state may expect that an

increase of 200 exploratory wells as a result of LEAP, over one program year, may

provide 10,000 new jobs, $15.2 million in increased revenues to the state and $360

million In increased personal income in Louisiana in the program year.
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Suspension of the severance tax on LEAP wells for the three year program

period is an ideal incentive to encourage speedy response. Suspension of severance

tax offers producers immediate price relief on oil and gas from new Louisiana

wells, improving the producer's cash flow situation from earliest production.

Since virtually all producing states have severance taxes, suspension of the

tax on new production is a clear means of distinguishing Louisiana as the state of

choice for drilling activities. Severance taxes are built into the producer's

economic analyses of nationwide drilling prospects. Suspension of the tax in

Louisiana will have a decided impact on the bottom line, drawing drilling capital

from around the country.

The severance tax provisions of the proposal are also in line with the

Program's goal of minimizing cost to the state. Realistically, the current oil and

gas markets go a long way toward minimizing the cost of severance forgone. If

producers don't drill there will be no new severance tax revenues to forego.

Severance tax and royalty revenues from production existing prior to LEAP's

start would continue to be collected by the state. The only tax revenues foregone

would be those from LEAP wells.

Revenue losses from weUs that might have been drilled without LEAP's

encouragement will be offset by increased revenues attributable to economic

activity generated by LEAP. Drilling investments will have expansive affects on

the economy. The re-employed will be paying income taxes, sales taxes as well as

other taxes. Further, they will no longer be draining state coffers but rather,

contibuting to them.

Natural gas royalties on state-owned production from LEAP wells will also be

foregone by the state. This additional incentive is offered to natural gas producers

In recognition of the more depressed natural gas market.
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There is a cost of LEAP not mentioned in the impact analysis. That is the

long-term cost of encouraging present use of Louisiana's finite natural resources.

This cost is incurred by the LEAP in consideration of the state's present economic

crisis. Certainly Louisiana does not have to wait until it is dead last, rather than

49th in unemployment before utilizing its strongest assets.

In order to assure maximum emplovirant, each application for severance tax

and royalty forgiveness will include a labor certification. The producer will certify

that Louisiana labor has been used to the maximum extent possible in exploration

and production of the oil or gas.

The second major element of the program is an incentive payment to

encourage additional consumption of natural gas by Louisiana consumers. Revenue

for the incentive payments will come from state crude oil royalties accrued from

new production activities spurred by LEAP.

In other words, if LEAP works, it will pay for the natural gas incentive itself.

If LEAP does not work, there will be no additional gas to be consumed, no

incentives to be paid, and so, no cost to the state.

The incentives are necessary because of economic disorder in the natural gas

market, nationally as well as in Louisiana. Even at nationally competitive prices,

Louisiana producers cannot find markets for new natural gas.

In order to assure that producers of natural gas drill in Louisiana, creating

the jobs and attendent economic benefits to the state, the state will endeavor to

provide additional markets for natural gas. Market expansion will be encouraged

by offering incentives to Louisiana consumers to buy additional amounts of natural

gas from new wells in the state. Utilities will be required to pass through benefits

to residential and commercial customers.
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In addition to assuring a market for new Louisiana gas, the incentive program

will assure that Louisiana's natural gas-consuming industrials remain competitive in

fierce national and international markets. Those Louisiana jobs will be protected

as well.

In order to qualify for incentives at the end of the year, the natural gas

consumer (industrial or utility) will apply to the Department of Revenue and

Taxation. The application will certify the consumer's 1985 baseline consumption,

the amount of natural gas used in excess of the baseline during the program year,

and provide documentation as to the purchase of gas from LEAP wells in an amount

equal, at least, to the excess consumption.

The third major component of the program is proposed in recognition to the

state's critical need to develop a diversified economy as part of a long-term

economic development plan. LEAP addresses the crisis as well as the underlying

weakness, by providing a planning and funding mechanism with which state may

implement long-term economic diversification plans.

At the conclusion of the three year program period, severance taxes and

natural gas royalties will be levied on future production from wells drilled under

the auspices of the program.

These severances and royalties from increased production attributable to

program incentives will accrue to the Economic Diversification Fund and be

dedicated implementing long range economic diversification plans.

The three year LEAP period may be utilitzed for developing economic

diversification programs. The plans should be developed as legislatively-approved

programs, their purpose and approach set down in the statutes.

At LEAP's conclusion the Economic Diversification Fund will receive the

revenue benefits of increased production. At that time, appropriations may be

made, and identified as such, to the economic diversification programs.
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-I--duing the program period, the Fund has revenues remaining after the

payment of natural gas consumer incentives those monies may be appropriated to

existing economic development programs. For example, the Small Business

Development Act of 1984 would be an excellent candidate for an appropriation

from the Economic Diversification Fund.

LEAP is limited to three years for a number of reasons. Foremost arnong the

reasons is that the state of Louisiana cannot afford to continue its economic

dependency on oil and gas.

The second reason for the Program's three-year term is that it will take at

least that long for Louisiana to take its place among its economically active sister

states. A recovery from 49th in unemployment will take longer than a few months.

The third reason or set of reasons concerns the oil and gas industry. A three

year period is long enough to fully attract the attention of producers nationwide.

Also, many experts.feel that a revival of the oil and gas industry may be expected

in three year to five years. If this is the case, Louisiana will be poised and ready to

take full advantage of the industry's comeback.

LEAP has a number of program requirements to assure that employment and

revenue benefits are safeguarded. First, producers applying for severance tax and

natural gas royalty relief will have to prove that the well in question was drilled

and completed during the program period. This may be done with the Office of

Conservation permits which are required prior to drilling.

The producer will also certify that Louisiana labor was utilized during

exploration and production activities to the maximum extent possible. This

certification will be similar to one required by the state's bonding authority with

regards to state funded projects.
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Second, industrial and utility consumers of natural gas will have three tests

to meet in applying for consumption incentives. They will have to certify 1985

baseline consumption of natural gas, certify the amount they use in excess of the

1985 baseline, and show with purchase certificates that the excess amount for

which the incentive is sought was purchased from LEAP wells.

Producers will certify LEAP well sales to pipelines, who will certify the same

to consumers. Since well production figures and transportation data are currently

kept by the Office of Conservation, the Program's impacts will be easily verified.

Residential and commercial consumers will not be troubled by the

verification procedure. Utilities, both private and public, which supply residential

and commercial consumers will meet the program certification requirements and

be required by statute to automatically pass through benefits to the end-user.

As a final safeguard, a legislative committee appointed by-the Speaker of the

House and the President of the Senate would be give legislative oversight authority

for the program. The committee would be authorized to order program audits

where indicated.

LEAP, STATE POLICY AND THE INDUSTRY

LEAP will help reshape Louisiana's business image nationally. It sends a clear

message: Louisiana wants you and your dollars doing business in Louisiana.

Equally important, it will send a message to the citizens of this state that

Louisiana has the willpower and the ingenuity to deal with problems facing the

state. This is a state of people wanting and ready to work and a government

prepared to give them that opportunity.

Given the critical nature of Louisiana's employment and fiscal situation,

LEAP is designed to encourage quick response from the oil and gas industry.

Because severance taxes and natural gas royalties will be suspended only for the

three year program period, wells drilled early in the program period will reap the

most benefit.
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Industry conditions also assure quick response. About 80% of "wildcat" or

exploratory wells are drilled by "independents", small oil and gas producers. Major

oil and gas companies like Exxon, Texaco and others are responsible for the

remaining 20 percent.

Today, like many other relatively small businesses, a number of independents

facing severe cash flow problems. Drilling under LEAP's terms wiU offer some

immediate relief to their cash flow situtation.

Banks, and other leading institutions to whom Louisiana independents are

indebted, may also be interested in LEAP. If banks foreclose, they get little

besides equipment. If they give the producer "another chance" there may be an

improvement in his overall financial condition.

Loans to finance new wells with guaranteed lower costs (e.g. severance tax

forgiveness) are relatively attractive risks. LEAP should be welcomed by lenders,

as well as by independents.

The majors find themselves in a different situation. Majors generally have

investment capital but may, because of corporate diversification, may have better

alternative investments. LEAP may provide the majors with the incentive

necessary to invest in drilling in Louisiana.

Finally, because drilling is off, drilling equipment and services are readily

available at very reasonable costs. Given incentives beyond those available in the

market place, it's a good time to drill for oil and gas.

Further, with regard to the oil and gas industry nationally, LEAP will leave

Louisiana well-positioned. The state's oil and gas producers will be activated and

able to quickly and easily increase production to meet demand as the market

recovers nationally.
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It is expected that both shallow and deep wells will be drilled under the

auspices of LEAP. In terms of employment benefits to the state, it does ndt

appear that either shallow or deep wells are markedly more advantageous. A

number of shallow wells, each employing a drilling crew, can be drilled over. the

same time period It takes to drill a single deep well. In addition to a longer

employment term for the crew, a deep well will require more equipment and

services (and related employment) like specialized mud, pipe, and drill bits.

From the producer's standpoint, the program should he attractive for either

type of well. Shallow wells cost less to drill and so an incentive (a 7 cent per Mcf

cost reduction) may have a dramatic affect on the "bottom line." On the other

hand, deep wells generally produce more, multiplying the impact of an incentive.

LEAP should have little impact on existing oil and gas production In the

state. This largely because drilling activity is financed by lenders who are repaid

with proceeds from the well's production. In order to pay for a well, it must be

kept in production.

In the case of an older well that has already paid out, it is likely to be

producing oil or gas the producer can afford to sell cheaply. The producer will

want to maintain that production in order to lower his average sale price. Further,

impacts on existing natural gas production should be minimized by the market

expansion generated in Louisiana for new gas by the state's consumer incentive.

Similarly, there should be little impact on the national oversupply situation.

There may be concern that producers might cap existing wells and drill new

wells into presently producing pools in order to avoid severance taxes. This

concern may be addressed on regulatory and economic grounds.

First, the State's Office of Conservation keeps track of all wells drilled in

Louisiana. Attempts to drill in presently productive pools will be quickly

recognized.

-16-



553

Second, it is unlikely that a producer would expend the capital, on average of

a million. dollars, to drill a new well in a producing field just to get a severance

break. There are no geophysical guarantees that production will be resumed with

the second well.

No other state has undertaken an initiative similar to LEAP. Other states do

not have Louisiana's combination of economic problems and geological conditions

that favor the response expected in Louisiana.

However, the Canadian government, along with its oil and gas producing

provinces, have embarked on a related program. Changes in Canadian energy

policies brought about a 21 percent increase in oil sales to the U.S. and a 27

percent increase in gas sales over a six month period.

Canada's situation differs from Louisiana's; Canadian provinces own the

mineral resources within their boundaries. Not surprisingly, Alberta which

produces 85 percent of Canada's oil and gas, is anxious to take advantage of the

employment and revenue advantages of increased production.

In the spring of 1985, the Canadian federal government reached an agreement

with the oil and gas producing provinces of Alberta, Saskatchewan and British

Columbia termed the Western Accord. The Western Accord called for increasing

energy Investments and creating additional jobs through decontrol of crude oil

prices, a policy of deregulation of natural gas, and a phase-out of the petroleum

and gas revenue taxes. The province of Alberta has also lowered its royalty

substantially to increase employment and investment.
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Given the Canadian's recent policy stance, Louisiana competes even for

dollars that might otherwise go to Alberta or Saskatchewan. In order to achieve its

employment and fiscal purpose, the state must distinguish itself as the premier

location for drilling investment in the Northern Hemisphere. Louisiana is indeed

fortunate that the most critical factor, the excellent natural resource base has

preceded the state by millions of years.

The state needs only to create an economic atmosphere. LEAP sets the tone.

Louisiana wants the jobs and the dollars and is witling to sharing the risk to get

them.
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QUESTIONS AND ANSWERS ON THE LOUISIANA ECONOMIC ACCELERATION

PROGRAM (LEAP) PROPOSAL

1. Why does Louisiana need LEAP? Louisiana is second only to West Virginia in

unemployment and is facing a state deficit despite budget cuts and increased taxes.

These crisis conditions are indicative of a weak state economy.

2. What is LEAP's purpose? LEAP is designed to accelerate Louisiana's

economic recovery, easing unemployment and fiscal problems, while providing

planning and funding mechanisms for long-term economic diversification.

3. Why utilize Louisiana's oil and gas resources, especially in light of the

weakened condition of the oil and gas industry? In order to work, LEAP needs an

industry that can quickly provide jobs and investments in exchange for state

incentives. LEAP targets oil and gas drilling because Louisiana's resource base is

proven and there is a knowledgeable, trained workforce ready to walk back onto

drilling sites and start operations. There will be no lag-time training computer

specialists or high tech machinery operators. Louisiana's people know how to work

the oil rigs, run the seismic tests, prepare the mud, and operate the related service

industries. There is also an abundance of idle drilling rigs, equipment, and service

companies.

4. What are the elements of LEAP? LEAP is a three year program. During the

program period exploratory oil and gas wells drilled in new fields, and all

subsequent wells in the same field, will quality as LEAP wells.

First, severance taxes and the state's natural gas royalties on LEAP wells will be

forgone for the program period.
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Second, Louisiana's natural gas consumers will receive an incentive from the state

of X cents per Mcf for consumption of gas from LEAP wells consumed in excess of

1985 consumption levels.

Third, the Economic Diversification Fund will be established to pay for the natural

gas consumer incentive during the program period and to provide revenues for long-

term economic diversification programs at LEAP's conclusion. State oil royalties

from LEAP wells will be dedicated to the Fund immediately. At the end of the

program period all severance taxes and royalties from LEAP wells would accrue to

the Fund. Existing production and related revenues are unaffected by LEAP.

=. Why suspend the severance tax? Suspension of severance tax is the one area

that the State controls which can have an immediate positive impact on the

marketability of Louisiana oil and gas. The suspension of severance allows the

"bottom line" on many wells to shift from marginal to positive, thus spurring

drilling activity. It also improves the producer's cash flow situation from earliest

production, when such relief is needed most.

6. Why suspend natural gas royalties and offer additional incentives on the

natural gas marketing end? The incentives are necessary because of the current

economic disorder in the natural gas market, nationally as well as in Louisiana.

Suspension of the severance tax and gas royalties from state lands on natural gas

will encourage producers to drill. However, further incentives will assure that

there are buyers for LEAP gas.
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7. How is Louisiana assured of long-term benefits from LEAP? The Economic

Diversification Fund will provide revenues dedicated to the implementation of

long-term economic diversification plans. Such plans will be developed over

LEAP's three year period and defined In the statutes in order to be eligible for

appropriations from the Economic Diversification Fund. The Fund is the State's

way of announcing that all revenues generated from LEAP wells are forever

dedicated to the diversification and expansion of Lousiana's economy.

8. What safeguards will be built into this program to ensure that employment

and revenue benefits are realized? First, producers applying for severance and

royalty relief will have to prove that the well in question was drilled and completed

during the program period and is in a new field. This may be done with the Office

of Conservation permits which are required prior to drilling. Secondly, the

producer will certify that Louisiana labor was utilized during exploration and

production activities to the maximum extent possible. This certification will be

similar to one required by the state's bonding authority with regards to state

funded projects. Applicants for consumer natural gas incentives will certify 1985

baseline consumption, excess consumption for the program year, and document that

excess consumption amounts come from LEAP wells. Finally, a legislative

committee will be appointed to give legislative oversight of th, program, with

authorization to order program audits where indicated.
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9. Will there be a quick response to the program? Industry conditions assure a

quick response. Because severance taxes and natural gas royalties will be

suspended for only a three year period, wells drilled early will benefit the most.

Additionally, many independent producers (the group responsible for the vast

majority of exploratory drilling) are facing severe cash flow problems. Immediate

drilling and production will provide some relief to this situation. Also, drilling

equipment, and service costs are currently very low, thus creating additional

incentives to drill now.

10. Why limit the program to three years? First and foremost the state cannot

afford to continue its economic dependence on oil and gas. Second, it will take at

least that long for Louisiana to become competitive with its economically-active

sister states. Third, three years is sufficient time to attract the attention of

producers nationwide. Also, many forecasters predict the revitalization of the oil

and gas industry in the next three to five years. In this case, Louisiana will be

poised and ready to take full advantage of the industry's comeback.

Il. What will LEAP cost the state? The cost of LEAP will be the long-term cost

of encouraging present use of Louisiana's finite natural resources. This cost is

incurred by the LEAP in consideration of the state's present economic crisis.

Certainly Louisiana does not have to wait until it is dead last, rather than 49th in

unemployment before utilizing its strongest assets.

-22-
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12. What employment and revenue impacts may be generated by LEAP? Pending

- verification with econometric models, the state may expect that for every increase

of 200 exploratory wells as a result of LEAP, over one program year, may provide

10,000 new jobs, $15.2 million in increased revenues to the state and $360 million

in Increased personal income In Louisiana during the program year.

13. How will the proposed program affect the state's business image? It will send

a clear message that "Louisiana wants you and your dollars doing business in

Louisiana". Equally important, it will send a message that Louisiana has the

willpower and the ingenuity to effectively deal with its problems.

14. Have other governments taken similar steps? No other state has undertaken

a program similar to LEAP. However, the Canadian government, along with its oil

and gas producing provinces, has embarked on a related program. Changes in

Canadian energy policies brought about a 21 percent increase in oil sales to the

U.S. and a 27 percent increase in gas sales over a six month period. Additionally,

active rig counts have increased markedly.

15. What can Louisiana do about national and international factors influencing

the oil and gas market? There is nothing Louisiana can do to affect the world

market. Other factors, like FERC regulatory controls and proposed congressional

tax law changes, are subject to state pressure. Louisiana's story must be told at

every opportunity.
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16. Is this proposal a final one? This proposal is by no means a final one. This

proposal -is presented as such, in the belief that public discussion and

recommendations can only strengthen it. Construtive criticism and suggestions

are, by means of this proposal paper, actively solicited from the citizens of

Louisiana, as well as those who presently, or may in the future, do business in our

state.
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STATEMENT OF MACK WALLACE, COMMISSIONER, RAILROAD
COMMISSION OF TEXAS, AUSTIN, TX

Mr. WALLACE. Mr. Chairman and members of the committee, my
name is Mack Wallace and I am the senior member of the Railroad
Commission of Texas, the State agency which, among other things,
regulates the exploration and production of oil and gas and the
transportation for sale of natural gas to the consumers of Texas.
Our agency regulates the production of about 30 percent of the nat-
ural gas consumed in this country and about 30 percent of the
crude oil.

I have seen eight Secretaries of Energy come and go. I have filed
with the committee my formal statement for the record; and for
the time I am permitted to address this committee, I will make the
following points. The United States is in a most grievous situation.
Current prices for crude oil are well below reserve replacement
levels. If present conditions continue, and they will unless we
choose to reverse them, we will lose fully one-third of this Nation's
producing capacity within 4 years. When that occurs, we will find
ourselves in a position of greater dependence on imports than in
the darkest days of the 1970's.

I don't think any of us want to relive that. Seventy-five percent
of the crude oil and products produced in the world today is pro-
duced by governments and not oil companies. The production,
transportation, and distribution of oil and gas then becomes an in-
strument of foreign policy. Since 1972, the United States has spent
more than $549 billion for imported crude oil and crude oil prod-
ucts. The United States has reserves of about 27 billion barrels,
while north Africa, Saudi Arabia, and other Mideast countries
have reserves of 433 billion barrels.

My question is: How can a 12 barrel a day well in the United
States compete with a 40,000 barrel a day well in Saudi Arabia pro-
duced from a government lease with substandard labor? The
Saudis can alone control the price of world crude, as they demon-
strated in 1973, and as they are further demonstrating today. In
east Texas, we learned in grammar school a simple phrase: Fool
me once, shame on you; fool me twice, shame on me.

Unless the administration and the Congress develop a national
energy plan which addresses the situation with an import tax, we
will face severely dwindling supplies for our national security.
Such an import fee can be the cornerstone of hopefully bipartisan
domestic energy policy for which all could share responsibility. We
simply cannot continue as a democracy without fuel. Surely, the
domestic ability to produce oil and gas is as important to the
Nation as a 25 percent tariff on asparagus or a 31 percent tariff on
wool lace. Mr. Chairman and members, America's domestic ability
to produce oil and gas cries out for stability.

With the threat of tax reform and removal of incentives from the
production sector, along with the Saudi control of the world
market, I believe that an imposition of a variable tariff on import-
ed crude oil and crude oil products is an essential step in that di-
rection. And Mr. Chairman, if I might indulge for just a moment, I
want to compliment you on analyzing the Saudi intent, for they
have published it for years and they have followed exactly what
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they said they intended to do. And it was a promise made by Sheik
Yamani in Cairo in 1984 that prompted me to appear before the
New York Times editorial board in December 1985 and discuss the
import tax question with them.

And in February of that year, they wrote their first lead editori-
al urging an import tax on that product and have written five or
six since. And here is the statement: Arab oil will again-they
made this statement in Cairo in- 1984 in the month of April-
become a political weapon by 1987 because the Western world
cannot live without it, said Saudi Arabia's oil minister, Sheik
Yamani; and they have done exactly what they intended to do. And
he is using 1987 as a benchmark because he is aware of our produc-
tion in this country, as we are aware of it; and the price drop that
they have imposed is the first shot in his political war with the use
of crude oil. Thank you, Mr. Chairman.

Senator WALLOP. Thank you, Mr. Wallace.
Mr. Wishart?
[The prepared written statement of Mr. Wallace follows:]
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TESTIMONY

OF

MACK WALLACE, SENIOR MEMBER

RAILROAD COMMISSION OF TEXAS

BEFORE THE

UNITED STATES SENATE

COMMITTEE ON FINANCE

WASHINGTON, D.C.

FEBRUARY 28, 1986

Mr. Chairman:

Members of the Committee:

My name is Mack Wallace. I am the senior member of the

Railroad Commission of Texas, the state agency which, among other

things, regulates the exploration and production of oil and gas

and the transportation and sale of natural gas to the consumers

of Texas.

I ain most pleased to have this opportunity to submit testi-

mony on what I consider to be a crucial issue: The need to

impose a tax on crude oil and crude oil products imported into

this country.

I

Let me begin by being blunt. We must take swift action to

extricate this nation's energy base from its current nose dive

into subjugation under the direction of foreign governments.

Presently, we are losing the *energy war" by default.
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Recent events of the past few days, weeks and months affect-

ing this nation's energy position in the world should be cause

for grave concern to all Americans,

I am convinced we are witnessing an approaching tragedy with

staggering consequences that threaten not only our economic

stability but our national security as well.

These events impinge directly on the ability of the United

States to search for and produce the natural resources that are

absolutely essential to our national interest.

II

The jeopardy we face is dramatically illustrated by looking

at current drilling information -- drilling activity in the

_ United States has fallen to levels not seen in the last 10 years.

A total of 7,419 permits were issued to drill for oil and

gas in the United States during the month of January -- a decline

of 13.3 percent from the comparable period in 1985. New field

wildcat permits issued for the month numbered 636 -- down more

than 28 percent from one year ago. Other exploratory permits --

drilling in and near existing fields -- totaled 731, a decline of

more than 30 percent from the January, 1985 total.

There is more oil and gas yet to be found and produced in

America -- lots more with our improving technology -- but not

under the present circumstances of foreign manipulation, coupled

with the lack of a long-range national energy policy.

Our imports of crude oil and products, on the other hand,

are creeping upward and presently amount to 5 million barrels a

-2-
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day, roughly 30 percent of our needs. Since 1972, the United

States has spent $549 billion for oil and oil product imports.

These numbers are unacceptable to me,. especially at a time

when our own government is also considering increasing taxes in

the guise of tax reform on our energy explorers and producers.

Yet, the present administration and many in the Congress

seem oblivious to the danger at hand.

Nine months ago, the Texas Legislature, by concurrent

resolution, called on the President and the Congress to impose a

tariff on all imports of foreign crude oil and foreign petro-

chemical products, declaring that the stability of America's oil

and petrochemical industries is being threatened.

In the U.S., we saw our reserves of oil and gas decline in

the 1960's. We saw both reserves and production decline at

alarming rates during most of the 1970's, and with that decline

the intolerable dependence of this country on foreign energy

supplies.

With the level of drilling of the early 1980's, we adde,1

reserves equal to production and stabilized production. We now

face acutely depressed drilling activity and with it the certain

return to the decline and dependency of the 1970's.

III

Let me put some numbers on the decline and dependency we can

expect with oil prices at $15 per barrel.

In the U.S. we have a large volume of production coming from

wells-with a low daily yield. In Texas, a good representative of

the U.S. lower 48, more than 95% of all wells produce less than

-3-
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50 barrels per day and two-thirds of all wells produce 10 barrels

a day or less, the so-called stripper wells.

Obviously, production from these low-yield wells is very

sensitive to price. In the U.S. a total of 1.3 million barrels

per day is produced from about 350,000 stripper wells. About

400,000 barrels a day come from wells producing three barrels per

day or less. At $15, the great bulk of these wells and a

significant number of other more costly stripper wells, will be

plugged and abandoned. In excess of 400,000 barrels a day of

capacity will be lost over the next 12 months. If prices were to

fall to $10, the loss would be closer to a million barrels a day.

Severely reduced cash flow at $15 per barrel will reduce oil

drilling drastically, both for reserve growth and new field

discovery, yielding a corresponding loss of reserve additions.

While additions nearly equalled production over the past five

years, the reduction in drilling at a $15 price will result in a

lower 48, non-stripper production decline of about 5% annually.

This translates to a production loss of 2 million barrels per day

by 1990, and nearly 4 million barrels per day by 1995.

Alaskan North Slope production, now 1.7 million barrels per

day and chiefly from the Prudhoe Bay Field, will go into normal

decline in 1987. An annual decline rate of between 12 and 15% is

anticipated. This will reduce Alaskan North Slope production to

about I million barrels per day by 1990, and to 600,000 barrels

per day by 1995. While about I million barrels a day of addi-

tional capacity exists in already discovered, smaller fields on

-4-
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the North Slope, production and transportation costs will make

this capacity uneconomical at $15 per barrel.

IV

U.S. consumption of oil and liquids has stabilized at about

15.5 million barrels per day over the past four years, after

marked declines earlier. At $15, increase in demand will be

stimulated. By 1990, demand could be between 16.5 and 17.5

million barrels per day. Even at a conservative growth rate, our

projected 1990 import level will be equal to the highest levels

of the 1970's. By 1995, we could be depending upon imports for

two-thirds of our supply.

As the free world's largest producer and consumer of petro-

leum, we should not allow that to happen again.

The ability of the United States -- all regions of the

United States -- to provide a secure domestic energy resource

base is a national issue and a strategic part of our national

security.

We are all in this boat together. No purpose is served for

one region of America to point to another and say, "Your end of

the boat is sinking...I

I can assure you, when it comes to energy, we will sink or

stay afloat together.

News stories talk about the glut of world oil being nexac-

erbated" by OPEC. I would declare that the present situation is

not *exacerbated" by OPEC, it is "caused' by OPEC.

-5-
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V

Today's shattered oil market is nothing more than the

calculated result of another determined effort by the Saudi

Arabians to manipulate energy exploration, production, and price;

as well as thwarting development of alternative energy sources.

They are succeeding. If this OPEC scheme is not challenged

now, we shall be brought to our knees once again, as we were in

1973.

I urge you, in the strongest terms possible to respond

swiftly to this challenge. We must not return control of our

energy destiny to unstable foreign sources.

The most important action this committee can take is to

recommend the imposition of a sliding tariff on imported crude

oil and crude oil products targeted at an agreed upon price.

Revenues generated would depend on the magnitude and level

of the tariff.

Such revenues could be aimed at reducing this country's

unconscionable deficit.

But, the long-term, primary value of such a tariff on

imported crude oil and products far exceed any benefits to the

budget deficit.

We will have stabilized America's ability to produce our

natural resources. We will have declared to the world that we

consider the exploration and production of our energy needs to be

absolutely essential to our national security.

-6-
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Members of this Committee, today, we find ourselves in

common peril. If we are to survive, we must join in common

purpose.

This nation must come together as one wheel with many spokes

-- all determined to move the United States in the direction of

energy production at home, which means jobs, self-reliance and

national security.

For this reason, I urge this Administration and the Congress

to enact as an emergency measure a "national security" tariff on

crude oil and crude oil products imported into America. As I

said earlier, this tariff could be a "sliding" tariff which would

send a clear signal to oil producing countries that we are going

to shore up our domestic capability and declare that we are

prepared to protect our own reserves.

Let such a tariff become the cornerstone of a bipartisan

domestic energy policy for which all can share in the

responsibility.

VI

In this economic war for energy, I believe that if action is

not taken now and Saudi Arabia or any other foreign government is

permitted to continue to manipulate production levels and price,

the first casualty in this world-wide scenario %ill be the United

States followed by Britain's North Sea fields.

The control of energy, then, will be effectively placed for

the foreseeable future in the hands of Persian Gulf producers and

the West will have been dealt a crippling blow in its domestic

ability to produce oil and gas.

-7-
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At a national coal conference in Chicago in 1979, 1 warned

that the energy lifeline to the West from the Persian Gulf is

dangerously susceptible to disruptions from a variety of sources.

I specifically named the following:

-- a rebel coup;

-- a blockade of the Straits of Hormuz;

-- an invasion of Kuwait or Saudi*Arabia; or

-- an interrupted shipping lane by one of the warring

nations of the African continent.

Is there anyone in this room secure in the knowledge that

none of these could occur today or within one to five years?

In conclusion, let me ask you to consider these factors:

-- By virtually all reports I have received from opera-

tors, exploration and production budgets for the United

States have been slashed substantially. This will

effectively put this country under a drilling program

that only protects lease holdings.

-- A U.S. Department of Energy proposed National Energy

Plan forecasts increased reliance on oil imports into

the next century. By 1990, the U.S. will be more

heavily dependent on oil imports than it was before the

1973 oil embargo. A decline in domestic production is

forecast.

-- Middle East and North Africa reserves of 433 billion

barrels dwarf U.S. reserves of 27 billion barrels.

-- 75 percent of the crude oil and products in the world

is produced by governments -- not oil companies. The
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production of oil and gas then becomes an instrument of

foreign policy. This is clearly illustrated by the

Soviet Union's decision of a few months ago to withhold

the deliverability of crude oil to Western nations

thereby raising the price of crude oil.

-- Approximately one-half of the U.S. trade deficit is in

crude oil and product imports.

In times of danger, it has been this nation's history to

rally its forces to figbt for the values it considers essential

to its survival.

Time and time again, the forces of the United States --

whether they be political, economic or military or from one

region or another -- have joined together to deflect strikes

aimed at its cherished values.

One of the most basic of those values has been American

independence. And, in our modern history, one of the ways we

have successfully defended our independence has been through the

recognition -that a secure, domestic energy resource base is a

strategic part of our national portfolio.

A national goal of energy independence that assures this

country a long-term, adequate fuel supply has been a long-

standing one -- up until now.

Isn't it time we take the necessary steps to free ourselves

from this foreign dependence?

Isn't it time we free ourselves economically and free

ourselves strategically?
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Must we wait for an international disaster before we take

the energy steps necessary for our own national interest and

security?

Thank you. I will be happy to respond to any questions you

may have.

-10-
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STATEMENT OF RONALD S. WISHART, VICE PRESIDENT OF
PUBLIC AFFAIRS, UNION CARBIDE CORP., STAMFORD, CT, ON
BEHALF OF THE CHEMICAL MANUFACTURERS ASSOCIATION
Mr. WISHART. Mr. Chairman, members of the committee, I am

Ronald S. Wishart, vice president of public affairs of Union Carbide
Corp.; and it is a privilege to appear before you again, Senator.

Senator WALLOP. Thank you.
Mr. WISHART. Today, I appear on behalf of more than 1,800 com-

panies in the chemical, petrochemical, fibers, and plastics indus-
tries to oppose a tax on oil, especially an oil import fee, whether for
Federal budget deficit reduction purposes, tax reform, or for
claimed national security reasons. We have reviewed S. 1997 and S.
1507 and cannot support either. Like other forms of oil import
taxes, they would, one, cost the Government substantially more
than the revenues they bring in; two, seriously impair economic
growth; and three, devastate the international competitiveness of
the chemical, fibers, and plastic industries, and export American
jobs, and mark a return to massive Government intervention in the
U.S. energy markets.

Recent studies by Data Resources, Inc. for CMA, the Chemical
Manufacturers Association, and PEG, the Petrochemical Energy
Group, show oil taxes are a particularly inefficient way to raise
Federal revenues. The $5 per barrel tax on oil imports will geaer-
ate approximately $10 billion in revenue, but reduced economic
growth, increased unemployment, and higher inflation generated
by the tax will raise Federal, State, and local governments' costs
about $21 billion a year. This tax would damage the economy and
increase the deficit in our view. Even if the tax were applied to all
oil, both domestic and imported, net revenues would only be about
25 cents per dollar of tax. There will be strong pressures for exemp-
tions to the tax for home heating oil, agricultural uses, and imports
from Mexico, Canada, Great Britain, and Venezuela, among others,
which will reduce revenues further, I am sure.

In addition, the DRI simulation of a $5 per barrel oil tax shows
real GNP, investment, disposable income, and U.S. exports would
go down significantly as compared to the no-tax case. The ironic
result of an oil tax will be to cause serious economic harm al-
though it is intended to strengthen the economy by shrinking the
deficit. The industries I represent today will be hit twice as hard as
U.S. industry generally. This is because oil and gas and their de-
rivatives are used as raw materials in these industries in the same
way the steel industry uses iron ore. These industries are also
energy intensive in their fuel use despite massive strides in conser-
vation during the last 10 years. For basic petrochemicals such as
ethylene, feedstock and energy costs run to about 75 to 80 percent
of the total production costs.

You know, it is definitive that basic industry in this country is
energy intensive, and there is a great deal of bewailing at this
present time the decline in the basic industry in the United States.
What would happen with this sort of a situation-the application
of an import fee of $5 on what might be a world price of $15 for
oil-is you are asking the United States' basic industry to compete
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in the world at a 33 percent higher energy cost than their foreign
competition. The number of jobs on the line is tremendous.

Look at the plastics industry, for example. U.S. direct employ-
ment among the companies making plastics products is more than
900,000. Another 1.1 million jobs are required to provide raw mate-
rials, machinery, and other supplies. These 2 million jobs created
by the U.S. plastics industry account for 7.5 percent of the U.S.
manufacturing work force.

Some have urged a tax on imported oil as a national security
measure, but we urge you to consider the adverse impact on na-
tional security of our basic petrochemical, plastics, and fibers in-
dustries if they are forced overseas. Petrochemical-based synthetic
and plastic materials are used in aircraft, rockets, military vehi-
cles, and weapons. I am emphasizing here another aspect of nation-
al security. We have been dealing with the concern-the spectre
raised in the 1970's-of the heavy dependence of Arab OPEC oil.
That has been sharply diminished as the statistics suggest. Our
problem today, from the national security standpoint, is a weaken-
ing of the basic industrial fiber of the United States; and I think
that has to be considered in the same context as our concern about
oil importation, which we have diminished to a significant extent
by the increase in production in other areas of the world than the
Arab OPEC and by an emphasis on our importing relationships
with the Western Hemisphere countries.

I see my time is up. I do want to say also that I think there are
very viable arguments about concern for the impact of Government
controls. Any such import fee as this will require help for disadvan-
taged portions of the economy, and anyone who lived through the
1960's, as I did, and the 1970's has too fresh a memory of the ef-
fects of that to want to see it reimposed. Thank you.

Senator WALLOP. Thank you, Mr. Wishart. Tom Donohue?
[The prepared written statement of Mr. Wishart follows:]



575

TESTIMONY OF RONALD S. WISHART
ON BEHALF OF

THE CHEMICALS, FIBERS AND PLASTICS INDUSTRIES

Mr. Chairman, members of the Committee,-I am

Ronald S. Wishart, Vice President, Public Affairs, of Union

Carbide Corporation. Today I appear on behalf of more than

1,800 companies in the chemical, petrochemical, fibers, and

plastics industries l/ to oppose a tax on oil, especially an

oil import fee, whether for federal budget deficit reduc-

tion, tax reform purposes, or for claimed national security

reasons. We have reviewed S. 1997 and S. 1507 and cannot

support either. Like other forms of oil import taxes they

would:

1. cost the government substantially more than the

revenues they bring in;

I/ Mr. Wishart represents the following associations: the
Chemical Manufacturers Association: (CMA) is a
non-profit trade association whose member companies
represent more than 90 percent of the productive
capacity of basic industrial chemicals within the
United States; The Man-Made Fiber Producers
Association: (MMF) is a non-profit trade association
of the producers of over 90% of all synthetic fibers
produced in the U.S. Man-made fibers constitute 75% of
all fibers used in the U.S.; The Petrochemical Energy
Group: (PEG) is an ad hoc group of U.S. independent
petrochemical producers responsible for a substantial
share of U.S. petrochemical production; and The Society
of the Plastics Industry, Inc.: (SPI) is a trade
organization of more than 1,800 members repr' senting
all segments of the plastics industry in the U.S.
SPI's membership is composed of resin manufadtv~rers,
distributors, machinery manufacturers, plastics
processors, mold-makers and industry-related
categories. Founded in 1937, SPI serves as the "ve.ice"
of the plastics industry.



576

2. seriously impair economic growth;

3. devastate the international competitiveness of the

chemical, fibers and plastics industries and

export American jobs; and

4. mark a return to massive government intervention

into U.S. energy markets.

DEFICIT REDUCTION

Recent studies by Data Resources, Inc. (DRI) for

CMA and PEG show oil taxes are a particularly inefficient

way to raise federal revenue. A $5-per-barrel tax on oil

imports will generate approximately $10 billion in revenue.

But reduced economic growth, increased unemployment and

higher inflation generated by the tax will raise Federal,

state and local governments' costs about $21 billion/year.

This tax would damage the economy and increase the deficit.

Even if the tax were applied to all oil, both domestic and

imported, net revenues would only be about 25 cents per

dollar of tax. This revenue will be further reduced by

exemptions to the tax for home heating oil, agricultural

uses, and imports from Mexico, Canada, Great Britain, and

Venezuela, among others.

In addition, the DRI simulation of a $5/bbl oil

tax shows real GNP, investment, disposable income and U.S.

exports would go down significantly as compared to the "no

tax" case. The ironic result of an oil tax will be to cause

serious economic harm, although it is intended to strengthen

the economy by shrinking the deficit.
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OUR INDUSTRIES DOUBLY IMPACTED

The industries I represent today will be hit twice

as hard as U.S. industry generally. This is because oil and

gas and their derivatives are used as raw materials in these

industries in the same way the steel industry uses iron ore.

These industries are also energy intensive in their fuel

use, despite massive strides in conservation during the last

10 years. For basic petrochemicals such as ethylene,

feedstock and energy costs run about 75 to 85 percent of

total production costs. 2/

An oil import tax will make it highly disadvanta-

geous to produce our products in this country. We will be

unable to compete in foreign markets with producers who have

no tax on their energy and raw materials. An import tax

would also flood the U.S. market with imports from foreign

producers of chemicals, plastics, fibers and finished

products who have no tax to increase their production costs.

The result will be lost production, shut down facilities and

lost jobs. The number of jobs on the line is tremendous.

Look at the plastics industries, for example.

U.S. direct employment among companies making

plastics products is more than 900,000. Another 1.1 million

jobs are required to provide raw materials, machinery and

2/ The Probable Impact on the U.S. Petrochemical Industry
of the Expanding Petrochemical Industries in the
Conventional-Energy-Rich Nations, U.S. International
Trade Commission Publication No. 1370, April 1983.
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other supplies. These two million jobs created by the U.S.

plastics industry account for 7.5 percent of the U.S.

manufacturing workforce.

A DRI study of a $5-per-barrel import tax done for

CMA last year 3/ indicates the tax will cost 15,000 chemical

industry jobs each year during the five-year period studied.

More than 200,000 4/ jobs in basic industries will be lost

each year; and 600,000 jobs 5/ would disappear in the

overall economy.

CHEMICAL DEPENDENT INDUSTRIES

But the impact of higher chemical costs does not

stop with the chemicals, fibers and plastics industries.

These materials are basic industrial buildthgblocks.

Plastics, fibers and chemicals are essential materials for

the automobile industry. Chemicals are used for fertilizers

and pesticides by the agricultural industry and as food

preservatives in the food industry. Plastics and fibers are

also used as packaging in the food industry. Chemicals,

plastics and fibers are used for home construction and

furnishings. The list goes on and on.

A study by the consulting firm of Arthur D.

Little, Inc. found that 31 percent of all U.S. manufacturing

3/ An Investigation of the Impact of Energy Taxes on the

Economy, Data Resources, Inc., June 24, 1985.

4/ Id.
5/ id.
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industries are significantly dependent on the use of petro-

chemical products. 6/ As prices for these products are

forced up by oil taxes, the production costs of all of these

downstream U.S. manufacturing industries will be forced up

as well. In time the downstream industries may buy their

chemicals, fibers and plastics offshore. But buying sup-

plies abroad can increase costs and decrease reliability of

supply. If U.S. manufacturing industries are forced to

purchase their chemical materials from abroad, in time we

fear they will move their plants and jobs abroad, too.

Some have urged a tax on imported oil as a nation-

al security measure. But we urge you to consider the

adverse impact on national security if our basic petrochemi-

cal, plastics and fibers industries are forced overseas.

Petrochemical-based synthetic and plastics materials are

used in aircraft, rockets, military vehicles and weapons.

Many of these materials must be produced according to very

high quality specifications for sensitive military applica-

tions. The danger of losing these basic industries as a

result of taxing petrochemical feedstocks should be serious-

ly considered by any who favor an import tax as a contribu-

tion to the nation's security.

6/ 1983 Petrochemical Industry Profile, prepared by
Arthur D. Little, Inc. for the Petrochemical Energy
Group, September 1, 1984.
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THE STRUGGLE TO STAY COMPETITIVE IN WORLD MARKETS

The chemicals, fibers and plastics markets are

world markets. U.S. products containing petrochemicals,

including textiles, automobiles, fertilizers and pesticides,

tires, plastics, pharmaceuticals, and paint and coatings are

already under severe competitive pressure in domestic and

foreign markets, as the attached tables show. For example,

between 1982 and 1984, imports of finished plastics products

doubled. Imports of plastics resins during the same period

tripled. 7/ During the five years ending in 1984, chemical

imports grew 11 percent a year. 8/ An energy tax will

further erode our competitive position. It makes no sense

to do with energy taxation what we seek to prevent in our

trade policy.

The U.S. chemical industry, including plastics,

resins and man-made fibers, is the only major process

industry that exports more than it imports. In 1985 the

chemical industry employed more than one million people,

invested $17 billion in new plants, and provided a positive

foreign trade balance of $7.6 billion. 9/ The industries

that consume petrochemicals are also vital to the U.S. trade

7/ U.S. Imports, Consumption and SIC-Based Products by
World Areas, FT210/Annual 1982 and 1984, U.S.
Department of Commerce, Bureau of the Census..

8/ CMA News, February 1986, p.4 .

9/ Id.

-6-
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balance. Arthur D. Little, Inc. estimates that 36 percent

of U.S. exports are petrochemical-dependent products. 10/

We are fighting to keep our industries competitive. We ask

you not to subsidize our foreign competitors by imposing a

tax on our r'q materials.

Suggestions have been made that some form of basic

petrochemical tariff or rebate would eliminate the negative

impact on our industry of an oil tax. In our judgment, this

wouldilbe not only complex but ineffective. Protection at

the petrochemical level, for example, would simply drive the

problem of increased imports downstream to tires, plastic

products, or other finished products.

RETURN TO GOVERNMENT CONTROLS

Our industries applauded President Reagan's

decision in 198! to end government controls on oil prices.

And we have supported the President's call for total deregu-

lation of natural gas as well. Other deregulation initia-

tives have brought competition to energy markets that have

benefitted both individual and industrial consumers.

I vividly recall the 1960s when an oil import

quota was in place. Year by year the government staff

managing the programs grew larger, and the pages of federal

regulations became more numerous and complex. If the past

10/ Trade Trends in Petrochemicals: 1983, A Report to the
Petrochemical Energy Group by Arthur D. Little, Inc.,
August 1984.

-7-
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is any guide to the future, an import tax will mark a

reversal of deregulation and a return to massive government

intervention in U.S. energy markets. Exceptions will favor

certain industries and certain regions. Our industries'

ability to compete will be more a function of our skill in

Washington lobbying than our ability to produce products at

competitive prices. If there were no other reason for our

industries to oppose an oil tax, this would be reason

enough.

Surely, rendering our manufacturing industries

uncompetitive and returning to massive federal intervention

in U.S. energy markets would not auger well for either

national secu-ity or meaningful federal budget deficit

reduction. We are convinced that an oil tax will create far

more serious problems than it will solve, and we urge you to

oppose any such initiatives.

-8-
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STATEMENT OF THOMAS J. DONOHUE, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, AMERICAN TRUCKING ASSOCIATIONS,
INC.; ON BEHALF OF THE DIRECT TRANSPORTATION USERS,
WASHINGTON, DC
Mr. DONOHUE. Thank you, Mr. Chairman. I am Tom Donohue,

president and chief executive officer of the American Trucking As-
sociation. I very much a appreciate the opportunity to testify before

yorcommittee today. My statement has been endorsed by the fol-
lowing associations representing motorists, bus owners, and air-
lines: The Air Transport Association of America, The American
Autonwbile Association, The American Bus Association, The Re-
gional Airline Associations, and The United Bus Owners of Amer-
ica.

Not every transportation segment has the same view -on fuel
taxes, but we are united in opposing an oil import fee. We believe
the Federal deficit must be reduced, but an oil import fee is not the
appropriate mechanism to do so. We oppose such a fee because it
discriminates against transportation compared with other sectors
of the economy. Fuel costs represent between 5 and 25 percent of
the operating costs of transportation companies. Fuel is an essen-
tial raw material in transportation, and the companies in this
sector use fuel more and more as they grow.

The transportation sector represents approximately 20 percent of
the GNP but consumes 62 percent of all the oil used in this coun-
try. Unlike other industries, motorists and transportation compa-
nies cannot shift to nonpetroleum fuels, nor can we move produc- .

tion overseas like manufacturers are often forced to do. Today,
many companies in the trucking, bus, and airline industries are op-
erating on extremely narrow profit margins, if there are any prof-
its at all. They have not yet come to see the benefit from falling
fuel costs, which has declined far less than crude oil prices them-
selves. For instance, the CPI for gasoline released this week is only
11 percent below the 1981 peak, even though crude oil prices are
down 50 percent from 1981 levels. In any case, fuel savings have
generally been eaten up by the recent 300 to 500 percent increase
in insurance premiums.

From 1973 to 1981, the transportation companies and motorists
had to cope with rising fuel prices resulting from forces external to
our Government, which have just been discussed. They responded
by making enormous investments in more fuel efficient vehicles
and aircraft and by suffering heavy losses in the process. Now, an
oil import fee threatens to rob them of a chance to achieve more
normal rates of return and recoup these significant investments.

Many other industries would be harmed by an oil import fee as
well. These include the manufacturers of petroleum based prod-
ucts, who have just testified, as well as those who see oil as abso-
lutely essential in other factors of their process. Farmers would be
signcantly hurt, and other users of the product would be here to
tak toyou on many occasions. The overall economic effect of an oil
import fee would be traumatic in our judgment. One recent report
estimates that a $10 fee would cost the economy from 300 to
400,000 jobs and 1 percent less growth in the GNP in the first year.
It would increase fuel prices by 24 cents a gallon and raise theycon-
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sumer price index by roughly 1.3 percent. A $10 fee would cost the
airlines $3 billion, and what it would do to the regulated trucking
industry is eat up the total profit from our most productive year in
the last six, 1984.

The price level would probably rise more as transportation com-
panies and producers of other goods and services dependent on pe-
troleum attempt to pass on the higher costs to the consumers. I
have emphasized the very substantial negative effect of an oil
import fee on transportation as a whole. I will conclude my re-
marks on behalf of the trucking industry in specific by warning
against the obvious alternatives to an oil import fee; and that is a
fuel tax.

A fuel tax would be extremely damaging to the trucking industry
and to all highway users as we noted; it would be 24 cents a gallon.
But a highway fuel tax would concentrate the burden even more
on only one sector of the economy, transportation, and more par-
ticularly on trucking. And this would be a gross inequity, specially
for our industry that pays the highest effective tax r te in the
country at this time and which has seen a road and fuel tax in-
crease between State and Federal Government of 55 percent in the
last 5 years.

In summary, any form of an oil import fee or other tax on oil
and refined products would discriminate arbitrarily and unjustly
against transportation. These taxes would be inflationary, distor-
tive, and complex and would provide minimal fiscal benefits. I urge
you, sir, to consider dropping this proposal.

I would like to say that I would like to put our formal statement
in the record and that there is a very interesting chart at the end
of that statement, Senator, that has two points on it. One, it shows
where we get our crude oil now and that we only get 36 percent of
the OPEC; but we are still only importing 28 percent, down from
45 percent. On the other side, it shows who is using fuel in this
country; and I commend both of those charts to your attention.
Thank you very much for the opportunity to appear.

[The prepared written statement of Mr. Donohue follows:]
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BEFORE THE
UNITED STATES SENATE
SUBCOMMITTEE ON ENERGY

AND AGRICULTURAL TAXATION
OF THE COMMITTEE ON FINANCE

Statement of the
AMERICAN TRUCKING ASSOCIATIONS

HEARING ON
OIL IMPORT FEES

Thomas J. Donohue
President and Chief Executive Officer

My name is Thomas J. Donohue; I am President and Chief

Executive Officer of the American Trucking Associations, the

national federation representing all sizes and types of motor

carriers.

My statement today has been endorsed as well by the following

associations representing motorists, bus owners, and airlines:

Air Transport Association of America
American Automobile Association
American Bus Association
Regional Airline Association
United Bus Owners of America

Not every transportation segment has an identical view on fuel

taxes, but these groups are united with us in opposing an oil

import fee. Some of them may submit'their own statements for the

record as well.
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SUMMARY

We strongly oppose imposition of an oil import fee as

proposed by S. 1507 and S. 1997. These taxes would be extremely

inequitable in their effects cn different regions, on trans-

portation relative to other industries, and among firms within the

transportation sector. A fee would raise consumer prices, since

it would be reflected directly in the cost of consumer purchases

of fuel and indirectly in many other goods and services. It would

be an unstable and unreliable deficit reduction device. It would

also be very complex once the inevitable exemptions for various

producers and users were added.

INEQUITIES

An oil import fee is a tax. For autos, it is equivalent to a

gas tax; for trucks and buses, a diesel tax; for aircraft, an

aviation fuel tax. A $10-per-barrel import fee (as levied on

refined products under S. 1507) adds roughly 24 cents to the price

of each gallon of these fuels, almost as surely as a tax on all

oil or an explicit tax at the pump.

The fee has many of the same defects as taxes at the pump.

It discriminates against different individuals, industries, and

companies within the same industry.

Individual victims. An import fee discriminates against

individuals based on their location, family size, and work status.

It penalizes motorists in Wyoming, for instance, who on average
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must drive the longest distances in the natlon--more than double

the distance driven by New York residents. More generally, small-

town and rural residents who do not have an option of public

transportation are hit harder than city dwellers. Large families,

which are more likely to require larger, hence less fuel-

efficient, vehicles also pay more. So do households in which the

breadwinner(s) must drive to work. All of these groups have less

income on average than the consumers who would escape-nearly

unscathed: affluent, urban households with small families and'

small or no cars.

From an equity standpoint, these distributional effects make

an oil import fee singularly unattractive. A Congressional Budget

Office study estimated that in 1981 low-income households (below

$7400) spent 8.2% of income on gasoline alone, while households at

the top (over $36,900) spent just 3.7%. Thus any tax that

increases the price of gasoline, as an import fee would do, is

highly regressive.

Industry victims. An oil fee discriminates against

transportation compared with other sectors of the economy. Fuel

costs consume from 5 to 25% of operating costs for transportation

companies. Fuel is an essential raw material in our businesses:

in general, a firm must use more fuel if it is to grow. Unlike

other industries, such as utilities, motorists and transportation

companies cannot shift to nonpetroleum fuels. Nor can they move

production overseas, like some manufacturers.

All transport modes have achieved impressive gains in the

efficiency with which their engines burn fuel, but they cannot
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avoid using oil. That is why the transportation share of oil use

has risen steadily from 52% of all users in 1972 to over 62%

today, even though unit fuel use has steadily dropped. Hence an

import fee will burden transportation more than other oil-using

sectors.

Besides transportation, many industries are harmed by a fee.

These include recreational, travel, and lodging industries that

depend on discretionary spending by consumers and are vulnerable

to gasoline or airfare costs; manufacturers of petrochemicals and

other petroleum-based products that compete in world markets with

producers that do not face a new tax on oil; farmers and other

users of those products; domestic carmakers, whose products on

average use more fuel than imports; banks and other businesses

that sell or lend to countries whose oil sales would drop as a

result of a fee.

Victims within transportation. A fee penalizes firms

differentially within the transportation sector. Because of the

types of products they haul or the distances they travel, the fuel

efficiency of different flcets varies. For instance, aircraft or

trucks that operate over long distances are inherently more fuel-

efficient than short-haul/local ones. Trucks that carry heavy

loads must burn more fuel than ones that operate often with light

or empty loads. The ability of firms to pass on fuel taxes to

their customers varies as well, because some customers have

greater market power or a wider choice of carriers or suppliers.

As a result, a tax would fall very arbitrarily on different firms

in the same transport mode.
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ECONOMIC AND FISCAL IMPACTS

One recent report estimates that a $10-per-barrel fee would

cost the economy 300,000-400,000 jobs and 1% less growth in gross

national product in the first year. The losses would occur not

only in the specific industries cited above, but throughout the

economy as consumers' disposable income dropped and as efficiency

declined due to the price distortions of more costly oil products.

An oil import fee is bound to push producer and consumer

prices higher than they would otherwise be. This is true whether

the tax is imposed when crude oil prices are falling, stable or

rising. In each case a fee of $10 per barrel is likely to push up

fuel prices by 24 cents per gallon. With motor fuel representing

5.5% of the CPI, such a hike means an immediate jump in the CPI of

roughly 1.3%. The price level is likely to rise more as

transportation companies, producers of other goods and services

with a significant petroleum cost, and of fuels that compete with

petroleum, pass on their higher costs to the extent market

conditions permit.

These increases are one-time changes. But they trigger

cost-of-living adjustments (COLAs) in wage contracts that can

ignite a second round of price increases for some products. The

tax would also force a larger COLA for social security and many

other federal programs. The fiscal dividend would be pared still

further by falling income tax collections from transportation and

other companies that pay higher fuel costs and cannot pass the
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costs along. meanwhile, with no offsetting increase in personal

income, a jump in the CPI lowers personal income tax receipts by

raising the floor on each bracket and personal exemption. Finally,

conservation by motorists lowers highway fuel tax receipts. Thus,

the fiscal benefit from an import fee is undermined and perhaps

totally offset by declines in other revenues and by higher

outlays.

The fiscal impacts can be summarized as follows:

DEFICIT EFFECTS OF OIL IMPORT FEE

Improves (+) or
Revenue effects Worsens(-) Deficit
Direct revenue from fee +
Windfall profits tax (due to higher domestic crude prices) +
Individual income tax (due to indexing, GNP & job loss)
Social security tax (due to job loss)
Corporate income tax (oil industry +, all others -)
Existing fuel excise taxes (due to conservation)

outlay effects
Social security, other entitlements (due to higher CPX)
Unemployment, welfare benefits (due to job loss)

Net effect ?

EFFECTS ON TRANSPORTATION BUSINESSES

Today, many companies in the trucking, bus, and airline

businesses are operating on extremely narrow margins. They have

yet to see much benefit from falling fuel costs, which have

declined far less than crude oil prices. For instance, the CPI

for gasoline released this week is only 11% below its 1981 peak,

even though prude oil prices are down by 50% or more. In any case,

fuel savings have generally been eaten up by skyrocketing
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insurance premiums or passed along to passengers and shippers, An

import fee could easily leave fuel prices higher than they are

now, pushing some companies out of business. The resulting

unemployment would worsen the fiscal picture even more, by cutting

employment and income tax receipts and adding to unemployment and

welfare outlays.

A $10 fee would cost airlines $3 billion, roughly four times

their 1985 profits. The same fee would cost the 2100 regulated

trucking firms that reported results to the Interstate Commerce

Commission in 1984 more than their total profit that year, which

was their best since deregulation.

S. 1507 and S. 1997 would both theoretically remove the tax

on oil once its price rose above a certain level. However, the

recent history of tax legislation suggests that, once in place,

the taxes would more likely be made permanent. Transportation

users thus would be denied the benefits of falling prices while

getting saddled with the harm of rising prices.

Transportation companies and motorists had to cope with

rising fuel prices without government assistance from 1973 to

1981. They responded by making enormous investments in more fuel-

efficient vehicles and aircraft--and by suffering heavy losses in

many cases. Now an oil fee threatens to rob them of the chance to

achieve more normal rates of return and recoup those investments.

COMPLEXITY

An oil import fee would not be enacted without exemptions.
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S. 1507, for instance, exempts home heating oil and tuel used in

manufacturing goods for export. Exemptions for agriculture,

nonprofit institutions, and governments are frequently suggested.

So are exemptions for certain producing countries, notably Mexico,

our largest supplier (17% of imports in 1985). Other producing

nations are also in precarious financial shape or are equally

strategic allies and would doubtless be given preferential

treatment. (See Charts 1 and 2 for shares of oil usage by sector

and imports by country.)

A justification can be offered for eih of these exemptions.

Yet each one adds to the complexity and the distortions inherent

in an oil import fee. Each one also narrows the tax base, leaving

transportation carrying more of the burden.

CONCLUSION

I have emphasized the very substantial negatives of an oil

import fee for transportation as a whole. Let me close on behalf

of my industry, trucking, by warninq against the obvious

alternative to an oil Import fee: a gas tax. (The trucking

industry's objections to a gas tax are shared by AAA and bus

owners.)

A gas tax, whether limited strictly to gasoline or applied to

all highway fuels, would be extremely damaging and unfair to the

trucking industry and all other highway users. As noted, a

$10-per--barrel tax on imported refined products would be

equivalent to a 24-cent-a-gallon tax on gas and diesel. But a
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highway fuel tax woulJ concentrate the burden even more on only

one form of transportation, creating a great competitive

disadvantage as well as an absolute cost increase for trucks. It

would be grossly unfair to single out one industry to pay such a

large share of a tax burden. That is particularly true for

trucking, which pays the highest effective federal corporate

income tax rate and contributes to deficit reduction through

payments to the Highway Trust Fund. (The Fund currently has a $13

billion balance, which is helping to reduce the deficit.)

In summary, any form of oil import fee or other tax on oil

and refined products would discriminate arbitrarily and unjustly

against a variety of individuals and businesses, particularly in

transportation. These taxes would be inflationary, distortive,

and complex, and would provide minimal fiscal benefits at best. I

urge you to drop any such proposals from further consideration.
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Senator WALLOP. Tom, I would think that chart is as of 1983. Is
that correct?

Mr. DONOHUE. It is 1984, I believe.
Senator WALLOP. 1984?
Mr. DONOHUE. Yes.
Senator WALLOP. Our indication is that we are back up 32 per-

cent.
Mr. DONOHUE. That is correct.
Senator WALLOP. As of last year. go, the trend is in the opposite

direction. It perhaps sounded like quibbling when we were at 45,
but I think that one of the reasons that we got to 45 and had the
troubles that we got into is that we didn't anticipate trends, and
also at numerous other times in our history. Senator Matsunaga,
do you have any questions?

Senator MATSUNAGA. Yes, Mr. Chairman. First of all, I want to
commend the panel for excellent testimonies presented. I am sure
that your testimonies will help tremendously in our deliberations.

A number of prominent economists have asserted that an oil
import fee would reverse some or all of the economic growth and
lower inflation generated by the decline in crude petroleum prices.
Of course, some of you have dwelled on this, but Dr. Brossard, what
would be your assessment?

Dr. BROSSARD. I should say I am not an economist. However, I
have been studying it for most of my life.

Senator MATSUNAGA. Well, maybe your views will be sounder.
[Laughter]

Dr. BROSSARD. I should state that I truly do believe in the free
market, even when it hurts. I think that, if I might in answering
that question, just refer to a question that Senator Wallop asked
twice previously of other members. It might answer the question.
He asked if the price of oil outside of the United States would de-
crease if we did impose an oil import fee. I would use the historical
data on that and go back to the Mandatory Oil Import Program of
1959 when we kept cheap OPEC oil out of this country, which was
selling at $1.80 a barrel and we paid $2.80 a barrel, for domestic,
more or less, for about 10 years while Europe and Japan benefited
enormously and rebuilt on the basis of all that cheap OPEC oil. So,
I do believe that if we do impose such a fee, it will continue to de-
press the oil market outside of the United States because we are
the largest market, and the fee will benefit other consuming coun-
tries. We will not benefit from that cheaper oil. Therefore, our
economy will not benefit either because our exports will not grow.
Our manufacturing industries will not be able to compete, and cer-
tainly we have two very important areas here that have been more
or less addressed previously but I should emphasize because I do
come from the State of Louisiana, and that is the petrochemical in-
dustry and agriculture. Those two are our largest exporting indus-
tries, and they would be hurt by an oil import fee.

Senator MATSUNAGA. Mr. Donohue, you already touched on this,
but would you care to expand on it?

Mr. DONOHUE. Just a little bit, Senator. I would concur that the
great beneficiaries of an oil import fee would include amongst
them those countries that received new investments and factories
as we moved manufacturing offshore, and the Japanese economy
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which would benefit from a price that is driving down on the inter-
national market while maintaining the protection they have from
treaties with the United States that, should they ever find them-
selves without oil from the OPEC nations, that we would rush to
their aid. It seems to me that when you look at motor fuel amount-
ing to 5.5 percent of the CPI, and look at what a $10 tax would do
in terms of an increase in the CPI and then moving that on to
COLA increases and the reduction of income tax paid and so on,
that we really have to put a model together of what happens after
you pull the lever with an import fee. And I am not an economist
either, but I have a sense that there are more numbers of this
equation than just the $10. I would be concerned for our economy.

Senator MATSUNAGA. Mr. Wishart, do you wish to add anything?
Mr. WISHART. Yes. I think the particular case of the petrochemi-

cal industry and the downstream industries which depend on it em-
phasize the points that the earlier speakers have made and the
point that you have brought up, Senator.

Of the process industries, only the petrochemical industry has a
positive balance of trade. At this present time, it is $7 billion; but it
is declining rapidly. It was $15 billion just 3 or 4 years ago. That
trend would be exacerbated obviously by the very significant ad-
vers6 impact of this oil import fee. I pointed out that in the gross
terms, $5 on $15 is 33 percent, but we are talking in at least one of
the bills about a $10 margin. If the price of oil is $15 and we have
an environmental fee of $10, that is a 66 percent adverse impact. It
would be very tough to live with.

Senator MATSUNAGA. Mr. Wallace, in your prepared statement,
you cited an old Oriental proverb: Fool me once, shame on you; fool
me twice, shame on me. Did you, by quoting that, mean to tell us
that there is a planned program of fooling us in the dropping of
Middle East oil at this time?

Mr. WALLACE. Without any question.
Senator MATSUNAGA. Without any question?
Mr. WALLACE. Without any question, the Saudis are following a

stated pattern and the intention that they have. They realized
when our consumption and production graphs crossed in 1983, they
understood with their reserve and our decline in reserves, Senator,
that they had the ability to do it. That is what I describe as an
Arab yo-yo. They yo-yoed that way then, and they are yo-yoing this
way now. And they intended to do it, and they are using 1987 as
the date because they are looking at our production numbers just
like we look at them.

Senator MATSUNAGA. Would not the answer be to develop our al-
ternative sources of energy to the point that we won't need to
depend upon the foreign imports of oil?

Mr. WALLACE. Yes, sir, but you can't defrelop coal. You can't de-
velop shale. You can't develop solar. You can't develop biomass, if
they are giving crude oil away until they kill all those incentives.

Senator MATSUNAGA. As you know, we do have tax incentives for
the development of alternative energy; and, in fact, at least in my
home State of Hawaii, such incentives have proved very successfu.
And I do intend in a genuine way, if I may use the term, to pursue
such tax incentives.

Mr. WALLACE. And you would be commended for it, Senator.
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Senator MATSUNAGA. Pardon me?
Mr. WALLACE. You would be commended for that.
Senator MATSUNAGA. I thank you. I very seldom get commended,

so I will accept that. [Laughter.]
Mr. WALLACE. I don't either, and that is why I am quick to com-

mend folks who are on the right track.
Senator MATSUNAGA. Yes. You had your hand up?
Dr. BROSSARD. Yes. I would like to make a comment. All morn-

ing, I have not heard something that I think should be mentioned
in regard to the dro in the price of oil. The Saudis are being
blamed for it solely. Whe Saudis have certainly tried to get back
into the market with their netback deals; and with these netback
deals, they have tried to raise up to at least their quota-up to
their quota of 4.3 million barrels within OPEC. I beg to differ with
some of the former testimony. I don't believe that their intention is
to drop the price of oil to a price that would hurt them as well.

What has been driving the market is the futures market, and it
is the futures market that has not been mentioned at all here this
morning. The Saudis are being hurt just as much by the futures
market as the price drops, except for the fact that they now have
netback deals.

What is occurring is a total restructuring of the oil industry. And
we have something that is very new that is a very strong influence,
and that is the MERC. The New York Mercantile Exchange is a
very powerful force today. The international oil companies, the
majors, used to set the price of oil before OPEC started to set it in
the 1970s. Since 1983 we have crude oil sold on the MERC, and
since last year when more options were taken and there was more
activity on the MERC, the MERC has started to control the price.
The price right now is being led by the futures market.

Senator MATSUNAGA. Are you suggesting we outlaw the futures
market?

Dr. BROSSARD. No, I am not. I am not at all. I think that this is
simply a new form of price setting, and it is a paper barrel that we
are talking about, not a wet barrel, but it has a very strong influ-
ence on the spot market, which is of course now the dominant
market. We are no longer on long-term contracts. We are more
than 50 percent, 70 percent, no one really knows how much is now
in the spot market-but the futures market is leading the spot
market, which is now dominant in the oil industry.

Senator WALLOP. Dr. Brossard, I know that you have had and do
have and that you stated your relationship with the Venezuelan oil
industry, and that they are a cooperating part of OPEC, but the
Mercantile Exchange of which you just spoke this morning just
opened West Texas intermediate crude at $12.70.

Dr. BROSSARD. Wow.
Senator WALLOP. And I would again tell you, when you say that

Yamani and the Saudis are not controlling the market, that it was
Yamani who had the press conference this morning in which he
said that the price would continue to fall to $10. So, he thinks he is
controlling it. He may not be; but if he is confident enough to hold
a press conference and say where the price is going to go, he cer-
tainly thinks that he has an influence on it.
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Dr. BROSSARD. I do not mean to discount the influence of the
Saudis one bit because the Saudis definitely do have the largest re-
serves in the world of conventional oil. They, with 500 wells, can
produce 5 million barrels. In other words, they have wells that
their average production is 10,000 barrels per well, whereas this
country has 620,000 wells-producing wells-and we have an aver-
age of only 15 barrels per well. We are high cost producers; they
are very low-cost producers. And as a result of that, obvously, they
have an enormous influence on the market. I am not discounting
that influence. I am just saying that it isn't the only influence.
That was my only point.

Senator WALLOP. Indeed. I think the previous witnesses testified
about sweating the market. Standard Oil used to be the only pro-
ducer in this country, but they were big enough to sweat the
market, and in effect, work their will on it over a period of time.

Dr. BROSSARD. The Saudis had very good teachers.
Senator WALLOP. Indeed they did. Senator Bentsen?
Senator BENTsEN. Thank you very much, Mr. Chairman.
I was just listening to that price you quoted, thinking what it

means to production in this country and what it means to drilling.
I was looking at Commissioner Wallace's testimony, saying that
wildcat drilling, exploration is off 28 percent this year. That is just
the beginning of the decline.

Mr. WALLACE. Just the beginning, Senator.
Senator BENTSEN. You listen to a low price like that, what would

you forecast is going to happen? How many rigs do you think are
going to be operating?

Mr. WALLACE. Senator, it is falling so quickly that we can't work
the numbers. If it stays at $15 barrels--

Senator BENTSEN. I will bet you the banks can work the num-
bers, and they are not going to be financing any drilling at these
prices.

Mr. WALLACE. We did some work on $15 a barrel for six months,
and you lose 30 percent of your production in your country. I will
tell you that the.rig count will drop to 50 percent or below, if any.
At $12 a barrel--

Senator BENTSEN. If any?
Mr. WALLACE. If any.
Senator BENTSEN. That is right. And it is just amazing how

quickly we forget in this country what happened to us, you know.
We got our imports down to 31 percent, and we did it by bringing
in new sources, being able to keep our stripper wells going.

Mr. WALLACE. Yes, sir.
Senator BENTS-EN. We started doing some things with steam in-

jection, with carbon dioxide-and other quite expensive tech-
niques-to try to hold those reserves up, to maintain those reser-
voirs and to bring more production out of what we would have lost
otherwise. I look at California heavy crude. And, I look at the
prices of production in Alaska. They stop production if we let the

rices drop to this. Now, does anyone really think that the Saudi
Oil Minister Yamani is doing this because he wants to keep down
the price?

Mr. WALLACE. No, sir.
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Senator BENTSEN. No, he doesn't. He wants to whip non-OPEC
production into line, doesn't he?

Mr. WAL.ACE. Yes, sir.
Senator BENTSEN. And once he has them locked in, then you are

going to see that prices will skyrocket.
Mr. WALLACE. Yes, sir. They will reintroduce you to the price of

Saudi oil.
Senator BENTSEN. That is right.
Mr. WALLACE. It is like a heroin dealer giving away dope.
Senator BENTSEN. We are going to get hooked again.
Mr. WALLACE. All you have to do is give it away for a week.
Senator BENTSEN. And you watch the price go back up. Soon, we

will be importing 50 percent of our oil. What do you think it does
to the defense of this country-the vulnerability of it? Our short
memories is a frustrating thing. I really want to look at my testi-
mony and testimony from other people 12 months and 24 months
from now, and see who was the better forecaster.

Mr. WALLACE. That is the ironic thing, Senator. I thought there
was a sense of deja vous here today because I remember some of
my appearances here in 1974.

Senator BENTSEN. Yes.
Mr. WALLACE. And I look around and the faces have changed,

but the issue is the same; and we still don't have an energy policy.
Senator BENTSEN. That is right.
Mr. DONOHUE. Senator, if I might just make one comment?
Senator BENTSEN. Yes.
Mr. DONOHUE. I think you certainly have a very dramatic situa-

tion with the announcements of those on the exchange and Mr. Ya-
mani's this morning; and those are matters that require energy
policy determinations by the Congress and the administration. I
would hope, however, as we begin to develop that policy, we don't
see an oil import fee as the only tool in that policy. As indicated by
Sheik Yamani this morning he is willing to go a lot lower than we
are willing to go higher; and we need to find some other means of
dealing with this matter, or we are going to find ourselves in a bid-
ding war that is going to seriously affect our domestic industries,
help our competitors in the manufacturing process and leave us, I
am afraid, at a significant disadvantage.

Senator BENTSEN. Mr. Donohue, I just hope you still have some-
thing to haul in Texas. That is my concern. Every dollar that that
price goes down costs us 25,000 jobs in Texas. If it goes down $10,
that is a quarter of a million jobs. More over, the Gulf Coast of
Texas, is already in a deep, deep recession.

Mr. DONOHUE. Yes, sir.
Senator BENTSEN. And that is what concerns me. I listened to

some of the comments yesterday about our lack of our energy
policy being a regional thing. Yes, I guess it is; but when one
region of the country gets in trouble, the whole country gets hurt
by it. It spills over. I can't help but remember when we had a prob-
lem with a place called New York City, and they began to ask for
some of the fellows from the Sun Belt to help tide them over and
give them a breather, give them a little stability; and some of us
walked right up and did it. It wasn't very politically popular at
that moment in our areas. And that is what we are talking about
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now. I can see in the short run an economic benefit to most of the
Nation from lower prices; but in the long run, when we get hooked
again on foreign oil, I see a great vulnerability in the defenses of
this country.

And then, I also know what is going to happen to that price, once
they reestablish a cartel where they can lock in a higher price.

Mr. DONOHUE. Senator, I would not argue with that. I just would
like to associate myself with your concern about what we have to
haul. Today in the United States, we are hauling the same bulk,
volume, and weight of materials as we hauled in 1978 and 1979 be-
cause of the massive amount of manufacturing and jobs that have
moved out of this country.

Senator BENTSEN. Absolutely.
Dr. BROSSARD. And if I might comment, too, Senator Bentsen, I

am from the State of Louisiana and all Louisianans are not hurt
right now. Our oil producers certainly are hurting, but our petro-
chemical industry will be helped. Our farmers will be helped. And
interestingly enough, LOOP is being helped right now because, of
-ourse, with the netback deals with Saudi Arabia, more Saudi oil is
once more coming into the United States. So, there is always pain
and there are always benefits.

Senator BENTSEN. I understand Louisiana, and I understand
Texas; and I know a lot of people in Texas and Louisiana who don't
think they are in the oil business.

Dr. BROSSARD. That is true.
Senator BENTSEN. But they sure are, because it spills over on

each and every one of them. Thank you.
Senator WALLOP. Mr. Wishart, did you want to comment?
Mr. WISHART. Dr. Brossard made one of the observations I

wanted to make. Senator Bentsen, you know we in the petrochemi-
cal business are heavily invested in Texas, and that is the other
aspect of this situation. It is certainly true, I think, that petro-
chemicals are fundamental to the economic viability of this coun-
try. And I am repeating again that the national security is very
much a function of the industrial strength of the nation.

So, as a user versus a producer of petroleum, the tension is cre-
ated which you are very aware of and you have made very con-
structive contributions to in the past.

Senator BENTSEN. Thank you.
Senator WALLOP. The problem that I see emerging here started

maybe, in some respects, with your testimony, Dr. Brossard, and
went down the table. One of your theses in a very interesting paper
with interesting historical conclusions in it was that we are in a
declining state of reserves and have been for some time, anyway
and that we ought to seek to maintain and indeed improve our re-
lations with those countries which produce it. And I look at those
countries which produce it, and we see Canada, Great Britain, and
Norway as the only ones who have stable means of exchanging gov-
ernments.

Dr. BROSSARD. I beg your pardon. Venezuela has had a constition-
ally elected president since 1958.

Senator WALLoP. And Venezuela is very close to Nicaragua
today.

60-592 0 - 86 - 20
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Dr. BROSSARD. It is? I thought it was on the South American con-
tinent.

Senator WALLOP. Well, my friend, if you believe that the events
in Nicaragua will have no effect on politics in the Caribbean, in the
Atlantic side of the South American continent, and in this hemi-
sphere, I would wish you are right; but I suggest to you that you
are not.

Dr. BROSSARD. Excuse me, Senator, but Fidel Castro was very in-
terested in Venezuela right after he took power.

Senator WALLOP. Yes, and--
Dr. BROSSARD. I happened to be living in Venezuela at that time.

I was married and raising my children; and we had all kinds of ter-
rorism and guerrilla activity--

Senator WALLOP. You feelno threat at all by the new events?
Dr. BROSSARD. Oh, of course, I do. Absolutely.
Senator WALLOP. That is what I am suggesting.
Dr. BROSSARD. Oh, no. I do.
Senator WALLOP. Mexico has had a constitutional government for

a substantial period of time, too, but I am suggesting to you that if
I was betting on them to come, I would bet more on Canada, Great
Britain, and Norway to remain stable in that stable of producers.

Dr. BROSSARD. But, Senator, you mustn't forget that the oil in-
dustry was developed down there by Americans. One of them was
my father.

Senator WALLOP. I don't forget it at all.
Dr. BROSSARD. And those men who are now running the industry,

the ones that were trained by them, have a professionalism and a
closeness to this country that is pragmatic.

Senator WALLOP. I know how they are and how they feel. It is
the question of whether it will be up to them to say what is done.
It was the case in Libya, too, was it not that we devised it, designed
it, engineered it, produced it, and structured it? And now--

Dr. BROSSARD. But they had a very corrupt King Idris.
Senator WALLOP. You are quite right, but I am just suggesting

that the threat of political instability in this hemisphere is not to
be discounted as we look to the future and the strategic problems
that are here. As Mack Wallace suggested, 70 percent of the
world's oil is produced by governments, not by companies; and it is
I think probably fair to say that those governments are perhaps
more efficient in their structure of energy policy than are we who
have 27 committees of Congress and 45 departments and agencies
of Government. Probably the one with the least say in energy
policy is the Department of Energy. [Laughter.]

Senator WALLOP. And I worry bause I have been sitting here,
along with Senator Bentsen and others, trying to figure out how to
make some sense out of energy policy. And all I see as I said to
Senator Heinz in the morning is that Congress gets an irrational
sense of rage when the prices go up and a complete sense of forget-
fulness when they go down. We simply cannot come to grips with
that as a part of a national policy. Sparky suggests that we ought
to go to alternatives, but alternatives, as was witnessed here both
yesterday and today, are entirely dependent on their economic via-
ility for the price of oil.



605

Dr. BROSSARD. I attended a conference on Monday, Senator, if I
might just mention it, about Canada, an all-day conference held by
the Center for Strategic and International Studies and put together
by Henry Schuler who testified yesterday. One of the things that
came across very strongly there was the importance now of heavy
oil development. And if there is an oil import fee imposed and
Canada is not excluded from that oil import fee, it is going to shut
down their major development, which is their heavy oil, because
they only utilize 15 percent of it and--

Senator WALLOP. I do feel very strongly about our relations with
our neighbor to the north, but our heavy oil is gone.

Dr. BROSSARD. Gone?
Senator WALLOP. Yes. Gone.
Dr. BROSSARD. I think we still have quite a bit in Texas.
Senator WALLOP. Oh, yes, you have it, but do you think it is

going to be produced with a $10 a barrel price?
Dr. BROSSARD. Well, we haven't made much of an attempt at pro-

ducing it prior to this, except in California.
Senator WALLOP. Look, that industry in California, Utah, Wyo-

ming, and Texas is dead at $10, and I assume that it may well be
just as dead in Canada at $10; but they have some because the gov-
ernment--

Dr. BROSSARD. Excuse me. I was talking not about our heavy oil,
the comparison, but their 10 degree API gravity, and their oil--

Senator WALLOP. I know, and I feel very badly for them; but
goodness sakes, I feel badly first inside our own borders where it is
gone first. That is what I am saying. There comes a time-and look
at Mr. Wishart's testimony which is absolutely fascinating and
very valid-so long as there is a peacetime world economy, and
only so long as there is a peacetime world economy, it is not possi-
ble for me to contemplate what your industry would do if there
was a hostile interdiction on oil and gas supplies. You will recall,
along with the farmers and others, as we tried to figure out how
we were going to break up the shares in the strategic reserves; and
we are not going to be able to come back quickly with a vanished
oil and gas industry to supply you with petro bases to make any-
thing, if it is gone.

So, it is entirely dependent on peace; and I maintain that we
have an obligation at least to examine the strategic problems that
are being created by the present shortage and the decline in the
U.S. ability to maintain some basic level of production capacity jn
the energy industry.

Mr. WHART. May I respond to that briefly?
Senator WALOP. By all means.
Mr. WISHART. Senator, your concern for the national security is a

primary concern of government. I would suggest that it has many
ensions, and I have tried to emphasize the strength of the in-

dustrial sinews of the country as well as its fuel sources. With re-
spect to the fuel sources, things are very different today than they
were in the mid 1970s, that is there is much more non-OPEC pro-
duction and much more conservation, a subject that I know you
have devoted yourself to, as I have. And we have been very success-
ful. The most effective change or impact on the utilization of oil
has been the reduction of the use by more efficient use in the
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United States and elsewhere. That is good; but the other kinds of
things are that we are down to 7 percent Arab OPEC oil in our
import mix. Yes, the Congress of the United States, I think, should
address policy questions relating to its national security. I think re-
acting to a short-term change in the market that is essentially self-
correcting may be a mistake.

If we look back at the 1970's--
Senator WALLOP. If it is a short-term change--
Mr. WI5HART. I think we can argue that the suppression of prices

in the United States extended the duration of the impact of that
increase and maybe even enhanced it. I think that is a pretty good
argument today.

Senator WALLOP. I think that is fair.
Mr. WISHART. And if we look at $10 oil, that will be rapidly cor-

rected. In Europe, there will be a rapid switch from coal to oil, dou-
bling the demand in the utility industry. There is a stabilizing
effect in these prices, which will occur if it goes unhindered. We
don't like to go through the process, but in the end, the market
forces are the only forces which will control it.

Now, if you are looking at the broader policy implications, we
must-we must-and this is another kind of question all together-
for a lot of reasons, not just oil, have stable, friendly governments
on bur southern and northern borders. And I think Mr. Reagan
and the rest of your party is very concerned and working on that-
a most important question.

Senator BENTSEN. I wouldn't say that is monopolized by the Re-
publicans. [Laughter.]

Mr. WISHART. Yes, that is right. That is bipartisan.
Senator MATSUNAGA. If I may ask one question of Mr.'Wallace?
Senator WALLOP. Yes.
Senator MATSUNAGA. Mr. Wallace, for my own edification and

education, a statement was made here that if the oil price dropped
to $10, the oil industry would be out. As I recall in 1973, the price
of a barrel of oil was $2.40. The American oil industry was doing
very well at that time. Now, $10 would be 400 percent of that; and
yet, the statement being made here is that $10 would mean bank-
ruptcy of the oil industry in America. Could you explain that for
me, at least?

Mr. WALLACE. Yes, sir; a tool pusher could buy a pickup for
about $900.

Senator MATSUNAGA. What is that?
Mr. WALLACE. A tool pusher, a driller, people that work on the

rig could buy a pickup for about $900. It is considerably more now.
Spark plugs cost a whole lot more. Steel costs a whole lot more.
There has been an across the board rise in the prices.

Senator MATSUNAGA. So, you are saying that the inflation has
risen by 400 percent since 1973?

Mr. WALLACE. Well, I am not an economist, but my wife tells me
it is pretty serious. I would say that it is close to it.

Senator MATSUNAGA. I assure you that I am as much concerned
about the oil industry surviving as I am about the sugar industrysurviving.Mr. WALLACE. And I am as interested in the sugar industry sur-

viving as I am the oil industry, Senator, for this reason: We are all
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in a boat together in this Nation, in these States; and none of us
can look at the other and say your end of the boat is sinking.

Senator MATSUNAGA. Right. So, we are here to find a solution,
what to do.

Mr. WALLACE. Yes; and I would add this one point.
Senator MATSUNAGA. Of course, therein lies the differences.
Mr. WALLACE. The difference is this to me: There are only two

kinds of imports you can bring into a nation: strategic and nonstra-
tegic. In my judgment, fuel is strategic. If we do not maintain a
fuel base, none of these other things, as Senator Bentsen pointed
out, are possible.

Senator MATSUNAGA. Thank you very much.
Senator WALLOP. I have a curious observation to make. One of

the witnesses yestesday, Mr. Steuart, was testifying in opposition to
an import fee and sold half of his company to the Venezuelans
which permits them to circumvent the strict requirements of
OPEC. It is nothing illegal; I am not suggesting that, but it is a
rather interesting item that we were hearing at least from one of
those who might be affected by us in more ways than just as an
importer. But I want to go back, Mr. Wishart, to what I was saying,
and with you, Tom. I don't quarrel that the economic tensile of this
country is every bit as much a strategic requirement as the other
kinds of things which we mentioned. If as you say this is self-cor-
recting and it won't stay at $10, we can-I hope-pray that it won't
go roaring back through the roof again because, Tom, I remember
how very desperate you all were when it wasn't a question of price
but no fuel period.

Mr. DONOHUE. Yes, sir.
Senator WALLOP. I remember when there was a little truckers'

march on Washington.
Mr. DON6HUE. That is right.
Senator WALLOP. I was here, and I qot held up by it, as I did by

tractors and other things. And they are all related to fuel. And I
don't think that it did this country's economy and industrial ten-
sile strength one damned bit of good to go through that ringer. You
were talking about how you now haul the same thing you were
hauling in 1973; and one of the reasons it went out of this country
to cheaper manufacturing areas in the world was that the price of
fuel made it impossible for us to compensate for higher labor costs
in this country.

So, a stabilizing effect somewhere along the line has to be consid-
ered. It may not be that the way in which Senator Bentsen and I
have devised it- is the way to do it, but it is clear to me that some-
how or another we are going to have to find the means to maintain
a surviving segment of the American industry or we will see worse
than we saw in 1979. How we do that without in some way affect-
ing price is a little beyond my comprehension. I know that Dr.
Brossard you said that replacing petroleum reserves is the problem
the United States should be concentrating on. I don't quarrel with
that, but how do you do that in the absence of economics?

Dr. BROSSARD. I am sorry. I didn't understand the question.
Senator WALLOP. Your statement, onpage 12, says: "Replacing

petroleum reserves is a problem the U. . should be concentrating
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on." I don't quarrel with that, but how do you do that in the ab-
sence of an economic climate that will let you replace reserves?

Dr. BROSSARD. I believe in the free market; and I think that
every time the Federal Government steps in to start to control, you
referred earlier to--

Senator WALLOP. You are suggesting we step in? In your state-
ment, you said: "The problem the U.S. should be concentrating on
is how to replace petroleum reserves."

Dr. BROSSARD. Oh, yes, that is by freeing-doing away with the
windfall profit tax and freeing up our industry so that they can go
out and look for oil. That is what I meant by that statement.

Senator WALLOP. You won't get any quarrel from this committee
on those things, but I am not certain what the windfall profit tax is
going to--

Dr. BROSSARD. Oh, I know, but there are still some other--
Senator WALLOP. Yes; based on today, and it just fell through in

the market this morning. [Laughter.]
Dr. BROSSARD. Yes.
Senator WALLOP. It is no longer assessed.
Dr. BROSSARD. Which was what some of us said when it was ap-

plied in 1980. If oil producers didn't raise the price of oil, the Fed-
eral Government would never get the windfall.

Senator WALLOP. Some of us were not very enthusiastic about it
in those days. One of us designed its end, but it never paid in
enough to get there from that direction. It has gone this way; but it
will return. Senator Matsunaga's ideas about tax incentives-you
know, this country has not got money enough to make tax incen-
tives work for our renewable fuels, for our conservation efforts and
other things, in the light of a $10 a barrel oil price.

Somewhere alone there we are going to come to grips with the
idea that the price of petroleum is. The dollar currency of the BTU
business, as Professor Yergin, or the gold standard as I have re-
ferred to it, the economic viability of all those other things plays
off of and will for at least the rest of this century--

Dr. BROSSARD. Senator, if I might just add, part of the problem in
the oil industry is of course the fact that there is so little long-term
planning right now because they don't know what you are going to
do. If there was some assurance that there could be, the large in-
vestments that have to be made in finding oil would be made, if
they were assured that the Government wasn't going to step in.
And if they did find oil after they had risked a great deal of invest-
ment, and the rewards would not be taken away from them by an-
other windfall profit tax or an alternative, then the oil companies
could make the investments. They have to look for the big giants
now. We are a country of strippers-440,000 stripper wells com-
pared to 200,000 wells in other countries that produce the other 44
million barrels of oil a day. They have to find the giants. Prudhoe
Bay, as I said in my statement, is going to peak next year; and
after Prudhole Bay peaks, what are we going to do? We have to
look for the giants, and the Congress in its wisdom has set morato-
riums on offshore drilling. And now, Secretary Hodell has come out
with a new leasing plan that doesn't look too promising. That is
what I am talking about. You have to free up the U.S. oilman so



609

that he can go out and find oil that we need; and if Government
continually interferes, it will be very difficult for us to do that.

Senator WALLOP. I don't think you will get any q uarrel from the
present company at the table. Lloyd, you weren t here, but the
Consimers Federation of America has made the announcement
that there is something really to celebrate about this loss of jobs in
Texas, among 6ther things, because for every job we lose in the oil
patch, we create six in the American economy. So, you and I had
better just belly up and see if we can't reestablish full employment
with the policies that are underway, and let them find their energy
where they will.

Senator BENTSEN. There is no question but that the oil-producing
States are taking a very substantial hit on their economies. Some
of the highest unemployment areas in the United States are along
that gulf coast now. You can go up to Port Arthur, Orange County,
Beaumont and go down to Corpus Christi and Houston. We haven't
seen that kind of an unemployment rate since the Depression. It is
simply critically important that we find some way to try to stabi-
lize. Otherwise, I think exploration is gone for the foreseeable
future.

In the long run, our national security is threatened if we become
too dependent on foreign oil. Some statements were made about
our reduced dependence percentagewise on OPEC. That depend-
ence would increase. But it is not enough just to talk about OPEC.
We have some other nations, major producers of oil like Mexico
that are not a part of OPEC, that are in a very unstable position
today. We have to understand that.

Senator WALLOP. I want to thank you all for your patience. We
have to realize that we haven't resolved a single thing except per-
haps given a dimension of understanding to the problem that
wasn't in the Congress before, and I appreciate all of your coming
and your testimony very much.

This hearing stands adjourned.
[Whereupon, at 12:24 p.m., the hearing was adjourned.]
[By direction of the chairman, the following communications were

made a part of the hearing record:]
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Lautenberg
for New Jersey

For Immediate Release For Further Information
Feb. 28, 3 986 David lawsky 202-224-9708

Christopher Walsh 22-5885

SENATOR LAUTEMBEHO OPPOSES OIL INPORT PZE

POR NORTHEAST-NIDWIEST COALIATION

WASHINOTON -- Sen. Frank R. Lautenberg, D-N.J., said Friday he
strongly opposes an oil import fee because it would damage his
region and the economy as a whole.

"I am strongly opposed to an oil import fee," he said in
remarks prepared for the Senate Finance energy and agricultural
taxation subcommittee. "An oil import fee would take the steam out
of the economy, chilling the growth we can look forward to as a
result of lower oil prices."

Lautenberg said that the fee would be a burden in particular
on residents of the Import-dependent Northeast. In addition,
he called the fee unfair to the poor.

"Low income households devote four times the share of their
pre-tax Income to energy than do upper income famtlies," he said,
in testimony on behalf of the Senate Northeast-Midwest Coalition,
"It is a regressive tax."

And he called the fee highly Inefficient, noting that It would
"raise only one dollar in federal revenue for every three dollars,
or more, that energy consumers will have to pay in higher energy
prices." That is so because an increase in imported oil coats would
prompt domestic oil and natural gas producers to increase their
prices.

0000
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TESTIMONY BY SENATOR FRANK R. LAUTENBERG
ON OIL IMPORT FEE
THE SUBCOMMITTEE ON ENERGY & AGRICULTURAL TAXATION
SENATE FINANCE COMMITTEE FEBRUARY 28, 1986

MR. CHAIRMAN, I AM SUBMITTING THIS TESTIMONY ON BEHALF OF

MYSELF AND MANY OTHER MEMBERS OF THE NORTHEAST-MIDWEST SENATE

COALITION ON WHOSE STEERING COMMITTEE I SERVE.

I COMMEND THE COMMITTEE FOR HOLDING THESE HEARINGS. I ALSO

COMMEND YOU, MR. CHAIRMAN, FOR APPROACHING THIS DIFFICULT ISSUE

IN A VERY THOUGHTFUL AND THOROUGH FASHION. I APPRECIATE THAT

YOU HAVE MAINTAINED AN OPEN MIND WITH REGARD TO THE MERITS OF

INSTITUTING AN OIL IMPORT FEE.

THE PRESIDENT SAID EARLIER THIS MONTH THAT HE IS GOING TO

OPPOSE TAX LEGISLATION, THAT oIN REALITY PITS ONE AMERICAN

WORKER AGAINST ANOTHER, ONE INDUSTRY AGAINST ANOTHER, ONE

COMMUNITY AGAINST ANOTHER, AND THAT RAISES PRICES FOR US ALL.''

I THINK THAT HITS THE NAIL ON THE HEAD WHEN WE TALK ABOUT

AN OIL IMPORT FEE.

I AM STRONGLY OPPOSED TO AN OIL IMPORT FEE. SUCH A FEE

WOULD PIT WORKERS AGAINST EACH OTHER, INDUSTRIES AGAINST EACH

OTHER, AND COMMUNITIES AGAINST EACH OTHER. AND IT WOULD RAISE

PRICES FOR ALL AMERICANS, NOT JUST THOSE MOST DEPENDENT ON

IMPORTED OIL.
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AN OIL IMPORT FEE WOULD TAKE THE STEAM OUT OF THE ECONOMY,

CHILLING THE GROWTH WE CAN LOOK FORWARD TO AS A RESULT OF LOWER

OIL PRICES. THE FEE WOULD CREATE AN UNFAIR AND UNTENABLE BURDEN

ON OIL CONSUMERS, ESPECIALLY IN THE IMPORT-DEPENDENT NORTHEAST.

IT IS INAPPROPRIATE ENERGY POLICY, BAD ECONOMIC POLICY, AND,

FOR THESE REASONS, NOT AN EFFECTIVE DEFICIT REDUCTION POLICY.

MR. CHAIRMAN, TODAY'S HEARINGS OCCUR UNDER CIRCUMSTANCES

QUITE DIFFERENT THOSE THAT EXISTED WHEN YOU INTRODUCED S. 1997.

AT THAT TIME, WORLD CRUDE OIL PRICES HAD JUST STARTED THEIR

TUMBLE. Now, HOWEVER, RETAIL PRICES ARE STARTING TO DROP AND

HOMEOWNERS, BUSINESSES, AND INDUSTRIES ALIKE ARE ANTICIPATING

CHEAPER OIL. BUDGET ESTIMATES AND ECONOMIC PROJECTIONS ARE

LIKEWISE ASSUMING THE BENEFITS THAT WILL FLOW FROM REDUCTIONS IN

OUR NATIONAL ENERGY BILL.

SINCE THIS IDEA HAS GAINED SOME CURRENCY IN

WASHINGTON, MANY-NOTED ECONOMISTS HAVE TESTIFIED BEFORE YOUR

COMMITTEE THAT AN OIL IMPORT FEE WOULD BE DETRIMENTAL TO OUR

ECONOMY AND PROSPECTS FOR ECONOMIC GROWTH. 1T WOULD REDUCE

EMPLOYMENT, DIVERT CAPITAL FROM NEW INVESTMENTS, REFIRE

INFLATION, AND RETARD GROWTH. IT WOULD AFFECT THE PRICE OF

GASOLINE, DIESEL, FUEL OIL, AND AVIATION FUEL AND WOULD RIPPLE

THROUGH THE ECONOMY. SUCH A TAX IS GOOD NEWS FOR ONLY ONE

SECTOR OF THE ECONOMY IN ONE SPECIFIC REGION. BUT, THESE

NARROW, REGIONAL GAINS WOULD BE AT THE EXPENSE OF THE VAST

MAJORITY OF STATES, COMMUNITIES, AND CONSUMERS OF PETROLEUM

PRODUCTS.
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IN RESPONSE TO MY QUESTIONING AT THE SENATE BUDGET

COMMITTEE, OMB DIRECTOR JAMES MILLER MADE TWO POINTS- HE SAID,

*] THINK THAT THE EFFECTS OF AN OIL IMPORT.FEE WOULD BE TO SLOW

OUR RATE OF ECONOMIC GROWTH.- HE ALSO SAID, 'I WOULD BE OPPOSED

TO AN OIL IMPORT TAX. IF YOU ACCEPTED THE NOTION YOU HAD TO

RAISE TAXES, I THINK THERE ARE PROBABLY BETTER WAYS OF DOING

IT...."

THIS TESTIMONY IS SUPPORTED BY MANY ECONOMISTS, WHO HAVE

OPPOSED THE FEE. SEVERAL RECENT STUDIES HAVE ATTEMPTED TO.

QUANTIFY THE IMPACT OF AN OIL IMPORT FEE COMPARED TO THE IMPACT

OF FALLING OIL PRICES IN THE ABSENCE OF SUCH A FEE. THEY ALL

DEMONSTRATE THE POSITIVE ECONOMIC GAINS WHICH WE CAN LOOK

FORWARD 10 AS CRUDE OIL PRICES FALL TO LEVELS LOWER THAN THEY

HAVE BEEN SINCE T4E 1970'S. WHILE SOME OF THESE STUDIES WERE

CONDUCTED BEFORE THE RECENT REDUCTION IN CRUDE OIL PRICES

OCCURRED, THEIR RESULTS ARE STILL VALUABLE IN UNDERSTANDING THE

BENEFITS THAT CAN FLOW FROM LOWER PRICES.
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ONE OF THE KOST ENLIGHTENING OF THESE STUDIES WAS PUBLISHED

IN SEPTEMBER 1985 BY THE FEDERAL RESERVE BANK OF DALLAS. IN

THIS STUDY, FEDERAL RESERVE BANK ECONOMISTS RONALD SCHMIDT AND

ROGER DUSTAN USED A MACROECONOMIC MODEL TO EVALUATE THE IMPACTS

OF AN OIL IMPORT FEE. THEIR CONCLUSION IS CLEAR: 'IF A TAX

INCREASE IS CONSIDERED NECESSARY TO REDUCE THE BUDGET DEFICIT,

THE MACROECONOMIC RESULTS TEND TO ARGUE AGAINST ADOPTING AN OIL

IMPORT TARIFF. FURTHER, THEY CONCLUDE THAT IN THE LONG'TERMA

FEE IS UNLIKELY TO PROMOTE ENERGY SECURITY BECAUSE IT WOULD

DRAIN DOMESTIC OIL AT A TIME WHEN FOREIGN OIL IS CHEAP.

THE FEDERAL RESERVE SYSTEM'S MODEL OF THE ECONOMY TO

MEASURE THE IMPACT OF A THEORETICAL $5 BARREL FEE ON OIL

IMPORTS DEMONSTRATES THAT BY NOT ENACTING A FEE -- BUT RATHER

LETTING PRICES REACH THEIR MARKET LEVELS - SEVERAL BENEFITS

WOULD ACCRUE. STUDIES CONDUCTED BY THE CONGRESSIONAL RESEARCH

SERVICE (CRS), WHARTON ECONOMETRIC ASSOCIATES, DATA RESOURCES,

INC., AND THE CONSUMER FEDERATION OF AMERICA YIELD SIMILAR

RESULTS.

LET ME SUMMARIZE A FEW OF THE FINDINGS FROM THESE STUDIES

FIRST, THE GNP WILL BE NEARLY 1 PERCENT HIGHER THAN IT

WOULD BE WITH A FEE, ACCORDING THE FEDERAL RESERVE BANK AND CRS,

STUDIES.

SECOND, WITHIN THREE YEARS, WITHOUT A FEE, EMPLOYMENT WILL

INCREASE BY 0.4 PERCENT, ACCORDING TO THE FEDERAL RESERVE BANK

AND CRS. THIS TRANSLATES INTO A GAIN OF 400,000 JOBS.
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THIRD, LOWER OIL PRICES WILL SLOW DOWN THE RATE OF

INFLATION. WHARTON ECONOMETRICS HAS ESTIMATED THAT FALLING OIL

PRICES WILL LOWER INFLATION BY I PERCENT. EXPECTATIONS ABOUT

LOWER INFLATION AND INTEREST RATES, STEMMING FROM FALLING CRUDE

OIL PRICES, HAVE ALREADY BEEN REFLECTED ON WALL STREET. IN

CONTRAST, FRB ANALYSTS SCHMIDT AND DUNSTAN ARGUE THAT THE OIL

IMPORT FEE WOULD PROBABLY a BID UP THE PRICES OF SUBSTITUTE

ENERGY PRODUCTS. THESE ENERGY PRICE INCREASES WOULD THEN FORCE

INCREASES IN THE PRODUCTION COSTS OF OTHER GOODS. * THIS, OF

COURSE, MEANS WE WOULD SEE NO NEW RELIEF FROM INFLATION.

AN OIL IMPORT FEE IS ALSO AN EXTREMELY INEFFICIENT WAY TO

RAISE REVENUES. AN OIL IMPORT FEE WOULD RAISE ONLY ONE DOLLAR

IN FEDERAL REVENUE FOR EVERY THREE DOLLARS, OR MORE, THAT ENERGY

CONSUMERS WILL HAVE TO PAY IN HIGHER ENERGY PRICES.

THIS MEANS THAT A $5 PER BARREL OIL IMPORT FEE, FOR

EXAMPLE, WOULD PLACE A $25 BILLION DRAIN ON THE ECONOMY EACH

YEAR. BUT, IT WOULD RAISE ONLY ABOUT $8 BILLION IN REVENUE.

THIS EXCESSIVE INEFFICIENCY AND ITS CONSEQUENTIAL CHILLING OF

ECONOMIC ACTIVITY COULD POTENTIALLY DIMINISH ANY ANTICIPATED

REVENUE GAINS- IN FACT, CRS HAS ESTIMATED THAT UNDER CERTAIN

CONDITIONS, AN OIL IMPORT FEE MAY EVEN RESULT IN A NET LOSS OF

FEDERAL REVENUE.

THE FEE IS SO INEFFICIENT AT RAISING REVENUE THAT AN OIL

IMPORT FEE OF $5 PER BARREL WOULD-COLLECT LESS IN REVENUE THAN A

10 CENT PER GALLON GASOLINE TAX. YET, IT WOULD RAISE GASOLINE

PRICES MORE THAN A 10 CENT A GALLON GASOLINE TAX INCREASE.
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AN OIL IMPORT FEE WOULD ALSO INFLICT FURTHER DAMAGE ON

EXPORTING INDUSTRIES AND WEAKEN THEIR ABILITY TO COMPETE

INTERNATIONALLY. A CASE IN POINT IS THE PETROCHEMICAL INDUSTRY,

WHICH IS CURRENTLY QUITE COMPETITIVE INTERNATIONALLY AND WHICH

USES LARGE AMOUNTS OF OIL. U.S. EXPORTERS WOULD BE HIT TWICE IF

AN OIL IMPORT FEE NOT ONLY RAISED THEIR ENERGY BILLS, BUT ALSO

RESULTED IN RETALIATORY IMPORT TARIFFS.

MR. CHAIRMAN, TO THIS POINT, I HAVE EMPHASIZED THE ADVERSE

NATIONAL IMPACTS THAT I BELIEVE WOULD FLOW FROM AN OIL IMPORT

FEE. IN CLOSING, I WANT TO HIGHLIGHT THAT IF THE NATIONAL

IMPACTS OF AN OIL IMPORT FEE ARE BAD, THE REGIONAL IMPACTS--FOR

THE NORTHEAST-MIDWEST REGION, AND FOR MY STATE OF NEW JERSEY--

ARE DEVASTATING.

THE HOST RECENT DATA AVAILABLE FROM THE U.S. DEPARTMENT OF

ENERGY, INDICATES THAT, IN 1983, THE U.S. AS A WHOLE RELIED ON

OIL FOR 43 PERCENT OF TOTAL ENERGY NEEDS. NEW JERSEY'S RELIANCE

WAS 59 PERCENT. WHILE ONLY 10 PERCENT OF THE ENERGY USED IN

U.S. HOMES IN 1983 WAS SUPPLIED BY OIL, IN NEW JERSEY 24

PERCENT WAS USED. INDUSTRY NATIONWIDE WAS DEPENDENT ON OIL FOR

29 PERCENT OF ITS 1983 ENERGY USE. NEW JERSEY'S INDUSTRIES

RELIED ON OIL FOR FULLY 48 PERCENT OF THEIR ENERGY USE.

FURTHERMORE, STATES LIKE NEW JERSEY, WHICH IMPORT MOST OF THEIR

OIL, WILL BEAR THE MOST IMMEDIATE BRUNT OF A FEE, JUST AS NEW

JERSEY DID DURING THE ENERGY PRICE HIKES OF THE 1970'S. THIS

PATTERN OF HEAVY OIL DEPENDENCY FOR RESIDENTIAL AND INDUSTRIAL

USES IS REPEATED IN MANY OTHER STATES IN THE NEW ENGLAND AND

MID-ATLANTIC REGION.
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THE STATES IN THE NORTHEAST-MIDWEST REGION DO NOT PRODUCE

VERY MUCH CRUDE OIL, ONLY ABOUT 2.5 PERCENT OF THE NATIONAL

TOTAL. THEREFORE, OUR REGION WOULD REAP VIRTUALLY NONE OF THE

BENEFITS CREATED FOR DOMESTIC PRODUCERS BY A FEE. IN FACT, IF

AN Ol!. IMPORT FEE OF $5.80 PER BARREL WERE PUT INTO PLACE, IT

WOULD INCREASE PRICES TO OIL CONSUMERS BY APPROXIMATELY $31

BILLION NATIONWIDE. ABOUT $10 BILLION OF THIS WOULD 60 TO THE

TREASURY, LEAVING THE REMAINING $21 BILLION TO FALL TO DOMESTIC

PRODUCERS. FOR THE INFORMATION OF THE COMMITTEE, I WOULD LIKE

TO SUBMIT, FOR THE RECORD, A CHART THAT CONTAINS A STATE-BY-

STATE DISTRIBUTIONAL ANALYSIS OF THE IMPACT OF AN OIL IMPORT

FEE. IT REFLECTS BOTH THE COST TO CONSUMERS, AND THE BENEFITS

TO PRODUCERS.

MR. CHAIRMAN, THERE ARE ADDITIONAL REASONS TO OPPOSE AN

OIL IMPORT FEE. IT IS A REGRESSIVE TAX. LOW-INCOME HOUSEHOLDS

DEVOTE FOUR TINES THE SHARE OF THEIR PRE-TAX INCOME TO ENERGY

THAN DO UPPER-INCOME FAMILIES. AN OIL IMPORT FEE WOULD PENALIZE

OUR ALLIES, MEXICO, CANADA, VENEZUELA, AND THE UNITED KINGDOM,

WHO HAVE HELPED BREAK THE BACK OF THE OPEC CARTEL AND WHO SUPPLY

OVER HALF OF OUR IMPORTED OIL. IT WOULD LEAD TO THE PREMATURE

DEPLETION OF DOMESTIC OIL AND GAS RESOURCES AND ERODE OUR

LONG-TERM ENERGY INDEPENDENCE. PERHAPS WE SHOULD BUY CHEAP

FOREIGN OIL WHILE IT IS AVAILABLE, AND SAVE OURS FOR FUTURE

NEEDS.



618

-8 -

FOR THE HOST OF REASONS I HAVE DISCUSSED TODAY, AN OIL

IMPORT WOULD BE VERY HARMFUL TO THE NATIONAL ECONOMY,

TO MY STATE, AND TO THE ENTIRE NORTHEAST-MIDWEST REGION. THE

FEE WOULD AFFECT THE DIRECT CONSUMER OF PETROLEUM PRODUCTS AND

THOSE BUSINESSES, AND THEIR WORKERS, THAT RELY ON OIL. IT WOULD

DENY US OUR OVERDUE RELIEF FROM A DECADE OF OIL PRICE SHOCK.

THE REDUCED OIL PRICES ON OUR HOZIZON PROMISE TO CONTRIBUTE

TO ECONOMIC GROWTH. HOMEOWNERS WILL HAVE MORE CASH AVAILABLE TO

MAKE OTHER PURCHASES AND INDUSTRIES WILL BE ABLE TO REALLOCATE

CAPITAL INTO ECONOMICALLY PRODUCTIVE INVESTMENTS. WE SHOULD

ENCOURAGE THE EFFICIENT USE OF LESS EXPENSIVE OIL RATHER THAN

INSTITUTE AN INEFFICIENT TAX THAT WILL RESULT IN MORE EXPENSIVE

OIL.

THANK YOU, MR. CHAIRMAN.
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Prepared by the NE-XW Institute

Cnsmor Impact of Enrgy Tax AlWlnstivns Raislq S10 Billiloe
(in millions of delars)- -

09 1 In,ar Ir.m . 510 8111Bil $10 Si1lnon
Producers' Consui 4asollm L

Regi on and Stat Windfall c t[~u TxJal

NOW Engl amd
CoedctIcut 0 478 127 96
Mat no 0 254 so 49
Mssachusetts 0 009 219 170

Nw Hmpshire 0 123 39 28
Rhode Isl and 0 98 35 25
Vermont 0 60 23 15

Mid-ftleatic
Delaware 0 117 30 26
Maryland 0 509 164 156
New Jersey 0 1,277 323 29S
New York 6 1,781 S30 470
Penmylvania 28 1,293 426 462

Mdiget
Illinois 190 1,243 446 475
Indiana 36 683 239 310
lIna 0 364 13S 135
Michigan 201 707 300 332
I nnota 0 S34 192 170

Ohio 101 1,276 446 499
Wisconsin 0 442 195 161

South
Alawa 130 486 181 IO
Arkansas 123 314 108 107
District of Columbia 0 47 17 23
Flortda 9S 1.,30 493 343
Georga 0 730 263 236
Kentucky 51 451 166 176
Louisiana 3,394 1,47C. 210 45S
MtsissitppI 216 339. 111 113
Norh Carol Ina 0 678 280 228
Oklhosma 1#109 479 178 Los
South Carolina 0 335 IS0 138
Tennessee 6 50 224 225
Tews S8959 3,615 812 1#138
Virginia 0 651 249 210
West Virginia 23 195 78 95
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Deesmer Impact of Energ Tax Alterastives Raising $10 Billioms
(in millions of dollars)

(Contimed)

510 Billion
_ lfl T--,,,,,e Pa

510 Billion 50 Billion
Producrs, Oonsum s rAo [Ewr

Region and State Windfall Impact" TOxV T

West
Alaska 4P152 168 .20 59
Arizona 1 317 137 107
Cal ifornia 2P714 24g0S 1,067 817
Colorado 190 347 140 120
IKwait 0 237 30 33
Idao 0 112 43 48
Kanss 499 362 119 130
Missouri 2 600 24S 197
Nntana 196 140 44 42
Nebraska 42 211 7S 73
Nevada 13 139 47 41
New Mexico 525 212 71 65
Nor t Dakota 347 141 38 34
Oregon 0 356 118 114
South Dakota 9 112 37 28
Utah 228 164 66 69
Washington 0 54 186 218
WyoMing 618 170 33 53

U.S. Tftal 21o403 31,403 10,000 10,000

VAll state figures based on 19M3 percentage@. The ratio of petroleum imports to
total petroleum consumption Is based on 1984 data.

Averages S5.81/barrel on petroleum Imports assumes domestically produced oil
price equals import price and waers. 14.3 cents/gallon fuel oil and 12.6
cents/gallon gasoline. Although the price of oil affects the price of natural

,gas and €cal as weltti is not possible to quantify the Impact.rwages 9.9 cenlts/ga11on gasoline tux.

ve 1.6 cnts/allon gasoline tax# 2.0 €ts 9allon fuel oil tax. 14.5cml l0 ubic feet of natural ps* for example.

SOMCESs Staff calculations based on 1903 energy o umption by state from
U.S. Department of EnerW Energy Information Adsinistrations U
Loup UUt Rea:t Caua11m Islumlass 12OL-MM Wshington.
D.C.. Msy 195. passim). Oil import ratio to domestic production and
price estimates band on U.S. opertoent of Energy* 900SW LMM

# u NDIMU IM (Washingtont D.C,, Decmber 23s I9).
Windfall column calculated based on U.S. Deparment of Energy.
btalaw AkeAl A ,ul IMP bum I (Washington, D.C.# June 19M)
p. 31.
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SATF)M OF EMvIN W. ENI4ARDS, GMM(M OF W)UISIANA AND CHAIRMAN
OF THE INTRATE OIL (X4ACT COMMISSION

Submitted to the Subcommittee on Energy and Agricultural

Taxation of the Committee on Finance, United States Senate

Thank you, Mr. Chairman. I am Edwin Edwards, Governor of the State ot

Louisiana and am appearing before you today in my capacity as Qiairnan of the

Interstate Oil Caxpact Commission. The IOCC is the organization of thirty oil

and gas producing states and six associate member states which for fifty years

has advocated the conservation of oil and natural gas through sound engineering

and production practices. All of the IOCC's operating funds are provided by its

member states; it does not receive nor solicit funds from the industry.

The recent drop in crude oil prices has sent shockwaves through the domestic

oil industry, heigtening problems which still linger from the collapse of

the oil exploration boom four years ago. The mere announcement of the first

Treasury Department "tax simplification" plan significantly reduced investment

in the oil field; the drop in prices can only serve to exacerbate the situation.

Once again the American gasoline buyer finds himself AT THE MERCY of foreign

governments which use oil supplies as tools of foreign policy to further national

goals. While temporarily low gasoline prices might delight consumers today,

the spectre of increased imports, an ever-increasing balance of payments deficit,

wasteful use of petroleum products, and a national defense potentially held

hostage to unstable foreign sources of crude oil will haunt us. A reduction

in U.S. production is not simply a producing-state problem; through refining

activities and manufacturing industries which depend upon petroleum, it reaches

into every state in the nation.
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I am here to support the imposition ot an import tee on crude oil and

petroleum products as proposed in S. 1507 and S. 1997. In his introductory

remarks to S. 1507, Senator Boren stated, "Never has the case for an oil import

tee been stronger." r. Chairman, the case is stronger now than could have

been foreseen last July when S. 1507 was introduced.

Recent studies pertormed by the IOCC indicate that a significant number of

stripper wells, those wells which produce on the average less than ten barrels

per day, will be abandoned as the price ot oil declines. Because of their

marginal economic value, and unsuitability for enhanced recovery techniques due

to low production, these wells are extremely sensitive to price changes.

In 1984, stripper wells accounted for 15% of the nation's oil production,

and 70% of the total number ot wells in the United States. This country is the

only country which produces its marginal wells; the average stripper well

produces less than 3 barrels per day.

The IOCC study shows that as the price of crude oil declines, the percentage

ot stripper wells abandoned as uneconomic increases. Assuming that the current

number ot stripper wells are economic at $Z5 per barrel, a $2 reduction in price

would result in a 5% drop in the rnber of stripper wells, nearly 18 million

barrels of production lost in the first year, and a drop of 24 million barrels

in total lost reserves. Should oil prices stablize at $15 per barrel, the

results would be catastrophic -- nearly 25% ot all stripper wells would be

abandoned, over 90 million barrels of production would be lost in the first year

alone, resulting in a lost production value of $1.4 billion. Most significantly,

976 million barrels ot total reserves would be forever lost -- 976 million

2
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barrels which would likely be made up by imports. Once a well is plugged and

abandoned, it cannot be economically be brought back into production. While the

most signiticant impacts of this reduction in stripper well production would be

telt in the major producing states, some impacts would be noticed in nearly all

oil-producing states in this country. A copy of the IOOC study is included as

an addendum to my remarks.

In a study performed at Southern Methodist University and released by

Senator Bentsen, the impact ot falling prices takes its toll in other ways. It

was estimated that tor each $i drop in crude oil prices, 25,000 jobs would be

lost in Texas, the gross state product would fall by $3 billion, and $100

million in states revenues would be lost. A drop to $15 a barrel would result

in Texas losing 250,000 jobs, $30 billion in purchasing power, and $1 billion in

revenues. Extending these figures to ten producing states in the lower 48, it

would take away 430,000 jobs, reduce purchasing power by $60 billion, and reduce

state revenues by more than $2 billion.

It must be remembered that many financial institutions have a huge stake in

the oil industry. This ettect is not limited to the oil states; the Penn Square

Bank episode taught us how widespread the impact could become. Banks in New

York, Chicago, and Seattle were sent reeling. A stable price significantly

below last year's could have similar impacts.

These irreplaceable losses in reserves will severely impact this nation's

ability to provide petroleum products for its consumers. At present, 42% of our

total energy needs are met by oil; in the year 2000, oil will still be needed to

provide 30%. We have sutticient supplies ot coal, natural gas, and nuclear

3
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power to meet those fuels respective shares fifteen years from now. What we do

have in this country is a shortage of liquid fuels -- fuel to run automobiles

and transportation systems, to heat homes in the Northeast, to supply the

detense ot this nation. No substitute exists as of yet for this fuel requirement

-- a ton ot coaL will not make a fighter plane airborne. Declines in production

nave occurred in nearly all major producing states; in California, this decline

has been arrested only through extensive enhanced oil recovery projects by steal

injection. Clearly, a significant drop in prices will intensity and hasten the

decline.

Oniy enhanced recovery techniques otter the promise ot arresting this

decline and allowing tor stable supplies for the next twenty years for the lower

48 states. The I00C has initiated a study to determine what incentives states

might otter to encourage EOR; a preliminary study for the State of New Mexico

indicated that certain incentives at $24 a barrel could produce, through enhanced

oil recovery, the ease increase in reserves through EOR at $28 a barrel with no

incentives. However, with prices falling so Low even generous incentives will

not assist in developing EOR projects in marginally economic fields.

It is inconceivable that this nation would consciously allow depressed oil

prices to threaten its ability to defend itself; the abandonment of marginal

wells and reluctance to initiate enhanced recovery projects at low prices could

place us in the unenviable position of depending upon foreign sources for a

larger share ot defense needs tor crude oil. Our planes, field equipment, and

many of our ships depend upon liquid fuels; these fuels can only be obtained

trom oil. Should an emergency occur, and the United States is faced with the

prospect of signiticantLy reduced import supplies of crude oil, it will be

4
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required to make drastic reductions in the availability ot supplies to the

civilian population. In a wrst case scenario, we may not have the industry

capability remaining to quickly increase our domestic production to meet the

demand. We seem to have forgotten the significant role that the domestic oil

industry played in the victory in World War Ii.

All of this Leads to the point of these hearings and this testimony -- it

is essential that the Congress enact an oil import tee for crude oil and petroleum

products. This should take the form ot a fee of a specific amount, which is set

to phase out entirely at a given crude oil price. Such a fee would raise the

price of crude oil to a more reasonable level for production and exploration in

this country, but would not continue beyond what is necessary to establish that

reasonable price, and encourage inflationary pressures. The proposed fee in

petroleum products will prevent foreign suppliers from simply shifting their

resources to refined products rather than crude oil, and undercutting our

efforts to ensure a viable domestic supply.

The IOOC supports the concept of rebates for certain users of imported

crude oil. Those persons in the northeastern part of the United States who are

dependent upon home heating oil for their heating needs during the winter months

should he rebated the excess amount brought on by the import fee. The rebate

could be distributed to the states, and they could then distribute the rebate

according to need, to assist those most unable to attord increases in heating

costs, Additionally, rebates for those industries which utilized imported oil

for manufacture of products destined for import should also be subject to

rebate, in order not to place them at a competitive disadvantage with other

companies in foreign markets.

5
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I cannot overemphasize that this legislation has national implications

which are positive and benefit all of this nation's citizens. We cannot attord

to have our defenses crippled because of shortsightedness. We cannot afford to

waste millions, and perhaps billions, ot barrels of oil by forever abandoning

them in the earth. We cannot afford to place ourselves at the mercy of foreign

nations who supply so much of a product so necessary to our national well-being.

In spite ot our advances in new energy technologies, oil will still be needed

years trom now as an essential fuel source for many sectors ot our economy. We

do ourselves a disservice by praising low prices on a few petroleum products

today without examining this impact on this country's security and well-being in

the long term. The oil import tee is not a producing state bill -- it is not an

industry relief bill -- it is legislation to help ensure adequate supplies of

crude oil tor this generation and future generations.
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STATEMENT OF CONGRESSMAN ANTHONY C. BEILENSON

BEFORE THE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION

OF THE SENATE FINANCE COMMITTEE

FEBRUARY 28, 1986

Mr. Chairman, I appreciate the opportunity to address the

subcommittee on the subject of an oil import fee.

The recent steep drop in oil prices has focused attention on

taxing imported oil and petroleum products both as a way of

protecting our domestic oil industry from having to compete with

lower-priced foreign oil and as a way of raising federal

revenue. But protecting prices for the U.S. oil industry is bad

economic and trade policy, and there are better ways to raise

revenue from oil than through an import fee. For those two

reasons, and because an import fee would bring about other

adverse consequences, too, I urge you to reject the import fee

bills before you and to consider, instead, raising the Federal

excise tax on gasoline.

Congress should not try to protect the oil industry by

imposing a tariff on imports. Protectionism for oil, as for

virtually any industry, would cause our domestic industry to

lessen its efforts to become more efficient and internationally

competitive. Regulation of oil prices was a bad idea when prices

were climbing, as they did rapidly in the 1970's; it's a bad idea

now that prices are dropping.

Furthermore, providing an economic advantage for our own oil

industry would cause serious problems for the countries from whom
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we import the most oil: neighbors and other friendly countries

such as Canada, Mexico, Venezuela, and Great Britain. Because of

its severe debt situation, Moxico would probably be granted an

exemptions but then other allies would want the same treatment

and deciding which ones merit an exemption would cause problems

for us. The more countries that are exempted, the less the fee

would produce the desired results.

The other primary purpose of an oil import fee is to raise

revenue. Congress should take advantage of dramatically lower

oil prices to generate federal revenue, because taxing oil is one

way we can reduce the budget deficit relatively painlessly.

However, of the various energy taxes being discussed, an import

fee is the least efficient and most economically dangerous

alternative.

With an import fee, domestic producers would raise their

prices to match the higher price of imported oil. Although all

oil would rise in price, only $1 out of every $3 or $4 in

increased prices would be collected as federal revenue--the rest

would result in an inexcusable windfall profit for domestic oil

companies.

In addition, an import fee would raise the price of all oil

products, increasing economic costs across the board, from home

heating to manufacturing. Those who heat their homes with oil

would unfairly bear the double burden of higher heating and

driving costs. Manufacturers who use oil would find it harder to

compete in world markets.

Furthermore, an import fee--especially one drawn with



629

-3-

exemptions for certain countries and for certain products--would

require complex regulations which would take months or even years

to implement. By the time it takes effect, the price of oil

could be climbing again.

A far better way to raise revenue from oil is to increase

the Federal excise tax on gasoline. A higher gasoline tax would

have none of the above-mentioned disadvantages. There would be

no protectionism problems, because the gasoline tax would apply

to both domestic and imported gasoline. It would be a much more

efficient way to raise revenue, since the government would

collect every penny of the higher cost of gasoline. Since it

would only affect transportation costs, it would not raise the

costs of manufactured goods or heating oil. And, because a

federal gasoline tax already exists, a higher tax would be simple

to administer and could be imposed immediately upon enactment.

The biggest disadvantage of a gasoline tax, compared to an

oil import fee, is public perception of it. People tend to think

of a gasoline tax as a tax on them, and an import fee as a tax on

foreign oil producers. But the fact is, prices at the pump would

rise under either alternative; and under an import fee, people

would not only face higher gasoline prices but also increased

prices for heating oil and most manufactured goods.

However, it is possible to the gasoline tax without raising

prices at the pump above levels people have become accustomed to

paying. All we have to do is raise the gas tax at the same rate

that the price of oil drops.

Under a bill that several of us have introduced in the House
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(H.R. 4117), every time the price of a barrel of oil drops by $1

from its January 1st price of $27 a barrel, we would increase the

gasoline tax by 2.40 a gallon (the equivalent amount). When the

price of oil rises again, the tax would be lowered at the same

amount. All of the proceeds of this additional gas tax would go

to the general fund, to be used to reduce the federal deficit,

rather than to the highway trust fund.

With this adjustable tax, drivers would pay no more for

gasoline than they paid in January, and yet we would raise a

substantial amount of revenue. Each additional cent per gallon

raises about $1 billion annually so if, for example, the price of

oil stabilizes at $17 a barrel, we would raise $24 billion a

year. That amount is enough to meet more than half the

anticipated FY 87 4eficit-reduction requirement called for under

Gramm-Rudman.

I strongly urge your consideration of the adjustable

gasoline tax as proposed in H.R. 4117. It's a much better way to

raise federal revenue than imposing any of the oil import fee

proposals now before you.

Mr. Chairman, thank you again for the opportunity to express

my views on this matter to the subcommittee.
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A STATEMENT FOR THE SUBCOMMITTEE ON
OIL IMPORTS (SENATOR WALLOP, CHAIRMAN)

-AD HOC COMMITTEE FOR AN OIL IMPORT TAX

A Critical Situation

Plunging world oil prices have created the following

conditions;

1. The U. S. oil industry is in disarray. A significant

number of oil operations are being shut down. In Texas alone,

it is estimated that a $15 oil price will cause the loss of

250,000 jobs. The number of operating rigs, which had previously

declined from a total of 4500 to less than 2000, will probably

suffer a 60%-70% decline. Development drilling is being cut back;

exploration is drastically reduced; and virtually all major pro-

jects are in suspense or grinding to a halt.

The effect of oil prices fluctuating between $10 and

$20 a barrel will cause a shutdown of a vast number of stripper

and marginal wells, curtail secondary recovery, cause a reduction

in maintenance of existing wells and the drilling of wells in

existing fields, and restrict funding of exploration projects for

all but shallow wells. Estimates are that, within a year, U. S.

production will fall 1,000,000 to 2,000,000 barrels a day from an

existing total of about 8,000,000 barrels. This will necessitate

increased imports of oil and add to the trade deficit.

2. A major part of the U. S. banking system, including but

not limited to the banks in energy productive states, are exper-

iencing alarming losses in collateral value. A significant number
0

of banks, both in small towns and regional financial centers, will

be in danger of loss of all or a major part of their net worth, and

either he closed or require take-over by the FDIC or funding by the
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Federal Reserve System. On a minimum basis, the loss of collateral

value will severely restrict the ability of banks to provide banking

services for the general public quite apart from the oil industry.

3. The states and local governments in oil producing areas

will be deprived of a major part of their necessary funding. For

example, the L.ongview School District in Texas is said to obtain

more than 80' oi its receipts from oil sources. This will result

in major curtali meant (it serv -ces , and substant iaI in'reaso in taxes

on non-oil related transact ions.

4. National security will be endangered if U. S. based pro-

duction and exploration is severely reduced. While the U. S.

maintains a 4-month supply of reserve oil, useful for immediate

needs, a long-term reduction in oil development within the United

States will make the country dependent on outside sources for essential

fuel for planes, tanks, and all other aspects of military operations.

Declining U. S. reserves, due to reduced exploration, will render

the U. S. less able to maintain a strong world position.

5. It has been estimated that the U. S. Treasury will lose up

to $40 billion per year in tax collections due to loss of jobs and

earnings in oil producing states. This will put additional pressure

on the national deficit.

6. Energy conservation plans and objectives will lose ground

as oil consumer prices decline. While crude oil prices decline

sharply, prices at the gasoline pump will decline only moderately

as states add excise taxes, and refineries and distributors of oil

products increase their operating margins. The consumer may benefit

from less than half the drop in world oil prices. Meanwhile, U. S.

oil conservation programs will slide, oil consumption increase, and

oil production decline. Within a relatively few years, U. S. oil

-2-
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consumption will have increased significantly and oil production

will be reduced in a major way.

A Proposed Oil Import Tax

To counter this situation, it is proposed:

1. The U. S. impose a tax of $10 per barrel on all oil

imported into the United States, and a comparable tax on imported

refined oil products. There would be no exemptions to this tax.

2. Revenues of $16 billion annually collected by the U. S.

would be available as revenue for the tax reform bill which has

been passed by Lhe House and is now under consideration by the

Senate Finance Committee. These revenues might, for example, be

used to accomplish the President's goals for the tax bill, while

also continuing the deductability of state and local taxes, permit

restoration of the investment tax credit, and allow other pro-

visions which would have a positive effect on the economy. A

portion of the oil tax revenue might be set aside for industries

which prove that the extra costs attributable to the import tax

make their products less competitive than the competing products

in the world market.

3. Because of the urgency of the problem, consideration should

be given a prompt passage of a motion by the Finance Committee

adopting the oil import tax, and setting an immediate effective

date. The current tax bill has several effective dates which are

already applicable and pertain to various provisions of the law as

it will be passed by the Congress.

Effect Of The Proposal -

The proposal would have the following effects:

1. It would immediately establish a $10 a barrel differen-

tial between the world price and the U. S. domestic price. At a

-3-
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world price of $15, the effective U. S. price would be $25 per

barrel, a price well below the recent price of $30 in the United

States, but nevertheless high enough to maintain the reduced level

of the U. S. oil industry prior to January, 1986, and to maintain

collateral for banking institutions.

2. While there may be some continuing decline in the oil

Industry if, for example, the world oil price declines to $10 a

barrel, the dimensions would be manageable. The U. S. oil industry

would be affected by world oil prices in the range of $10 to $20

a barrel but could live with this range of volatility.

3. The consumer would not be significantly affected because

major price reductions have not yet taken place and are likely to

be absorbed, in any event, by state and local authorities and inter-

mediate parties to oil distribution.

4. Foreign countries would not be significantly affected

because they would still sell their oil at the world prices. The

U. S. would continue to buy as much oil from abroad as it has in

the past. The world price is affected by a temporary world oversupply,

and the need of most sellers to maximize their cash sales. Unless

those countries agree to a worldwide cutback of sales, and honor

those commitments, the world oil price will stay in a depressed

condition until the high-cost producers are forced out of business,

or countries with limited reserves exhaust their supplies. If the

U. S. fails to set itself apart from the world oil market by means

of an oil import tax, it will be one of the countries forced to

abandon its high-cost production, such as stripper wells, secondary

-recovery, and high cost exploration projects.

5. With a more stable U. S. oil price, the U. S. banking

industry will remain sound, U. S. Treasury tax collections will

-4-



635

remain high, and U. S. position in the world will be stronger than

ever. Increased confidence in the ability of the U. S. to manage

its own affairs will contribute to a reduction in the continuing

decline of the dollar.

6. The passage of the tax reform bill with major tax reductions

for individuals, and less rigorous provisions for business, will

stimulate the general economy.

7. Alternatively, of course, the $16 billion Federal revenues

from the import tax could be used to reduce the Federal deficit.

8. In summary, the oil import tax as proposed will benefit

the entire country.

Answers to Specific Points Raised
About the Oil 7oport Tax

I. An exemption should be made for Mexico because of adverse

effect of lowered world prices on that country, and because of its

proximity to the United States.

Answer: No exceptions should be made for Mexico or other

countries. To allow Mexico or any other country

to bring in oil at the higher price would a) create

an irresistable demand for other exemptions, and b)

in effect, put U. S. tax dollars in the hands of a

foreign country. The Mexican problem, while acute,

needs its own resolution. If dollars are to be

funded to Mexico, they be paid directly under a

controlled program.

2. An exemption should be made for heating oil used in the

northeast U. S., or oil used in other parts of the country.

Answer: An exemption made for any type of oil used in one

part of the country would create serious administrative

problems as such oil is shifted to other parts of

-5-
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the country. The price benefits of lower oil prices

to such users would not be nearly as much as at.ti-

cipated. If specific needs arise for the poor,

portions of the $16 billion revenues could be

allocated as part of the "safety net" program.

3. The Arab countries and other oil producers will be angered

and take action against the United States.

Answer: There is no justification for foreign countries

viewing the oil import tax as action taken against

them. The U. S. would still pay the world price for

oil. The oil import tax is levied on the U. S.

market, and for the purpose of maintaining high-cost

U. S. production and exploration. The U. S. now has

lower internal oil taxes than most countries in the

world, and with this tax would continue to have

relatively low internal oil taxes. It is true, of

course, that Arab countries would eventually have

more oil to sell to the U. S. if U. S. production

and exploration is hobbled. But causing devastation

to the U. S. oil industry, and other adverse economic

effects in the U. S., makes the U. S. a less secure

and stable ally. The long-run interest of both OPEC

and non-OPEC oil states is in a United States that is

strong both in terms of oil production and economic

well-being. World oil problems will be solved only

when OPEC and non-OPEC countries agree to equitably

share the demand for oil. That is not a likely

scenario, but until it occurs, the U. S. must maintain

its own production and exploration programs.
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4. Instead of the $10a barrel Import tax, the U. S. should

set a price of $22 and $25 a barrel, and impose a tax of the differ-

ential between the purchase price on the world oil market and the

U. S. set price.

Answer: This is an administrative nightmare. Profits would

be siphoned off on oil reaching U. S. shores and the

U. S. revenue collections of $16 billion annually would

disappear. Furthermore, it is, in effect, price control,

depriving the consumer of lower prices if world oil

prices continue a steep decline, and depriving pro-

ducers of an incentive to explore and drill for oil,

hoping for a higher price.

5. Any oil import tax should be applied against the Federal

deficit and not to make the tax reform bill rkeutral.

Answer: This is a major political issue. The oil import

tax of $10 a barrel and the $16 billion annual revenue

will be the same regardless of the method of applying

the funds. However, President Reagan has taken a

stand against any general tax increase. Since the

tax bill would be a major economic boon to U. S.

citizens generally, it is the recommendation of the

Committee that the $16 billion annual revenues be

applied in that fashion.

6. The leading oil industry associations, American Petroleum

Institute (API), and Independent Petroleum Association of America

(IPAA) have taken a position adverse to an oil import tax.

Answer: Both of these associations adopted that position when

oil was selling at $30 a barrel and there was no need

for an oil import tax. For example, the IPAA group

-7-
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7. The

regulation of

Answer:

8. An o

international

Answer:

made their decision at an annual meeting in November

1985 in San Antonio, 45 days before the serious oil

price drop began. Subsequent to the rapid oil price

decline, several industry trade associations such as

Texas Oil Producers and Royalty Owners (TIPRO), the

Permian Basin Oil Association and many others have

strongly supported the oil import tax.

oil import tax will lead to further government

the oil industry and a windfall profits tax.

The oil industry is already heavily regulated and a

windfall profits tax is already in effect. It would

be unreasonable to impose any additional windfall

profits tax when the oil industry is reeling from

prices that have declined from $35 a barrel, and the

rig count and exploration activities are well below

the amount needed to maintain oil production, let

alone increase domestic reserves.

il import tax will make the U. S. less competitive in

markets.

The actual impact of an oil import tax on goods sold

in international trade would be negligible. Energy

costs are not significant in major U. S. exports

such as Boeing airplanes and pharmaceutical products.

In the case of other products where energy may be

more of a factor, such as specialty chemicals or farm

products, a fund could be set aside to provide re-

imbursement when it is proven that the total U. S.

tax burden or energy usage is significantly greater

than the tax burden on similar products from competing

countries.

-8-
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9. President Reagan has stated that he is opposed to

imposition of an oil import tax.

-Answer: The President has at times indicated that the oil

import tax would be acceptable as a means of making

the tax reform bill "neutral" in revenue effects.

He has subsequently taken the opposite point of view.

However, the fact of the matter is that the tax reform

bill is seriously deficient in revenue impact -- to

the extent of $10 billion to $15 billion annually.

Without an oil import tax, the Committee will find

it necessary to turn to disallowing deductions, in

whole or in part, for state income and property taxes,

or disallowing corporations a part of their deductions

for interest, or a tax on advertising expenses -- all

of which are vastly more objectionable and detrimental

to the whole economy than the oil import tax. The

necessity and desirability of an oil import tax --

both from the point of view of national security and

revenues to the Federal government -- is an issue that

will not go away and will continuously become more

acute.

Ad Hoc Committee for an Oil Import Tax

Joseph P. Driscoll, Chairman
8333 Douglas, Suite 1352
Dallas, TX 75225
(214) 739-0850

JPD:JM
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Statement of

The Associated General Contractors of America

Presented to the

Subcommittee on Energy and Agricultural Taxation

of the Finance Committee

United States Senate

on the Topic of

Taxation of Imported Oil

February 27-28, 1986

3 $KILL INTl H TYV

AGC is:

* More than 30,000 firms including 8,400 of America's leading
general contracting firms responsible for the employment
of 3,500,000-plus employees;

* 110 chapters nationwide;

AGC members complete:

* More than 801 of America's contract construction of commercial
buildings, highways, industrial and municipal-utility
facilities;

* Approximately 50% of the contract construction by American
firms in more than 100 countries abroad.
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The Associated General Contractors of America represents more

than 30,000 firms, including 8,400 of America's leading general contrac-

ting companies which are responsible for the employment of more than

3,500,000 individuals. These member contractors perform more than

80 percent of America's contract construction of commercial buildings,

highways, industrial and municipal-utility facilities.

The construction industry has great concern regarding the imposition

of an import fee on crude oil and refined petroleum products.

The construction industry is a major consumer of refined and

petroleum-based products. Approximately half of the petroleum products

consumed by the construction industry is for the operation of construc-

tion equipment.

The other half of petroleum-based products consumed by the construc-

tion industry is asphalt related. This category includes asphalt used

in roofing, but, by far, the greatest amount of asphalt used in the

construction industry is for highway construction and highway mainte-

nance work. Over 80% of all the asphalt used in highway construction

in the United States is used in federally funded highway construction

and maintenance programs. A dollar increase in the price of a barrel

of oil will result in an approximate seven dollar increase in the

price of a ton of asphalt.

Procurement in the construction industry is based on open competi-

tive bidding and the firm fixed price contract system. These fixed

price contracts may take two, three or four or more years to complete.

Once the low bid is accepted and the contract is awarded, a contractor

is committed to accomplishing the contract at the firm bid price..

The contractor does not have the opportunity, like firms in other

industries, to increase the contract price to reflect increases in

the cost of materials or fuel. Contractors who have bid for work prior
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to an import fee on crude oil would stand to lose millions of dollars

due to the price increase in fuel and petroleum-based products that

would occur with the imposition of oil import fees.

Contractors with long-term firm fixed price contracts would be

unfairly penalized by an import fee on imported crude oil. While con-

tractors must assess and price accordingly the costs of demand and

supply situations before winning contracts through open competitive

bidding, they should not be penalized by actions of their own government

after contract award.

The construction industry, based on open competitive bidding

and the fixed price contract system, suffered severely as a result

of fuel price increases caused by the Mid-East oil embargo and should

not now, or in the future, be penalized by actions of our own government.

Consequently, provisions must be established by law or regulation

to rebate to the contractor the increased costs in hydrocarbons and

their derivative products on fixed price or guaranteed maximum price

contracts bid or entered into prior to the implementation of any govern-

ment energy program which results in increased prices in hydrocarbons

or their derivative products.
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STATEMENT OF THE AIR TRANSPORT ASSOCIATION OF AMERICA
Before the Committee on Finance

Subcommittee on Energy and Agricultural Taxation
on the Oil Import Fee proposals

February 27 and 28, 1986

The U.S. scheduled airlines, on behalf of millions of passengers and thousands of

shippers, oppose energy taxes that could cost the airline industry alone more than $1

billion a year -- more than the industry earned last year.

The airlines are a substantial consumer of petroleum products, using about 12 billion

gallons of Jet fuel In 1985 at a cost of $9.5 billion.

Jet fuel accounts for about 22 percent of the total operating costs of an airline. 35 to

50 percent of the cost of operating each jet aircraft.

A tax on imported crude oil and petroleum products of $5 per barrel would increase

jet fuel costs by as much as 12t per gallon, or nearly $1.5 billion a year for the entire

airline industry, assuming that the price of domestically produced oil rose to the price

floor created by the tax. Cost increases of this magnitude would increase ticket prices.

An ad valorem tax on all fuels based upon Btu content would also have a serious

Impact on the airlines, although not so drastic as fees or taxes confined to petroleum

products because other energy consumers would bear part of the burden. A tax of 17€ per

million Btu - the revenue-generating equivalent of a $5 per barrel fee on imported oil,

according to the Congressional Research Service - would cost the airlines approximately

$200 million a year.
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A motor gasoline tax would have only limited Impact on the airlines, although it

would adversely affect many other elements of the travel and tourism industry.

For an industry that is only now returning to profitability after losing over $I billion

during the early 1980's, and which is facing major restructuring as the full effects of

deregulation are being felt, imposition of new energy fees or taxes would be a difficult

blow to absorb.

The rapid fall in oil prices worldwide will provide U.S. consumers with the first major

decrease in energy prices in over a decade. For each $i decrease in the price of oil,

inflation will drop by two-tenths of a percntage point and will swell the gross national

product by one-tenth of 1 percent, according to a recent study by the Center for

Enterprising at Southern Methodist University commissioned by Senator Lloyd Bentsen.

For manufacturers and others hard hit by foreign competition, the fall in oil prices brings

with it the promise of the first real recovery of this decade.

The airlines are concerned that a tax on imported oil will mean that energy

consumers around the country will not share equally It, the proposal's cost. An oil Import

fee is a badly designed tax on consumption that only Impacts energy intensive petroleum

users, like steel, petrochemicals, utilities, and transportation. The effect on air

transportation will be especially severe.
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Since the worldwide oil crisis in 1974, the price of oil has climbed from $4 to over

$30 per barrel in late 1985, a 700 percent Increase in I I years. The price of Jet fuel per

gallon rose from 13€ In 1973 to an average of 804 in 1985.

Each It per gallon increase in the price of Jet fuel adds over $120 million annually to

airline fuel costs. From 1973 to 1985. the airline Industry's annual fuel bill increased

from $1.4 billion to $9.5 billion.

During this period, the airlines became much more efficient in their use of fuel.

More fuel efficient aircraft, like the Boeing 737 and McDonnell Douglas MD9-80, were

purchased, more seats were added to existing aircraft, routes were restructured, and

aircraft use was Increased and weight was reduced. Through these measures, airlines

carried 104 percent more traffic in 1985 than in 1973 while using only 12% more fuel.

The airlines have been able to pass along these savings to their customers In the form

of reduced costs. Increased efficiencies and the competition brought by deregulation have

brought the nation a period of extraordinarily low prices for air transportation in many

markets. Such savings will be jeopardized, if not immediately erased, by an oil import fee.

To achieve further efficiencies, the airlines must continue to purchase fuel efficient

aircraft. The airlines currently have 562 aircraft on order or under option worth $25

billion; in the next five years, they will need to purchase additional aircraft at a cost of

over $50 billion. The imposition of new fuel taxes will make the acquisition of new

aircraft more difficult, however, as capital intended for investment goes instead to meet

fuel costs.



646

Page 4

Imposition of fees or taxes would place a severe burden on the airlines, their

passengers and shippers during a period of financial difficulty for many carriers and major

restructuring for the entire industry. Not only would the financial health of the industry

again be placed in Jeopardy, but also the recovery of the entire national economy.

The Air Transport Association of America urges Congress d the Administration to

reject inequitable new energy taxes.
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The Honorable Malcolm Wallop
206 Senate Russell Office Building
Washington, D. C. 20510

Dear Senator Wallop:

I would like to place on record Boston Edison's opposition to an
Imported oil fee which is under consideration as a new tax source at the
federal level and was the subject of recent hearings before your subcommittee
In Washington, D. C. Boston Edison. in the wake of the Arab Oil Embargo of
1973-74, reduced its dependency on oil for electric generation from approxi-
mately 13,960,000 barrels In 1973 to 7.120,000 barrels In 1985. Yet, oil
purchases remain a substantial portion of Company costs and last year
comprised almost 40% of all fuel and purchased ,power costs.

In 1985, the Company's oil purchases cost approximately $190 million.
An import fee of $5 per barrel, assuming flow-through, would have increased
this amount by $35.6 million or approximately 19%. Obviously, any fluctuation
in the price of oil has a marked Impact on our electric generating costs and,
in turn, the electric bills of the 600,000 customers we serve in the Boston
area.

The decrease in oil consumption over the past ten or more years at
Boston Edison has not been accomplished without additional expenditures for
new plant and equipment, as well as innovative thinking on the part of the
Company in obtaining other fuel and energy sources. Now, when the price of
oil is moderating, primarily because of an oversupply and a leveling off of
consumption world wide, our customers could be denied the economic effects
brought about by the marketplace, which In this case is beneficial to New
England if not the country, as a whole. Although this statement may appear
contrary to accepted thinking, there is growing evidence that domestic oil
producers may in fact find that lower oil prices are more than offset by
faster economic growth and the possibility of lower interest rates.

Our concern, however, extends beyond the obvious impact that such a
tax has on imported oil costs since such a fee will, undoubtedly, also
increase domestic oil and other competing energy sources on a comparative
basis, but also increase the cost of petroleum by-products such as Insulating
oils for transformers and pipe-type cables, which are vital to our business.
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The effects of this upsurge in energy and product prices would be.
particularly burdensome to electric utilities such as Boston Edison who, in
the short term, have no alternative but to pay the higher prices. These
Increases would in turn raise customer costs both In the residential as well
as the Industrial-commercial markets.

As Massachusetts households, according to 1983 data, are amongst the
highest users of oil In the U. S. (14.02 bbls per household vs. 4.3 bls per
household nationwide), additional oil costs would result In a more dispro-
portionate share for Massachusetts consumers. In the Industrial sector,
energy users would either have to Increase product prices or substitute other
resources (capital and labor) as an offset to higher energy costs. This
process would result In a less productive mix of Inputs and a diminished
growth In real Gross National Product.

According to a recent study conducted by the Congressional Research
Service, an oil Import fee would have a severe impact on the Gross National
Product resulting In slower growth and higher unemployment. The Congressional
Research Service data determined that a $5 per barrel oil import fee would
result In average annual losses In the Gross National Product of $19 billion
for the period 1988 to 1990. Economists have already forecast that this
period 1988 to 1990 will have significant unemployment and Income losses that
reflect a downward trend In the Gross National Product without the enactment
of an oil Import fee.

American Industrial products would become even less competitive, and
foreign Imports more attractive, because energy Is a key input to every U. S.
Industry. Higher energ. prices would Increase domestic manufacturing costs at
a time when the nation Is experiencing huge trade deficits and is actively
engaged In trying to reduce that imbalance. Thus, an oil import fee would
make It even more difficult for U. S. Industries to compete with foreign
counterpartst.

If an oil Import fee or tax were to be implemented, It would make the
cost of doing business in this and other oil dependent areas difficult at
best. Not only would electric costs Increase, as well as the costs of other
fuel-related products and services, but such a fee would, as the result of
Increased prices, effectively eliminate New England's competitive edge In
domestic and world markets. It would discourage new businesses, Investments,
and new Jobs from coming to New England. But more Importantly, it would
destroy the current economic prosperity that Is flourishing in New England and
which is the envy of the entire nation.

An oil Import tax, five years after the freeing of domestic crude oil
prices from federal regulation, and a year after the partial decontrol of
natural gas prices, would again result In the government's setting artificial
oil and other energy prices. This would Inevitably cost consumers more than
they would otherwise pay for energy over and above the tax itself.

Rather than Imposing an oil Import fee as a means of raising tax
revenues or for deficit reduction purposes, not to mention Its Inequitable
distribution amongst U. S. consumers, we believe that other more fairly based
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revenue raising approaches or cost reduction programs can be implemented at.
the national leve) with less disruptive effects. Concern over the size of the
current federal budget deficit Is fully Justified. but an oil Import tax would
be an erroneous substitute for biting the bullet on either a broader based tax
or reduced government spending.

Sincerely
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SUBMISSION TO THE
UNITED STATES SENATE COIMITTEE ON FINANCE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
REGARDING REVIEW OF PROPOSALS TO TAX IWORTEO OIL

March 5, 1986

The Canadian Petroleum Association comprises companies engaged

in oil and natural gas exploration, production, and pipelining

In Canada. Its member companies collectively account for over

85% of Canada's crude oil production, of which more than

one-third is exported by pipeline to the United States. The

Association, therefore, Is vitally interested in the

proceedings of the Committee regarding the proposed Imposition

of a tax on crude oil and refined petroleum products Imported

into the United States.

Canadian crude oil producers have since June 1985 operated a

business environment where oil prices and oil trade are

determined by the marketplace. Companies are now essentially

free to import and export crude oil as market opportunities

arise. Canadian producers are no longer guaranteed domestic

markets for their crude oil; at the some time, they can pursue

market opportunities In the United States and elsewhere.
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This market-orienteo system is a relatively new phenomenon in

Canada. From late 1973 until June 1985, Canada had a system of

government-administered oil prices which resulted In an

Inflexible and complex system of import compensation ano export

taxes, and export/import volume restrictions.

In keeping with a market-oriented trading system both Canada

and the United States are encouraging increase trade and

investment flows between the two countries through the private

sector. The Quebec Summit meeting of March 1985 agreed to

liberalize trade between Canada and the United States,

including energy trade. The final Summit communique contained

the following statement:

"e have also 0irecteo that action be undertaken ... to resolve
specific impediments to traoe ... and will concentrate
intitially on:

a Strengthening our market approach to Canada - United States
energy trade by reducing restrictions, particularly those
on petroleum imports and exports, and by maintaining and
extending open access to each others' energy markets,
Including oil, natural gas, electricity ano coal."

Canada and the United States have historically enjoyed a

mutually beneficial trading relationship with respect to oil

and natural gas. According to the Department of Energy, Energy

Information Administration, imports of Canadian crude oil and

petroleum products averaged 756 000 barrels daily in the first
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eleven months 1985, making Canada the second largest single

supplier. the U.S. market has become an important outlet for

Canadian heavy crude oil, and in recent years again a growing

market for light and medium crude oil. Canaolan natural gas

also has long filled an important segment of U.S. demand on a

reliable basis, and has been especially beneficial to the U.5.

during peak seasonal requirements.

A measure of Canada's increasing importance as a supplier of

crude oil and petroleum products to the U.S. is the significant

volume growth in recent years. While supplies dropped in the

early 1970s due to global market conditions, Canadian exports

to the U.S. started to grow again in 1982 and have since risen

steadily to the current level. During 1986, it is estimated

that crude oil alone will supply over 500 000 barrels daily to

the U.S. market. These supplies provide an Important and

secure source of oil for U.S. users at competitive prices.

At the same time the Canadian industry is undertaking

significant new investments directly related to the supply of

crude oil to the United States. Large investments are underway

or planned to increase the production of heavy oil *no

bitumen. Investment In projects currently producing, under

construction, or planned total over $2 billion initially, with

additional billions required during their producing life.
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In order to move the additional heavy oil production,

Interprovincial Pipeline, Canada's major west-to-east cruOe oil

carrier, is planning a $300 million expansion to provide

additional pipeline capacity, primarily to supply U.S. northern

tier markets; and further expansion is under consideration.

It is Important to note that significant investment both by the

U.S. Northern Tier refineries and in Canada by heavy oil

producers has taken place In recent-years to maximize the

mutually beneficial economics inherent in a north-south oil

trade.

The Imposition of a tax or higher tariffs on crude oil and

petroleum products imported into the Uniteo States would be

counterproductive ano would undermine the Quebec Summit

commitment to liberalize Canaos/U.S. trade relationships. It

would also be inconsistent with the 1985 IEA Ministerial

resolution regarding energy trade which reaffirmed the

Ministers' commitment "to the open multilateral trading system

and their determination to strengthen it by further

liberalization".

The Canadian Petroleum Association, for the foregoing reasons

recommends against the imposition of an oil import tax or

higher tariffs.
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The Chamber of Commerce of the United States is the world's
largest federation of business companies and associations and
is the principal spokesman for the American business
community. It represents almost 180,000 businesses plus
several thousand organizations, such as local/state chambers
of commerce and trade/professional associations.

More than 91 percent of the Chamber's members are small
business firms with fewer than 100 employees, 57 percent with
fewer than 10 employees. Yet, virtually all of the nation's
largest companies are also active members. We are
particularly cognizant of the problems of smaller businesses,
as well as issues facing the business community at large.

Besides representing a cross section of the American business
community in terms of number of employees, the Chamber
represents a wide management spectrum by type of business and
location. Each major classification of American
business--manufacturing, retailing, services, construction,
wholesaling, and finance--numbers more than 12,000 members.
Yet no one group constitutes as much as 29 percent of the
total membership. Further, the Chamber has substantial
membership in all 50 states.

The Chamber's international reach is substantial as well. It
believes that global interdependence provides an opportunity,
not a threat. In addition to the 56 American Chambers of
Commerce Abroad, an increasing number of members are engaged
in the export and import of both goods and services and have
ongoing investment activities. The Chamber favors
strengthened international competitiveness and opposes
artificial U.S. and foreign barriers to international
business.

Positions on national issues are developed by a cross section
of its members serving on committees, subcommittees and task
forces. Currently, some 1,800 business people participate in
this process.
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STATEMENT
on

LEGISLATIVE PROPOSALS FOR A TAX ON IMPORTED OIL
for submission to the

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
of the

SENATE COMMITTEE ON FINANCE
by

Susan L. Connolly*
March 14, 1986

The U.S. Chamber of Commerce is pleased to have the opportunity to

comment as the Committee considers legislative proposals for a tax on imported

oil.

The Chamber strongly opposes any new energy production or use taxes,

including an oil import fee or increased federal tax on gasoline. This

position has been reviewed twice by the Chamber's Board of Directors during
the past four months. Each time the Board voted to oppose such taxes.

It urges opposition to S. 1997, introduced by Senators Wallop and

Bentsen, to establish a $22 per barrel floor price for the imposition of a tax

on imported oil; S. 1507, introduced by Senator Boren, to levy a 85 per barrel
tax on imported crude oil and a $10 per barrel tax on refined petroleum
products; and any other energy tax proposals offered as a means of reducing
the federal deficit, keeping the tax reform bill "revenue neutral," shoring up
the price of domestic oil, promoting energy independence, or other purposes.

The Chamber believes an oil import fee, such as those called for in the

Wallop/Bensten and Boren proposals, would deny Americans much of the economic

benefit resulting from declining oil prices. While an oil import tax would
raise revenues, we caution that the actual revenues to the federal Treasury

would be less than the static revenue estimates indicate. Further, an oil
import tax would be discriminatory and regressive, hurt the. overall economy,

create competitive imbalances, and penalize our allies. Our reasons for these
conclusions are elaborated in the following three sections.

*Manager, Energy and Natural Resources Policy, Resources Policy Department
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(1) Economic Benefits of an Oil Price Decline

Econoaetric studies generally agree that a decline In the price of oil

would have a positive effect on our nation's economy by lowering inflation
and interest rates and, thus, spuring economic growth and reducing

unemployment.

Chamber economists examined the probable effects of an arbitrary 10

per barrel drop In oil prices. The results are listed in Table 1.
Generally, they found it would provide the following benefits to the American

economy

A Drop in Oil Prices Raises GNP and Lowers Inflation. A sustained $10

per barrel drop in oil prices would raise the level of real GNP by 0.8
percent In the first year and 1.6 percent in the second year compared to what

otherwise would have been the case. (See Figure 1.) In terms of growth

rates, this means that a $10 per barrel decline in the price of oil would add

1.2 percentage points to real GNP growth in the first year and 1.0 percentage

points in the second.

As a result of recent oil price decreases, we can expect real GNP to

be 1.2 percentage points higher in 1986 and 1.0 percentage point higher in

1987 than would otherwise have been the case. Using the December 1985' Blue
Chip consensus forecast of 2.5 percent growth in 1986 and 3.1 percent growth

In 1987 as a starting point, this means that on the basis of the oil price

decline that has already occurred, we can expect real GNP growth to be 3.7

percent this year and 4.1 percent in 1987.

*The rationale for using the December 1985 consensus forecast rather
than the latest one is that the former probably did not anticipate as rapid a
decline in oil prices as has actually occurred.
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The drop in oil prices would lower inflation. A $10 per barrel

decline in oil prices would lower the rate of growth of the consumer price

index by 1.1 percentage points in the first year. Any fall in oil prices is

particularly good news to consumers as it cuts their energy bills.

Reduced Inflation Leads to lover Interest Rates. Lower inflation

rates are expected to lead to lower interest rates in 1986 and 1987. A $10

per barrel drop in oil prices should loer the rate on three-month Treasury

bills by 30 basis points in 1986 and 20 basis points in 1987.

Lower Energy Costs and Lower Interest Rates Spur Investment. Lower

energy costs and lower interest rates Improve the outlook for both

residential and nonresidential investment. A sustained $10 per barrel drop

in oil prices should have the following effects: In 1986 and 1987, the level

of nonresidential investment would be 1.3 percent and 3.0 percent higher,

respectively, than otherwise would have been the case. Similarly,

residential Investment would be 2.1 percent higher in 1986 and 4.1 percent

higher in 1987.

Increased Investment Creates More Jobs. Increased Investment creates

more private-sector jobs. As a result, civilian employment should be 0.4

percent higher in 1986 and 0.9 percent higher in 1987, then otherwise would

have been the case. (See Figure 2.)

Lover Prices and Increased Employment Stimulste Consumer Spending.

Lower prices and increased employment will raise real disposable income and

consumer purchasing power. As a result, consumer spending will increase.

Chamber econoalsts predict that the combination of stronger income

growth and lover interest rates would reduce the budget deficit by a

cumulative $20 billion over two years.
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(2) Negative Effects on the Economy from an Oil Import Tax

Chamber economists also examined the economic impact of an oil Import

tax on the national economy. A simulation was performed by the consulting

firm of Laurence H. Meyer & Associates (Table 2) based on an arbitrary $5 per

barrel import tax. The static revenue increase from the tax Is estimated to

be 410.1 billion In 1986 and $10.8 billion in 1987. It Is assumed that the

Federal Reserve will realize that the rise In inflation is due to the import

tax and not an upward trend in prices and, thus, provide additional reserves

to maintain interest rates at approximately the same level as the base case.

If the Federal Reserve did not accommodate the new tax, however, the negative

effect on the economy, particularly on investment, would be larger.

The results of the simulation show that enactLent of an import tax

would lower overall economic activity and significantly increase inflation,

partially offsetting the gains to the nation's economy stemming from the

recent slide in oil prices. We believe these results offer compelling

arguments against the imposition of an oil Import tax.

An Oil Import Tax Lowers Real GNP, Increases Inflation and Lovers

Consumer Spending. The level of real GNP would be 0.2 percent lower in 1986

(or $8 billion) and 0.5 percent lower in 1987 (or $17.3 billion) than

otherwise would have been the case. This means that the rate of growth of
real GNP would be 0.2 percentage points lover each year. (See Figure 3.) As

a consequence of reduced economic activity and higher prices, real consumer

spending would be 0.2 percent lower in 1986 (or *5.8 billion) and 0.4 percent

lower In 1987 (or 410.5 billion) than otherwise would have been the case.

Residential and nonresidential fixed Investment would also suffer. Real

nonresidential investment would fall 0.3 percent in 1986 (or $1.5 billion)

and 0.7 percent in 1987 (or *3.7 billion). Real residential investment would

fall by slailar percentages.
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Lower Investment Means Fewer Jobs Created. Lower investment means

that fever private-sector Jobs are created. As a result, the oil import tax

would cause civilian employment to fall by 0.1 percent and 0.3 percent in

1986 and 1987, respectively, compared to what would have been the case
without the added tax. This implies a cumulative loss of 400,000 jobs in

1986 and 1987. The civilian unemployment rate would be 0.1 percentage point
higher In 1986 and 0.2 percentage point higher in 1987. (See Figure 4.)

A new tax would reduce the size of the national Income Accounts (NIA)

deficit. However, the dynamic reduction ($17.9 billion over the two years)
is $3 billion less than the static revenue estimate ($20.9 billion over the

two years). The deficit is not reduced as such as expected because lower

levels of economic activity and higher unemployment raise federal

expenditures and lower receipts. On the other hand, the increase in

inflation that would result from the tax would offset part of the reduction
in government receipts that would occur due to lower levels of economic

activity.

(3) Additional Arguments Against an Oil Import Tax

In addition to the serious negative economic impact an oil import tax
would have on the economy, an oil import tax should be opposed for the

following important reasons

--An oil import tax Is not consistent with the U.S. policy of free
trade. A sizeable portion of U.S. oil imports comes from neighbors and
allies, such as exico, Canada, and the United Kingdom. A fee would harm

them and night encourage retaliatory action.

-An oil import tax would lead to higher prices for all forms of
energy: natural gas, coal, and electricity. The price of domestically

produced oil would be bid up to the price of imported oil, Including the fees
and the prices of other energy sources also would rise.
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-An oil import tax would mean higher energy prices, which would

increase domestic manufacturing costs, ak ng it even more difficult for U.S.

industries to compete overseas and at home. Foreign producers would retain

their lower energy costs and be able to undercut American goods in the U.S.

market. American exports would suffer and imports surge. Industries

especially affected by an oil import tax would be basic metals, metalworking,

machinery manufacturing, chemicals, agriculture, motor vehicles, and

transportation.

-- An oil import tax Is regressive and would most severely penalize

middle- and low-income consumers who spend a greater percentage of their

income on transportation, food, utility bills, and other necessities.

-An oil import tax discriminates against regions of the country where

automobiles are a necessity of life and where fuel oil is the prime source of

home heating fuel.

-Foreign countries, some refiners, and certain consumer groups will

undoubtedly seek exemptions from the tax. Such exemptions would lead to new

bureaucratic entitlement programs that would offset much of the revenue the

tax was supposed to raise.

-Consumers who suffered the skyrocketing energy prices during the

1970a as a result of excessive costs of cartel-controlled prices should not

be required to support the price of domestic oil and indirectly other fuels

for the benefit of a handful of those who benefited during the 1970s.
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Conclusion

The Chamber believes that, while actions to protect the economy and

national security against an overdependence on foreign-produced energy could

warrant federal Intervention in the marketplace, such intrusion is not
warranted at this time and would be counterproductive to the economy. In

addition, we believe that if and when a time arises that national security is

threatened, an oil import fee would not be the appropriate solution.

Attempts to solve the b-idget deficit by requiring Americans to pay

more taxes also are unwarranted. Instead, we urge Congress to work to reduce

the growth in federal spending.
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Table I

ECONOMIC IMPACT OF A $10 PER BARREL DROP
IN THE PRICE OF IMPORTED OIL

(Percentage difference from base unless otherwise Indicated.)

1986 1987

GNP 0.5 0.8

Real GNP 0.8 1.6
Consumption 0.8 1.4
Nonresidental Investment 1.3 3.0
Residential Investment 2.1 4.1

Civilian Employment

Consumer Prices (1)

Implicit GNP Deflator (1)

3-Month Treasury-Bill Rate (2) -30.0

Corporate Bond Rate (2)

0.4 0.9

-1.1 -0.3

-0.4 -0.4

-20.0

-10.0 -20.0

Note: The base simulation is the current Laurence H. Meyer and Associates
(LHH&A) forecast (BASE601). The price of OPEC oil is $20 per barrel
in both 1986 and 1987. The alternative simulation assumes that OPEC
oil averages $10 per barrel In both 1986 and 1987.

(1) Percentage point difference.
(2) Basis point difference.

Source: U.S. Chamber of Comerce, Forecasting Section, using
University (LHM&A) model of the U.S. economy.

the Washington

February, 1986

't"
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Table 2

ECONOMIC IMPACT OF A $5 PER BARREL
OIL IMORT FEE

(Percentage difference from base unless otherwise indicated.)

1986 1987

Real GNP
Consumpt i on
Nonresidental Investment
Residential Investment

Civilian Employment

Civilian Urmployment Rate (1)

Consumer Prices (1)

Implicit GNP Deflator (1)

-0.2
-0.2
-0.3
-0.4

-0.1

+0.1

+0.6

0.5

-0.5
-0.4
-0.7
-0.7

-0.3

+0.2

+0.2

+0.2

(1) Percentage point difference.

Source: Laurence H. Meyer and Associates,
for LHM&A clients.

from a special analysis prepared

February, 1986
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the DOSCHERS GROUP inc
740-A easl nwin street

tenturo, californw 93001
(803) 653-5070

The Finance Comittee of the U.S." Senate
SD-219, Dirksen Senate Office Building
Washington, D. C. 20510

Gent lemen:

In Re: A Tariff On Imported Crude Oil

A tariff on imported oil would not be in the interest of the

people of the United States of America.

First consider the impact of oil prices on economic competi-

tiveness. Japan purchases all of its crude from offshore sup-

pliers; therefore the benefit it receives from lowered crude

costs is not mitigated by any other factors. Hence, its cost of

using energy and petrochemicals in manufacturing operations,

space heating and cooling, and transportation will decrease.

A domestic tax on imported crude would raise the price of

that crude to American consumers and American industry. It would

be a foregone conclusion that American producers would raise the

price of their product to that of the taxed fore ign.crude, and

.the overall result would be a disproportionately higher cost for

energy in America than i- Japan. All energy intensive goods made

in Japan would be ever aso much cheaper than the corresponding

American made goods.

In addition, the American producers of crude oil would re ap -

a great and undeserved profit by being able to raise the stlg 4410

price of domestic crude. Since the American producers are not

this time reinvesting thai: profits in new ventures (other thin

to buy out other businesses) they do not merit any such vindfall .

profit. American reserves would be pumped into pipe lines ever o'

such faster to make the quick buck. f.
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Nothing less than a 1OO windfall profits tax on crude oil

sales would be fair to the hundreds of milllions of Americans who

do not ovn stock in the oil companies.

A tax on crude oil can probably not reduce consumption any

further without forcing another significant decrease in the

standard of living of Americans. The asocial and vain rich who

still demand inefficient automobiles constitute a small part of

the population and the tax will not deter their vanity.

The ample supply and low price of crude oil are transient

phenomena. It is caused at the moment by a fortuitous mix of two

decades of deservedly high sales of efficient Japanese cars and

lowered standards of living in North America and Western Europe,

and peak sales of crude oil from Mexico and the North Sea. All

this has resulted in a 502 reduction in crude oil sales for Saudi

Arabia (from some 20 to 10 million barrels a day), and they are

properly quite annoyed that the market has not been more fairly

divided.

Being the strongest of all producers with a crude oil

reserve of some 50 to 100 years (compared to less than 10 in the

West) and an ability to produce more than any other nation, Saudi

Arabia has fought back with its economic strength. It has low-

ered the price so as to punish arginal producers - (every other

producer is marginal compared to Saudi Arabia except for the

U.S.S.R.) even to putting @ome of then out of business.



671

The United States of America vii no longer be a major oil

producer within another decade. Domestic production will be less

than 5 million barrels a day some ten years from now and heading

lovere every day. The Saudis will let us know what the cost of a

scarce commodity a at that time. If any tax on crude oil is

being contemplated it should be one on domestic production - it

should be conserved. However, the American economy - its oil

producers, their employees and the dependent support and service

population that it supports cannot take on such a burden at this

time.

A supply of competitive and safe energy is America's

Achilles heel. Extensive and probably expensive programs are as

necessary, if not perhaps more so, for America's future than much

of the space and defense budget. An energy policy that only

looks at the short term and the quick buck will do us the

greatest damage. Just consider the plight of the major oil

companies on the vest coast who rushed into co-generation, i.e.,

the use of natural gas to generate the steam for recovering their

large resources of viscous crude oil. The price of crude oil is

now so depressed that the cost of the co-generated steam is now

moe expensive than that produced by burning natural gas. They

are in a very bad bind by not being able to switch back to crude

oil as the fuel for the steam generators. (It was heinous in the

first place to use the limited supplies of so versatile resource

as natural gas to to produce the viscous crude oil.)
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A tax on imported crude oil vould only further burden an

already non-competitive American industry, singularly benefit the

large oil companies, deprive the American consumer of a passing

opportunity to increase his standard of living, and hasten the

depletion of the nation's dwindling supply of gaseous fuels.

~SC" your

d HK her

(A career resume is attached for identification and to advise you
of the expertise on which the foregoing comments have been
based.)
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the DOSCHERS GROUP inc
740-A eat main street

venture. calflornia 93001
(805) 653-5070

Todd H. Doscher

Dr. Todd H. Doscher is a registered professional engineer in Texas,
California, and Alberta (Canada). He is President of the Doschers
Group, Inc., engineering consultants, and Vice President of CLD Technol-
ogy, Inc., an oil field service and research company.

Dr. Doscher took early retirement' in 1976 as Head Office Consultant
in Petroleum Engineering to Shell's Head Office Exploration and Produc-
tion Division. He subsequently was appointed to the Pahlavi Chair of
Petroleum Engineering at the University of Southern California and since
1982 he has devoted full time to consulting work.

Since 1976 Dr. Doscher has consulted for numerous private corpora-
tions and government agencies throughout the world. Among his industry
clients have been Amoco Canada, Gary Energy, Winterachall, Brigitta,
Union Texas, Marathon, General Atomics, Rocketdyne International, TRW,
Sun Oil and Refining, TRV Minerals, Tosco,.Superior Oil, Husky, Tenneco,
and others.

The Doschers Group have been retained by government agencies in
Mexico (Pemex), Venezuela (Intevep and Haraven), Iran (NIOC), Canada
(Aostra), United States (Alaska, Central Intelligence Agency, U. S.
Congress Office of Technological Assessment, Department of Energy),
United Nations (Indian Institute of Reservoir Studies), and most
recently visited the Peoples-Republic of China under the auspices of the
Institute for Nuclear Technology at Tsinghua University.

The principal area of expertise of the Doschers Group is in
enhanced oil recovery, reservoir engineering, reserve studies and
economic feasibility studies. However, their consulting work has also
ranged from from developing optimum production plans for the Prudhoe Bay
Oil Field (State of Alaska) to developing techniques for using solar
steam generating technology for oil field applications (Department of
Energy) to down hole steam generators (Rocketdyne) and evaluating the
effect of nuclear detonations on cavity creation and heating in thick
tar sand sections (Aostra).

Prior to being appointed as the Head Office Consultant, Dr. Doscher
was Manager for Shell's Heavy Oil Project, and earlier had been Division
Engineer for Shell Canada's Special Studies Project on the Athabasca Tar
Sands. He was instrumental in the early research work and field
development of steam technology for the in-situ recovery of heavy oils
and bitumens. His earlier work with Shell included development of the
membrane filter for determining the quality of subsurface injection
fluids, development studies on drilling muds and fracture fluids, and
chemicals for well stimulation and enhanced oil recovery.
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Dr. Doscher was ultimately responsible at Shell for advice and
consultation to the corporation on reservoir, petrophysical, and geolog-
ical engineering and corresponding research activities and associated
economic studies. In addition, he was responsible for Head Office
technical activities and economic feasibility studies on unconventional
sources of liquid and gaseous fuels; coal, oil shale and tar sands.

At the University of Southern California, Dr. Doscher developed
courses in enhanced oil recovery and other professional courses some of
which were presented on interactive television throughout California and
later in other parts of the world. He was Principal Investigator for
the U. S. Department of Energy contracts at the University on physical
modelling of the steam drive process, studies on carbon dioxide for the
recovery of residual crude oil, and methane recovery from geopressured
aquifers.

Dr. Doscher has been Chairman of the American Petroleum Institute's
Committee on Recovery Efficiency, which awarded him a Certificate of
Appreciation for his Chairmanship of the Committee on Recovery and
Recovery Efficiency which recently issued a revised edition of its
Bulletin D-14 on Statistical Correlation of Crude Oil Recovery, a Dis-
tinguished Lecturer of the Society of Petroleum Engineers, and an Editor
of the SPE's Improved Oil Field Recovery Reports. He is Consulting
Editor for McGraw Hill's Encyclopedia of Science and Technology.

Dr. Doscher has frequently contributed articles to the Journal of
Petroleum Technology, The Journal of the Society of Petroleum Engineers,
the Oil and Gas Journal, the American Scientist and other professional
and trade journals. He holds several U. S. patents on oil recovery and
oil field technology.

Prior to joining the petroleum industry, Dr. Doscher was employed
in the food industry where he made significant contributions to the
development of citrus pectens, soluble coffee and synthetic flavors.
During World War II, Doscher was instructor in ESHW/DT courses in New
York, Ohio and California. Dr. Doscher graduated with a B.Ch.E., summa
cum lauded, from the City College of New York, an M.Ch.E. from Case
Institute of Applied Science and his Ph.D. from the University of South-
ern California.

Dr. Doscher has been elected to membership in numerous honorary
societies, including Sigma Xi, Tau Beta Pi, Phi Beta Kappa, and Phi
Lambda Upsilon.
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The Highway Users Federation (HUF) is a national,

longstanding coalition of businesses, industries and

associations working to make America's highway

transportation systems safer and more efficient. Our 400

plus companies and business associations cut across 27

industrial and commercial categories, and are the chief

users of highways and the main providers of highway

transportation products and services. With affiliated

highway user groups in every state, the Federation is the

largest, most diversified organization of its kind in the

nation.

We appreciate this opportunity to present the

Federation's views on the oil import fee proposals (S.1997

and S.1507) before this Committee.

Because gasoline accounts for about 44 percent of

petroleum use and the U.S. imports about 40 percent of the

oil it consiies, a tax on imported oil would mean higher

gasoline prices. The Federation estimates that a $10 per

barrel oil import tax would boost the price of gasoline and

other oil products by about 24 cents a gallon if it were

fully passed through to consumers. It would add $143

annually to the cost of gasoline for the average motorist,
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and about $250 to the cost of heating the average oil-burner

home.

Gasoline is already one of the most heavily taxed

essential commodities in the country, averaging about 20

percent of the cost of the product. On top of the 9 cents

per gallon federal tax, state taxes now range as high as 18

cents per gallon, with sales and local taxes adding even

more to the price of a gallon in many parts of the country.

Highway users, regardless of income, do not have the

option of shifting to other fuels and must use petroleum

regardless of the cost. It is plainly unfair to make users

of an already highly taxed product bear the brunt of the

federal deficit.

Highway transportation has not contributed to the

national deficit. The Transportation Trust Fund is required

by Federal law to always have sufficient funds to cover

expenditures. Our financial house is in order[ The

construction and maintenance of our nation's highways are

financed by the users at the state and Federal level. At

the Federal level in FFY '86 the highway program's spending

from its dedicated source -- the Highway Trust Fund -- was

reduced $3 billion. Deferring the expenditure of $3 billion

of highway user generated funds is a significant

contribution to a deficit the highway program in no way

causes.
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Taxing one essential commodity, like petroleum, for

general government purposes is risky tax policy, especially

when the product is targeted simply because its price is

dropping.

In recent years, TV sets, computer chips, some items of

wearing apparel, and other products have declined in price,

according to the Bureau of Labor Statistics. Yet no one

proposes that such products be special targets for new taxes

simply because their price is declining.

Prices can and do go up as well as down. Tax policy

based on fluctuating prices at any given time is bad policy

and grossly unfair to the highway user.

Taxes for general public purposes should have the

widest possible base and should fall equitably among all

taxpayers. If an energy tax is necessary, then it should be

fairly imposed on all energy sources. Petroleum should not

be singled out. Why not increase the tax on natural gas,

coal, hydropower and nuclear power?

An oil import fee does not provide this equity. There

are major geographical inequities in an oil tax. Under such

a tax, consumers in the West, who use more gasoline than the

national average, would bear a disproportionate share of

this financial burden. This tax will pit Westerners against

Easterners and urbanities against rural and suburban

dwellers.
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Today's falling oil prices are contributing to

America's economic resurgence. Less expensive oil will have

a ripple effect throughout the economy, lowering fuel costs

not only for transportation, but for manufacturing, farming,

and such industries as plastics and chemicals. Lower oil

prices help keep inflation down, boost individual buying

power, and help create jobs by lowering business and

industrial costs.

Artificially high oil prices have the opposite effect.

A 1982 Congressional Budget Office study found that a $10

per bar-el oil import tax would reduce the real Gross

National Product (GNP) by 1.4 percent and industrial

production by 3.3 percent, while increasing unemployment by

one-half percent.

Current estimates are that a $10 per barrel oil import

tax would reduce the GNP by at least one percent and

increase unemployment by 300,000 to 400,000 the first year.

American manufacturers of petroleum-based products

would bear a tax burden that foreign manufacturers don't.

For example, in 1985, over 290 million tires were

manufactured in the United States. Each passenger tire has

about seven gallons of oil in its raw materials and its

energy to produce. Having the tax on imported oil would

raise the price of domestically produced tires with respect

to imported tires, which could lead to further erosion of an
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important domestic manufacturing base and a continuing

increase in unemployment.

Any additional tax on petroleum would have a direct and

damaging effect on highway transportation. Since 1919 the

tax on oil has been largely reserved for highways.

Presently, motor fuel taxes at both the state and federal

levels enjoy public support largely because thqy are clearly

and correctly perceived as true user charges dedicated for

the construction and upkeep of our nation's highway system.

Additional petroleum taxes at the Federal level for non-

highway purposes would preempt state and Federal taxing

abilities for transportation's demonstrated needs.

An oil import fee could hurt the economy just at a time

when today's falling oil prices are contributing to

America's economic resurgence, and hurt the highway user

community by imposing an inequitable share of the burden of

deficit-reduction on a segment of our society that has

traditionally paid its way for the governmental services it

has received.

In short, an oil import fee is a bad idea and it should

not be foisted on the American public as an alternative to

fiscally sound deficit reduction.

Thank you.
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March 13, 1986

Senator Malcolm Wallop
Chairman
Subcommittee on Energy and Agricultural Taxation
Senate Finance Committee
219 Dirksen Senate Office Building
Washington, D.C. 20510
U.S.A.

FE Oil Import Fee Legislation

Dear Mr. Chairman:

The two hundred producer members of the Independent Petroleum Association of
Canada (IPAC) appreciate this opportunity to share with the Subcommittee our
views on the possible imposition of a tax on imported crude and product. IPAC
does not, as a normal practice, participate in the U.S. legislative process, and our
submittal in this matter is made with the greatest deference and respect for your
proceedings.

IPAC's members are in great sympathy with the stated objective of the Chairman
to ensure energy "survival" through some measure of energy pricing stability.
Like our counterparts in the United States, Canadian independents drill the vast
majority of new wells. More importantly, our members, like U.S. independents,
are most affected when prices plunge and cash flow falters. In the current
climate bankruptcies are a certainty, exploration activity has all but ceased, and
the only open question is not whether, but the degree to which our industry will be
permanently injured as a result of the market manipulations of OPEC nations.

Our interest in the Subcommittee's deliberation over an oil import tax should be
readily apparent - Canada is now the second largest source of U.S. crude imports,
representing approximately 15 percent of total U.S. crude imports at an coverage
of 500,000 barrels per day. In addition, Canada supplies approximately 100,000
barrels per day of refined petroleum products to the U.S. market.

Canadds role in enhancing Americds energy security is not an accident - but the
result of years of effort to achieve an equitable and mutually beneficial energy
trading relationship. The uniqueness of this relationship is exemplified by the fact
that Canada is the only foreign petroleum supplier to the United States that is has
pipeline connected. Since 1983, Canada's role as a supplier of crude to the U.S.
market has nearly doubled. This has contributed significantly to the United
States's ability to wean itself from its previous dependence on OPEC crude
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sources. In this context, Canadian supplies can now be viewed as augmenting the
Strategic Petroleum Reserve but at no cost to the American taxpayer.

Furthermore, Canadian policies which had been antagonistic to American
investment have now been discarded and replaced with policies which actively
encourage long-term cooperative, commercial relationships. Our Association has
been at the forefront in promoting and creating this positive and constructive
relationship.

IPAC has reviewed the possible impact and implications of the United States
imposing an oil import fee or tax. Our conclusion is that the imposition of an
import fee or tax, in the absence of an exemption would (I) have a serious
detrimental impact on the Canadian oil industry (2) be inconsistent with and
contrary to the commitment of President Reagan and Prime Minister Mulroney to
reduce energy trade barriers between our two countries; and (3) increase, rather
than reduce, American dependence on OPEC oil. We believe this last point is
critical - both for us and for your deliberations. Our initial analysis is in accord
with the testimony of Deputy Secretary Boggs, who stated that "the fee would
likely affect high cost producers more than low cost producers. Since most of our
imports now come from Canada and Mexico, the fee is likely to reduce imports
from non-OPEC nations rather than reducing OPEC sales".

IPAC respectfully suggests that an oil import fee would only achieve the goals of
energy "survivability" and security if there is a "North America" exemption. IPAC
submits that exempting Canada and Mexico would enhance rather than diminish
U.S. energy security by preserving and protecting North America's energy
production capabilities -- one of the basic precepts of a North American energy
policy. For example, current low international oil prices have already eliminated
much of the attractiveness of developing Canada's frontier resources, and the
imposition of a U.S. import fee would further curtail development of this
significant resource.

We recognize, as others have pointed out, that once the exemption process starts,
it is difficult to know where to draw the line. However, in Canada's case, there is
strong precedent for an exemption, Canada was exempt from the mandatory oil
import quotas in effect from 1959 through 1973. Nonetheless, even if exemptions
were provided for Venezuela cirid the United Kingdom as well, the principal
objectives of the Subcommittee - survivability and security- would still be met,
while only the objective of raising revenue would be reduced, but not eliminated.

IPAC thanks the Subcommittee for giving us the opportunity to express our views
on this critical issue.

Sincerely,

INDEPENDENT PETROLEUM ASSOCIATION OF CANADA

A.R. Price

Chairman

cc: Senate Finance Committee Members
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THE EFFECTS OF PROPOSED TAX REFORM ON THE INTERNATIONAL
COMPETITIVENESS OF U.S. INDUSTRIES

TESTIMONY PRESENTED

to

THE INTERNATIONAL TRADE COMMISSION

OF THE UNITED STATES

by

J.D. FOSTER'

INSTITUTE FOR RESEARCH ON THE ECONOMICS OF TAXATION

(IRET)

Investigation No.: 332-220

JANUARY 28. 1986

* The views expressed here are my own and do not necessarily
reflect the views of IRET or its contributors.
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- Summary

o On balance, both the Administration's tax reform
proposal and the tax reform bill passed by the House of
Representatives pose a serious threat to future U.S.
competitiveness.

o The reduction in marginal tax rates under the
individual income tax would improve U.S.
competitiveness. It would result in

o an increase ifr the supply of labor services,
o an increase in the after-tax return to

productive effort,
o a moderation in the rate of increase of future
unit labor costs,

o a reduction in the income tax bias away from
personal saving, thereby increasing the supply
of national saving available for capital
formation.

o The positive aspects of tax reform on the individual
side are overwhelmed by many of the base broadening
proposals for the corporate income tax.

o One of the greatest threats to future U.S.
competitiveness of the tax reform proposals is the
repeal of the ITC and the replacement of ACRS with
either the CCRS or IDS.

o Each tax reform proposal contains numerous other
policy-poor revenue-raisers on the corporate side
including

o the Alternative Minimum Tax, definitionally a
bankrupt idea in terms of tax policy,

o the reduction in the Incremental Research Tax
Credit,

o the reduction in the exclusion rate for Foreign
Sales Corporation (FSC) income.

Taken together* these measures would result in a
significant reduction in the ability of U.S. firms to
compete Internationally.

o Congress should retain the positive elements on the
Individual tax side and jettison the policy-poor
revenue raisers mentioned above in favor of the
competitiveness enhancing Business Transfer Tax or some
variation thereof.

i
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The Effects Of Proposed Tax Reform On The International
Competitiveness Of U.S. Industries

My name is J.D. Foster. I am an economist with the Institute for
Research on the Economics of Taxation (IRET). IRET is a non-
profit# non-partisan, tax and fiscal policy research
organization. Our focus at IRET is to analyze the effects of
taxes on individuals' incentives to work, save and consume. From
this perspective we are able to examine the effects of various
tax systems and tax proposals on the prospects for economic
growth and U.S. international competitiveness.

It is encouraging to see U.S. competitiveness being given greater
consideration in the tax reform process. I commend the
International Trade Commission'and the Senate Finance Committee
for recognizing the importance of taxation for future U.S.
competitiveness and for holding this hearing to improve the
awareness of all of us as to the ramifications of the various tax
reform proposals.

The U.S. international trade deficit, and the U.S. international
trade position in general is the result of many forces great and
small. not all of which are affected by U.S. tax policy.
Nonetheless, where tax policy, and the final product of tax
reform, does have an impact. that impact is often great.

In the large. the manner in which tax reform can affect U.S.
international competitiveness is through its effects on saving
investment, and the productive effort of the American people. In
the large, neither the current tax system, nor the tax reform of
the President's proposals nor the bill passed by the House of
Representatives gets better than a mixed report card.

The Current Struoture of Tax Reform

In rough outline, both the President's proposal and that of the
House reduce the individual income tax by lowering marginal tax
rates. In the case of the President's proposal, the top rate for
individuals is reduced to 35%, while under the House proposal the
top rate is set at 38%. Similarly, the top rate for corporations
is slated to fall to 33% and to 38%, respectively. To compensate
for the revenues lost due to rate reductions the tax base for
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individuals is to be broadened somewhat. and the tax base for
corporations is to be broadened substantially. Furthermore, the
minimum tax for both individuals and corporations in the House
Bill is raised substantially as a short-cut to curtailing
perceived tax abuses, raising significant new revenues without
directly addressing tne provisions responsible for the abuses.
The effect of both reform measures is to shift from a direct
income tax burden on individuals to an indirect tax on
individuals by way of the corporate income tax.

To determine the net effect of tax reform on U.S.
competitiveness, we-must ask whether the shift of the tax burden
from individuals to individuals via corporations improves or
impairs economic efficiency and the allocation of resources.
Expressed another way, is this indirect taxation more or less
distortionary to the decisions taxpayers make with respect to
consumption, saving, investment and work than direct taxation?

The correct approach to answer this question is to consider how
the tax burden is shifted under each reform proposal and whether,
as a result of the shift, the distortionary effects inherent in
an income tax are reduced on the individual side sufficiently to
compensate for the increased distortionary effects on the
corporate side. If the answer to the question is negative for
either proposal, and I believe both proposal's represent a net
increase in the distortions the tax system imposes on the
economy, then that proposal represents a step backwards over
current law and would be very detrimental to economic efficiency
and U.S. competitiveness.

The prospects for reducing the distortions on the individual side
are relatively straightforward because, except for some base
broadening and a stiffer minimum tax, tax reform can be
summarized by the phrase "marginal rate reduction." The
corporate side is much more difficult, however, because along
with rate reduction we have a number of measures proposed to
broaden the corporate tax base. These base broadening measures
are the primary revenue-raisers that allow each tax reform
proposal to be "revenue neutral." Therefore, the prospects for
increasing the distortions (and their effects on U.S.
competitiveness) -on the corporate side are wound up in the
question of whether either reform proposal would result in a more
accurate definition of taxable corporate income than current law.
A simple example will suffice to show why correctly defining
taxable income is at the crux of the matter.

Suppose that at current factor and product prices a corporation
employs two factors of production, A and B, in equal proportions,
and suppose for simplicity that each has a cost per unit of
production equal to one in a world without taxes. This is the
most efficient arrangement available to the corporation because
it reflects the true costs to the economy of using factor inputs.
Now suppose a corporate income tax system is imposed under which
the costs of employing A in the production process is fully
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deductible against corporate income, whereas the costs of
employing B may never be deducted. Under such a system, the tax
base for this corporation includes profits, if any, plus the
costs of purchasing B as an input factor. That is, a cost of
doing business is being taxed as well as profit.

The effect of the corporate income tax on the corporation Is
clear in this case. The cost of employing B in the production
process increases dramatically, relative to the cost of employing
A. The firm responds to this new cost structure by reducing its
use of B and compensating by using more A wherever possible.
This is necessarily a less efficient arrangement than that before
the tax was imposed. The net result is a less efficient
allocation of resources, higher costs, higher prices or reduced
output levels, and a loss of competitiveness of the firm in
question as well as any other firm that relies on the products of
the subject firm.

The question on the corporate side, then, is whether the
corporate tax base-broadening measures included in the tax reform
proposals reflect a movement towards more or less accurate
accounting for the expenses of corporations. If less, then the
distortions produced by the corporate income tax will be
increased under the reform proposals. The loss of
competitiveness on the corporate side must then be compared with
the gains, if any, on the individual side, to determine whether
either tax reform proposal improves the ability of U.S. firms to
compete with foreign firms at home and abroad.

Individual Rate Reduction And The Cost And Supply Of Labor

The reduction in the statutory marginal tax rates faced by
individuals, assuming these reductions are reflected in
corresponding reductions in effective marginal rates -- a matter
about which there is some debate -- is a positive step for U.S.
competitiveness. For one thing, lower rates will result in an
increase in productive effort supplied at any market wage rate.
Beyond some minimum level of income, individuals face a choice
between using their time for leisure activities or for supplying
labor services. How much labor they supply depends on the real
after-tax wage they can claim. For a given wage level, a
reduction in the marginal tax rate translates directly into an
increase in real after-tax wages and, therefore, an increase in
the amount of time and effort an individual is willing to offer
to those who demand his services.

At a given nominal wage, a reduction in the individual marginal
tax rate means that the after-tax wage received by the worker
increases. Consequently, U.S. firms will likely see a moderation
in the rate of increase in the wages they must provide in order
to employ the same amount and quality of labor services. That
is, there is likely to be some sharing between firms and workers
of the benefits of the marginal rate reduction resulting in a net
increase in supplied labor services, a net increase in after-tax
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wages earned by workers, and a net decrease in unit labor costs
faced by U.S. firms competing at home and abroad. For lack of a
better name we can call this array of consequences the labor-
supply effect of a reduction in the marginal tax rate facing
individuals.

This labor-supply effect has at least three implications for U.S.
competitiveness. By increasing the supply of labor services
available for production, a reduction in the marginal tax rate
provides at least one force for increasing the rate of growth of
long-run real domestic output. An increase in real output
translates into an increased capacity to export goods and
services. Therefore, a rate reduction would result in a long-run
increase in the export capacity of the U.S.

A second implication of the labor-supply effect is the likely
moderation in the rate of growth of real wages paid by U.S.
firms. Examined in isolation from the rest of tax reform, such a
moderation would imply a reduction in the unit labor cost of
production relative to the unit costs of all other factors of
production, such as capital and energy. In the short-run this
will undoubtedly be a helpful force for improving U.S.
competitiveness. In the long-run, however, as firms adjust to
the new relative prices, firms that use labor intensively in
their production processes relative to other factors will
continue to have gained a competitive edge relative to their
foreign competitors. However, this gain would come a' the
expense of firms that use other factor inputs intensively
relative to labor. Therefore, in this respect, the labor-supply
effect results in a shifting of competitiveness among different
categories of U.S. producers and would result in a net increase
in U.S. competitiveness only to the extent that the U.S. has a
natural advantage in labor-intensive activities that has been
heretofore stifled through the tax code. As we shall show below,
U.S. exports have been historically dominated by capital-
intensive and high-technology goods; in itself, this effect of
individual rate reductions is likely to afford only modest gains
in U.S. competitiveness in the long-run.

The third implication of the labor-supply effect is that, as the
marginal rate is reduced, the wages that firms actually pay and
the after-tax wages individuals receive converge. As a result of
the reduction of this tax wedge, the amount of labor services
demanded and supplied will tend to conform more closely to what
would be the case in a world without taxes. It follows,
thenthat labor, and all other-factor inputs, will be put to more
efficient uses. This increase in efficiency translates directly
into a reduction in production costs of all firms, whether they
currently use a heavy labor input or not. Therefore, this tax
wedge side of the labor-supply effect will be a positive force in
improving U.S. international competitiveness.

-4-
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Individual Rate Reduction And Individual Saving

The reduction in individual marginal tax rates has a further,
highly beneficial effect on U.S. international competitiveness.
The U.S. personal income tax system defines the tax base to
Include income that is saved and and income from previous saving.
Consequently, a particular flow of income devoted to saving is
taxed repeatedly whereas income devoted to consumption is taxed
but once. This obviously imposes a tax bias against saving in
favor of consumption, and contributes significantly to the
historically low levels of personal saving in the U.S. By
reducing marginal tax rates, tax reform promises to reduce the
income tax bias again-st saving, and to result in a greater stock
of national savings available for investment.

The significance for U.S. competitiveness of the tax-dampened
personal saving rate is an often mentioned yet rarely explained
proposition. By reducing the rate of personal saving, the income
tax reduces the amount of saving available for investment.
Consequently, less capital formation takes place, and that which
does occur must yield a higher real rate of return. This
increase in the cost of capital over what would be the case in
the absence of taxes reflects a diminished national capital base,
and is reflected in a loss of competitiveness insofar as the U.S.
competitive position hinges on the provision of an extensive
capital base.

Tax Reform On The Corporate Side

The reduction in the individual income tax burden under both
reform proposals is to be paid for by increasing U.S. corporate
income taxes* effectively shifting immediate tax burden from
individuals to corporations. Since corporations don't pay taxes,
only collect them from factor inputs and the consumers of their
products, the effect of tax reform as presently conceived is to
reduce one anti-competitive tax and raise another. One should
not be led to believe however, that the effects of such a shift
would cancel each other out.

Firms that compete in export markets or compete with imports in
the U.S. face prices set on the world market. If the prices an
internationally competing U.S. producer must charge to maintain a
minimum level of profitability are driven up by an increase in
its tax burden, that producer will find his prices under-cut by
foreign producers, unless, by some chance, foreign governments
raise the tax burden facing the firms the U.S. competes with, or
the real dollar exchange rate decreases to compensate for the
increase in U.S. prices. Theoretically. the latter should occur,
at -least in the long-run, though the turbulence in todays
exchange markets makes it unlikely one would ever be able to
check this. It is safer to assume, therefore, that the U.S.
producer has virtually no ability to pass any increased tax
burden onto consumers through higher prices.
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Unable to pass the increased tax burden onto their customers
U.S. firms would have to pass the tax burden onto their factor
inputs by reducing the amount of these inputs the firm is willing
to buy at any given price. The precise manner in which the
burden would be shifted depends on a great many factors. One
such factor would be how the elements of tax reform on the
individual side affect the real, after-tax returns to work,
consumption and saving. In discussing the individual rite
reductions we found that reducing individual tax rates would
result in an increase in the after-tax return to working. a gain
to individuals that likely would be shared with firms in the form
of lower real pre-tax wages. Furthermore, lower rates on
individuals would reduce the tax on savings, so that individuals
would accept a lower real pre-tax return on their savings to
maintain the same level of saving. Therefore, the rate
reductions on the individual side do leave U.S. firms some
latitude to pass the Increased corporate tax burden onto factor
inputs, in this case capital and labor, without requiring that
these factors accept a lower after-tax return. Insofar as
corporations do pass the tax increase back to these production
inputs, the beneficial effects of individual rate cuts are
canceled.

Thus far we have talked about the amount of tax burden that would
be shifted. A second factor to consider is the manner in which
the corporate income tax burden is increased. The choice of
base-broadening measures for the corporate income tax will have a
major impact on determining who will pay the tax, for, as the
example above showed. improperly defining taxable income has a
significant impact on relative input costs and* therefore, on how
corporations arrange their production processes.

Anticipating the discussion to follow, much of the corporate tax
base broadening results from proposals to revise the present
capital recovery system in a way that would result in increasing
the real cost of capital. This means that much of the tax burden
is to be shifted onto the product of future capital formation,
thereby reducing the level of future capital formation. The
shift in the tax burden would result therefore, in a long term
ard permanent reduction in the capital stock of the nation.
Consequently, as currently conceived, the increased tax burden on
internationally competing firms would result in a loss of
competitiveness for the nation, as well as a long term reduction
in real wealth, real wages and a contraction of real output.

The Impact On Investment

Many of the provisions of the President's and the House's tax
reform- proposals strongly influence the likely amount and
composition of future private capital formation. In fact, one of
the main revenue raisers in both tax reform proposals is the
repeal of the Investment Tax Credit (ITC). and the replacement of
the Accelerated Cost Recovery System (ACRS) with the Capital Cost
Recovery System (CCRS)* under the President's proposal, or the
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Incentive Depreciation System (IDS) under the House proposal.
Under both CCRS and IDS, a major step backward has been proposed
in the evolution of U.S. tax policy. The result of either plan
would be a reduction in the level and a distortion in the
composition of capital formation and severe consequences for U.S.
competitiveness.

U.S. international competitiveness can be bolstered effectively
if tax reform results in a tax system that is consistent with
economic efficiency. That is, the resulting system must be as
neutral with respect to prices and costs as possible. To conform
with tax neutrality, taxes must leave unchanged the costs of
acquiring and holding capital relative to the cost of
consumption. This requires a lot of a tax systems especially one
that includes a corporate income tax. One element that is
absolutely essential is that capital outlays are properly
accounted for in computing taxable income. This can be
accomplished in one of two ways. The best way is to allow the
expensing of capital outlays. Expensing would accord capital
costs the same treatment as any other cost of doing businesses.
If, however, capital recovery allowances are to extend over a
period of years, then neutrality can be achieved if the present
value of the allowances for each asset is equal to the cost of
that asset. Neutrality is maintained under such a multi-period
system because the total allowances for each asset are the
present value equivalent of expensing.

There is nothing sacred about having an investment tax credit;
nor is the ACRS, in fact, an optimal way of resolving the capital
recovery issue. Together, however, they result in tax treatment
of capital expenditures that comes as close as the corporate
income tax ever has to insuring that the present value of the
combined capital recovery allowances equals the cost of the asset
purchased. As indicated in Table I, at a 5% inflation rate and a
4% real after-tax discount rate, the combination of ACRS and ITC
result in a present value of allowances per dollar of investment
that approaches unity for many property classes. Comparing this
result with CCRS and IDS shows that each of the proposed
alternatives yields to the firm a present value of allowances far
short of the cost of the asset.

A further consequence of adopting CCRS, IDS, or some other
regressive capital recovery system would be to create an
additional incentive to move production to foreign locations in
which capital is taxed more lightly. It is a common mistake to
assume one can increase the cost of capital through taxation
without suffering a shift in global capital formation away from
the taxing country. Capital is a highly mobile commodity, well
able to move to locations where it is well-treated.

These results can be given an alternative interpretation which
serves to provide some intuition on the meaning of an improper
capital recovery system. In Table 2, the effective tax rates on
investment are presented for each of the three recovery systems
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under consideration at various rates of inflation. The rates
reflect, in a sense. the effective tax rates borne by the
investment outlay itself, rather than the income resulting from
that outlay. As the table indicates, CCRS and IDS each raise the
cost of investing in shorter-term assets relative to ACRS-ITC,
while maintaining a significant cost increase for longer term
assets. Consequently, CCRS and IDS represent an increase in the
effective rate of taxation of capital outlays.

The conclusion to be drawn is that. while the ACRS-ITC currently
in use is not perfect, for many classes of assets the CCRS and
IDS proposals significantly worsen prospects for capital
formation by increasilhg the costs of capital.

To see the effect these proposals would have on competitiveness,
consider the composition of U.S. exports and imports. In 1984,
machinery and transport equipment, manufactured goods and
chemicals, all highly capital intensive operations, represented
over 601 of U.S. merchandise exports and 55% of merchandise
imports. Similarly, these goods represented 33% of all exports
of goods and services and over 40% of all such imports. Raising
the cost of capital to these firms would reduce their
profitability and their ability to make the necessary capital
outlays to remain competitive. Such a policy would constitute a
direct threat to the international competitiveness of the major
exporting and import-competing sectors of the U.S. economy. It
is curious that the outcry over increasing investment and
international competitiveness in the U.S. should be forgotten so
quickly in the rush to raise revenue via the corporate income
tax.

The Minimum Tax

The minimum tax 'was originally intended to ensure that
individuals and corporations who paid little or no regular income
tax due to "tax shelters" would pay some tax. In the case or
corporations, these "tax shelters". or, more accurately, tax
preferences, were each intended to create an incentive to perform
some activity. The operations of some corporations allow them to
pay little or no current income tax, although they may be
incurring tremendous amounts of future tax liabilities. Rather
than examining these preferences individually to see if they are
good tax policy, and rather than limiting directly their
availability to corporations that are able to use so many of
these preferences that they have little tax liability left, the
corporate minimum tax was enacted to limit their use indirectly.
To the extent that a corporation pays a minimum tax, the value of
the preferences claimed under the regular corporate income tax is
reduced as is the incentive effect the preference was intended to
produce.

Current law allows an add-on minimum tax under which various
deductions allowed in the computation of corporate taxable income
are determined to be preferences. As such they are summed to

-8-
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Table 1

Present Value Of Cost Recovery Allowances Per Dollar of Capital Asset Under
ACRS-ITC, CCRS, And IDS At Selected Inflation Rates

Property Class

ACRS CCRS IDS

3 yr 1 1
2
3
4

5 yr 2 5
3 6

10 yr 5 7
8

18 yr 6 10

D£,latieg_ :21

ACRS CCRS IDS
-ITC
1.01 0.92 0.92

0.88
0.84
0.78

1.03 0.91 0.74
0.89 0.70

0.94 0.83 0.64
0.59

0.65 0.59 0.46

ACRS CCRS IDS
-ITC
0.97 0.91 0.88

0.82
0.77
0.70

0.97 0.90 0.65
0.88 0.60

0.85 0.82 0.54
0.48

0.55 0.60 0.34

InflatignD;AQI

ACRS CCRS IDS
-ITC
0.91 0.89 0.84

0.78
0.72
0.64

0.84 0.80 0.58
0.86 0.53

0.74 0.80 0.47
0.41

0.43 0.60 0.27

Table 2'

Effective Tax Rates Under ACRS-ITC, CCRS and IDS At Selected Inflation
Rates

Property Class

ACRS CCRS IDS

3 yr 1 1
2
3
4

5 yr 2 5
3 6

10 yr 5 7
8

18 yr 6 10

ACRS CCRS IDS
-ITC
-.8 3.7 11.6

7.0
9.2

12.1
-2.43 4.3 14.8

5.3 17.2
5.3 8.5 20.1

23.1
29.6 20.1 30.6

ACRS CCRS IDS
-ITC
2.7 11.4 6.7

9.9
12.8
16.6

2.7 5.0 19.9
5.9 22.8

12.7 9.1 26.0
29.3

38.7 20.5 37.3

W tinQD--_lQ1

ACRS CCRS IDS
-ITC
8.0 5.4 8.8

12.5
15.8
20.1

9.9 6.0 23.6
6.9 26.5

22.2 10.0 29.7
33.0

49.0 21.2 40.8

Note: There is no clear, simple way to compare and present the asset
classification schemes among the three systems. The pairing of asset
classes presented here is approximate and should not be used for a rigorous
analysis of the relative treatment of a particular asset under each system.
Class 4 under CCRS and Class 9 under IDS were excluded because each refers
to long-lived, non-business use property.

* Michael A. Schuyler and Carlos E. Bonilla provided the calculations shown
in Tables 1 and 2, and deserve the credit for this important contribution
to this testimony.
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form the minimum tax base. The current add-on minimum tax rate
is 15% of the minimum tax base and represents a tax liability to
the extent it exceeds the regular corporate income tax liability.
Both the President's and the House's tax reform proposals replace
the add-on minimum corporate tax with an alternative minimum tax
(AMT).

Under the AMT, the number -and amount of income tax deductions
that are defined as preferences would be increased and then added
to regular taxable income to form the AMT base. Under the
President's plan a tax rate of 20% is adopted, while the House
plan employs a 25% tax rate. The increase in corporate tax
liability due to the ANT liability is the excess, if any, of the
AMT base times the AMT rate over the regular income tax
liability. Furthermore, incentive credits such as the
Incremental R & E Tax Credit may not be used to reduce the ANT
liability.

Any minimum tax, the AMT in particular, raises some difficult
conceptual questions. Within the framework of tax reform in
which the corporate income tax rate is reduced to 35 or 38%, an
ANT rate of 25% would put a large number of taxpayers on the ANT
on, essentially, a permanent basis. This would be the case, in
particular, for timber producers, utilities, and those heavily-
capital intensive manufacturing companies at the forefront of
competition for markets at home and abroad. So-called high-tech
companies might also find themselves subject to the AMT much of
the time because the expensing of Research and Experimentation
costs (to be discussed below) is considered a preference and must
be amortized over 10 years. Furthermore, because the ANT
liability cannot be offset by most incentive credits, for
companies on the AMT on a more-or-less permanent basis, these
credits are lost or are of greatly diminished value.

There are numerous other proposals that have little or no
Justification in theory, that will be highly detrimental to the
international competitiveness of the U.S., and whose sole purpose
is obviously to raise revenue on a few-billion here, few-billion
there basis.

Research And Development

The development and application of new technology is widely
recognized as being of fundamental importance to the future of
America's competitiveness as well her general economic growth.
Through new technology new products and new production processes
are developed. New technology stimulates capital formation by
promising increases in productivity and improvements in the
quality of output. New technology and capital formation hold the
key to continued growth in real wages and real wealth.
Ultimately, the products of innovation, including increased
capital formation and improved productivity, hold the key to
improving the U.S. competitiveness.

-10-
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The tax system can have a profound effect on the level of
research and development (R & D) outlays. If such outlays are
treated in full as normal costs of doing business, then the tax
system provides no more bias in favor or against R & D than any
other corporate activity. The tax system can be a substantial
impediment to research if such outlays are subject to a capital
recovery system that falls short of the present value
equivalentof expensing. On the other hand, increased R & D
expenditures can be promoted by allowing additional tax credits
or deductions for R & D activity; this has been the intent if not
the effect of recent tax policy in recent years in recognition of
the importance of technology to economic growth and
competitiveness.

On the positive side, current law allows the taxpayer to deduct
currently research and development outlays with a useful life not
extending beyond the current year. On the negative side,
expenditures with a useful life extending beyond the current year
must be capitalized, that is deducted piecemeal over a number of
years according to the capital recovery system in place at the
time. Therefore, capitalized research outlays are subject to the
same non-neutral, restrictive treatment as other capital
expenditures under our current system.

Current law also allows for an Incremental Research Tax Credit
(commonly known, and hereafter referred to. as the R & D Tax
Credit) of 25% for qualified research expenditures in excess of
the average of such expenditures over the previous years. There
are a number of shortcomings with respect to the structure of the
credit. One important short-coming is that it is unavailable to
start-up firms by the very fact that they haven't had three years
of previous expenditures.

Another short-coming is that the credit has been on a temporary
footing since its adoption in 1981. By their very nature
research activities face a very uncertain pay-off. To help
minimize this uncertainty and get the greatest return per dollar
invested, considerable planning goes into defining the research
program that guides research expenditure. Such a program is not
likely to be influenced much by a tax credit that may not be
available by the time the program is well-underway. Certainly
the recent expiration of the credit is unlikely to improve its
effectiveness. The credit must be made permanent for it to
achieve its full effect.

Perhaps the most important short-coming of the R & D tax credit
is that "qualified expenditures" include primarily R & D outlays
which are expendable. but does not include tangible property
subject to the ACRS depreciation allowance system. Current law,
therefore, provides a most peculiar tax arrangement for R & D
expenditures. Wages and non-depreciable supplies are (quite
properly) expended. and may be eligible for the R & D tax credit
as well, thereby lowering their relative, after-tax real costs
below what would be the case in a world without an income tax.

-11-
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Equipment and structures purchases, however, must be depreciated
and are eligible for the lower rate Investment Tax Credit. As we
found in the discussion on investment above, the combination of
ACRS-ITC falls short of expensing-equivalency for many
combinations of assets and inflation rates. Consequently, the
real relative costs of R & D expenditures on depreciable property
exceed what would be the case in an income tax-less world.

While imperfect, current tax law does avoid severely hampering
most research activities, although it provides a strong bias
towards outlays other than for equipment and structures. The
President's proposal is a definite step backwards from current
law because of the repeal of the ITC and the replacement of ACRS
with CCRS capital recovery system, which would provide
significantly worse treatment for capitalized R & D expenditures.
The House proposal would weaken the tax incentives for R & D even
further. For one thing, along with the repeal of the ITC, the
House proposal replaces the ACRS with the IDS, which, as noted,
above, is a serious step away from the neutral tax treatment of
investment. For another thing, whereas the President's proposal
essentially left the R & D tax credit alone, the House proposal
would reduce the credit from 25% to 20%.

The effect of these proposals on the costs of R & D expenditures
can be seen from Table 2. As with general investment
expenditures, R & E expenditures ought to be expensed. To the
extent that the present value of allowances is less than the
equivalent of expensing, the corporate income tax is, in effect,
taxing the R & E expenditure. Table 2 presents the rate at which
they would be taxed under either the President's or the Houses
tax reform proposals. It is clear that, for most outlays, both
reform proposals would severely raise the real, after-tax costs
of R & E, and would reduce the amount of these expenditures.
There can be little question that this would constitute a severe
blow to U.S. competitiveness.

The Foreign Sales Corporation

A second example of anti-competitive revenue-raising in the House
proposal arises in the treatment of Foreign Sales Corporation
(FSC) income. Created to promote the export of U.S. manufactures
by lifting some of the U.S. corporate tax burden from U.S.
exports, the FSC rules allow U.S. exporting corporations to route
the income from foreign sales of U.S. manufactured goods through
a foreign office and thereby exempt a portion of that income from
the U.S. corporate income tax. The FSC rules are becoming
increasingly important in promoting U.S. exports, particularly
when U.S. goods compete with goods from countries# e.g. France,
and the United Kingdom, where a Value-Added Tax (VAT) is employed
because, under a VAT, the tax burden on their exported goods is
rebated to the manufacturer. Therefore, whereas U.S. businesses
bear the U.S. tax when competing in a third country, French goods
bear little or no federal tax.
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Under current law, and under the President's proposal, when
export income qualifies for FSC treatment, 16% of that income is
exempt from the U.S. corporate Income tax. Under the House
proposal however. only 14% of the same income would be exempt
from the tax. If enacted, this proposal would lower the
profitability of U.S. production devoted to exports, thereby
reducing the incentive to export. This would be a negative step
in maintaining and improving the U.S. competitive position.-

Concluding Remarks

The President's tax reform proposal, and that passed by the House
of Representatives both contain elements conducive to improving
future U.S. international competitiveness. Each proposal also
includes powerfully anti-competitive elements, including the
replacement of ACRS with badly defective alternatives, the repeal
of the ITC, and the policy-poor Alternative Minimum Tax. On
balance, both reform proposals represent a serious threat to U.S.
international competitiveness.

It is unfortunate that an otherwise positive, pro-growth, pro-
competitive effort at reforming U.S. tax policy should be dashed
on the shoals of powerful, anti-competitive revenue raisers such
as the CCRS or IDS, the Alternative Minimum Tax, the reduction of
the R & D Tax Credit and the Foreign Sales Corporation exemption.
When all the parts are examined and compared there remains little
room for question that both tax reforms constitute a major, real
threat to U.S. international competitiveness. Moreover, it is
particularly unfortunate that such a threat should hang over,,the
American economy when you consider that a ready alternative is at
hand, namely the Business Transfer Tax (8TT) or some variation
thereof.

The BTT is capable of raising the necessary revenues to maintain
revenue neutrality under the individual and corporate rate
reductions while actually promoting the competitive position of
the U.S. The BTT is rebated at the border for U.S. exports,
thereby accomplishing in full the goal of the Foreign Sales
Corporation; it taxes U.S. imports at the border, thereby
imposing a tax on goods that were lightly taxed at. home and
bringing such goods onto a more level field with U.S. goods; and
it automatically expenses all business outlays including capital
formation and R & D. thereby avoiding the pitfalls of multi-
period capital recovery systems.

One must hope that the President and the Congress will recognize
the threat to the American economy Involved in their tax reform
proposals. It must also be hoped that they will respond to this
threat, not by dropping the reform effort, or the original goals
laid out to guide tax reform. but by recognizing that these goals
have not been achieved and that there is a pro-growth, pro-
competitiveness alternative available to meet these goals.
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I am pleased that the Committee decided to hold these

hearings. This opportunity allows me to convey to you my deep

concern that fees on imported oil will have serious impacts on

the citizens of Massachusetts and other Northeastern states.

Some proponents of oil import fee legislation have

suggested that the measure is needed to reduce the U.S.

dependency on foreign oil, discourage consumption and encourage

U.S. production. I am sure that most everyone would agree that

this nation's dependence on oil imports should be reduced.

Others support a fee as a way to raise billions of dollars in

tax revenues to reduce the budget deficit.

In any case, the question before us really is: despite

the initial attractiveness of an oil import fee to reduce

imports and generate revenue, do the costs of such an action

outweigh the benefits?

Therefore, the basic theme which I intend to stress to

you is that the burden of an oil import fee will be unevenly

and unfairly distributed. New England, especially

Massachusetts, will be hurt the most due to its reliance on oil.

Let me provide you with some perspective of the

percentage of oil consumed in the New England states as

60-592 0 - 86 - 23
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compared to the national average:

Petroleum Percentage of Total Energy Consumed

State

CT

ME

MA

NH

RI

VT

Regional Average

National Average

Residential Sector

(M)

34.8

44.4

30.6

39.1

28.9

32.0

3S.0%

9.7%

State Total

67.S

69.8

64.6

63.6

53.5

52.8

62.0%

42.6%

I can also say that New England has historically been

paying the highest energy costs in the nation. The cost of

energy in Massachusetts is approximately 21% above the nation's

on a BTU basis. Any increases in oil prices due to an import

fee without corresponding tax increases in other forms of

energy will penalize this region much more than other regions

of the country.

Because Massachusetts has few indigenous energy

resources, almost all of its energy expenditures flow out of
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state, either to foreign suppliers or to other states.

Massachusetts has estimated that about $7.7 billion out of a

total state energy bill of $9.27 billion left the state.

Further analysis by my office indicates that even a $5

per barrel.increase on imported oil would raise oil prices

approximately 12e per gallon. This assumes that initially

imported crude oil prices would rise as a result of the fee.

In turn, domestic crude prices would rise to reach market

levels. Given that Massachusetts is 65% dependent on foreign

oil, such a fee would add $660.6 million to the Commonwealth's

energy bill. Each household would spend an average $315 more

on energy. The added energy bill amounts to $116 per

Commonwealth resident. More importantly, the effects on

low-income families could be devastating. For New England as a

whole, the cost would be over $1.5 billion annually.

This dollar outflow would reduce demand for other goods

and services, adversely affecting businesses, increasing

unemployment, and contributing to inflation. An oil fee

increase could make this region less attractive to business and

industry and thus less competitive with other regions. In

other words, we are concerned that a greater share of the

revenues generated by the fee will come from this part of the

country, with few, if any, benefits flowing back.
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Another question remains on whether a fee in any form is

an acceptable method of encouraging conservation. We in

Massachusetts say that a fee is not the answer. Through

aggressive energy conservation, Massachusetts has been able to

play a major role in reducing foreign oil dependency. At one

point, our dependency on oil for energy was almost 80%. It is

now 65%.

It was through the concerted efforts of all

Massachusetts citizens that the conservation challenge was met

and our petroleum needs reduced. This meant expanded use of

coal; expanded conservation programs in all sectors; and an

expanded role for alternative energy which includes

cogeneration, solar, and hydro. Although we will continue with

these efforts, we view the the current proposed fee as a

discriminatory penalty on the economy of our region.

At this point, I will not reiterate the details of what

many reports have said about the detrimental results of such a

fee (i.e. higher inflation, more unemployment, economic strains

on friendly foreign producers, etc.). I do, however, want to

emphasize that any type of fee, in my opinion, is a means for

the federal government to once-again regulate the oil

industry. It has been well documented by such agencies as the

General Accounting Office that, in the past, the bureaucracy

involved with regulating aspects of the oil industry has been
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chaotic. I can foresee the many regulatory complexities in the

proposed fee legislation. Already there has been talk that

perhaps some countries will need concessions and/or exemptions.

In conclusion, I will say again that I am pleased that

you have held these hearings. It is absolutely essential that

you consider the discriminatory regional impacts of the

proposed legislation. It is our strong belief that the

negative effects far outweigh any benefits.
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The National Asphalt Pavement Association (NAPA) is the only national

trade organization which specifically represents the Hot Mix Asphalt

Industry. This Industry is responsible for producing and placing the

material that surfaces approximately 93% of the nation's paved roads.

The primary component of this product is asphalt cement, a petroleum

by-product which is derived from both domestic and imported crude oils,

as well as being imported as a finished product. We have, therefore, a

considerable interest in any oil import fee proposals which may be

under consideration.

As an organization, NAPA has a long history and policy of considering

and supporting activities on the basis of whether they are, first and

foremost, best for America; second, best for the Hot Mix Asphalt

Industry; and third, best for the Association. It is our strong belief

that a strong and healthy nation fosters the best environment for free

enterprise as well as for business success. In line with this policy,

NAPA has consistently supported reasonable proposals for reducing the

federal deficit, and we appreciate the efforts of this subcommittee in

seeking these same ends.

In the consideration of an oil import fee, however, we would wish to

draw to the subcommittee's attention the impacts that such a fee could

have on the nation's transportation and other public works systems and

the agencies which are responsible for their construction and

maintenance.

The primary use of the aforementioned asphalt cement is transportation

oriented in the form of highways, roads, streets and airport runways.
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Other applications include environmental facilities such as sanitary

landfill liners. sewage ponds, water storage facilities and as facings

for earth-filled dams, as well as for recreational resources such as

bike paths, running tracks, tennis and basketball courts and

playgrounds.

The majority of these fdcilities, as is readily apparent, are

constructed for the public benefit under the aegis of governmental

agencies on the federal, state and local level. In fact, more than 80%

all asphalt cement used each year in the United States is purchased by

governmental entities for such public uses. Therefore, any action that

has an impact upon the cost of the asphalt cement also has a direct

impact upon the construction and maintenance of these facilities.

Due in part to the well publicized decline in the domestic refining

industry, coupled with technical innovations which have increased the

proportion of light products refined from each barrel of oil, adequate

domestic supplies of asphalt cement have not been available to meet the

nation's demands. Imports of finished asphalt cement constitute less

than 1% of total refined product imports, while the proportion of

imported crude oil converted into asphalt cement amounts to less than

3% of the nation's annual crude imports. 0

The point we would like to make is that an oil import fee would

increase the cost of the most significant product used in the

construction of pavements. Such an increase would have a number of

readily foreseeable effects to which we would like to direct the

subcommittee' s Aention.
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In 1 eight of the great concern which exists over the state of the

nation's infrastructure, it would seem counter-productive to add to te

already staggering costs to repair and rebuild many of these facilities

by increasing construction costs through the imposition of a tax on a

basic construction material.

As stated previously, the primary consumers of our product are

governmental agencies, which finance their construction programs

through tax revenues derived from user fees and fuel taxes. The

imposition of an oil import fee on asphalt cement would create a tax on

these tax revenues, reducing the amount of work which could be

performed and negating mUch of the public benefit derived from highway

construction and maintenance. We believe that the governmental agencies

responsible for highway construction were looking forward to less

expensive asphalt as a way of maintaining highway programs in the face

of budgetary cut-backs and reductions.

Any significant import fee would also have the effect of not only

reducing the demand for the product, but would also have ramifications

in lowering construction industry employment.

It should also be noted that the bidding for, and the letting of,

construction contracts frequently occurs as much as two years in

advance of actual construction, while the price of petroleum products

delivered to contract sites are priced as per the actual date of

delivery. It is therefore, extremely difficult for the private

contractors to forecast their costs and thereby submit competitive bids

unless there is stability in the market. Congressional consideration of
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oil import fees has already caused consternation in the industry

concerning future oil and asphalt prices and could lead to a chilling

in highway contract bidding which will be felt for several years to

come.

In 1975, in the face of rapidly increasing oil prices, many state and

local agencies enacted price adjustment clauses to give some protection

to long-term contracts where significant increases in material costs

were incurred pursuant to the date of bidding. Few of these agencies

still maintain these clauses and if Congress chooses to impose an oil

import fee, some consideration will be needed for the provision of a
.similar means of protecting contracts which have been bid and let on

the basis of current costs which may be lower than the costs which

would result from Congressional mandates.

On the basis of these points, we would respectfully request that the

subcommittee contemplate the exemption of asphalt cements from any

import fees, specifically, that proportion of the barrel of crude oil

which is processed into asphalt cement and that proportion of petroleum

product imports which are brought into this country in the form of

finished asphalt cement.

We are well aware of the number of comments and amounts of input the

subcommittee has received on this issue and we have consciously

attempted to keep our comments to a minimum. We would be happy to

supply the subcommittee with further details and documentation if they

are desired.
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The Honorable Robert Packvood
Chairman
Senate Finance Committee
259 Russell Senate Office Building
Washington, D.C. 20510

RE: February 27 and 28, 1986
Oil Import Fee Hearing

Dear Mr. Chairman:

The National Grange, on behalf of its 400,000 members, urgently requests

that the Senate Finance Committee oppose a tax on crude oil. The Grange opposes

such a tax for use in deficit reduction, to produce a revenue-neutral tax reform

bill or for any other purpose.

Petroleum products have both a direct and indirect effect on the cost of

production for farmers and ranchers. Petroleum-based input are one of the

largest, if not the largest, costs that are incurred in agricultural production.

As the price of crude oil escalated in the 1970's, farmers suffered financially

from increased production costs. Now that crude prices are falling, farmers

have the opportunity to narrow their cost-price squeeze.

Net farm income has decreased steadily over the last several years and vill

continue to decline for the next few years. The Food Security Act of 1985, by

lowering support prices, holds little promise of reversing this trend in the

immediate future. A ray of hope for income improvement for agriculture is

decreased input costs that will help offset the reduced farm prices. A reduction
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in crude oil is a means to that end and will be beneficial to American farmers. Any-

action by Congress to keep oil prices artificially high will be detrimental to an

already wounded farm economy. It is vital to farm income, the structure of agri-

culture, and the future of rural America for oil prices to continue their decline

without artificially supporting the price of crude oil through a tax to cover up

shortcomings of our national tax structure or fiscal policy.

Furthermore, economists cannot agree on the degree of benefit to the Treasury

from an oil tax, or if there even is a benefit. An oil tax will be, at best, a

short-term infusion of funds into the Treasury. A long-run analysis indicates that

the reduction of oil prices, which, in turn, will reduce input prices, assists in

decreasing inflation, increasing real growth, and decreasing unemployment. These

side effects will produce more revenue for the Treasury and will have a stronger

effect on our goal of reducing the national deficit than will an oil tax.

The state of the national economy has a major effect on the agricultural

sector since 20 percent of the employment is related to the food sector. As the

economy of the country brightens, the prosperity of the farming sector grows.

Allowing the economy of the country to grow will make America stronger and will

assist the American farmer in competing in the world market.

- For these reasons, we respectfully urge that a tax on crude oil be opposed.

Thank you.

Respectfully,

Edward Andersen
National Haster

EA/mnp
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Low Oil Prices Today, Spell

Trouble for Consumers Tomorrow

1. Introduction

Practicing the 500 Points of Good Husbandry should be first and
foremost to consumers of oil products and managers in the oil and gas
business today. But just the opposite seems to be the case. Warm fuzzy
blankets of complacency are engulfing energy consumers, and cold chilly
bankruptcy fears are preoccupying energy producers. As reported by Hertz,
the car rental agency, travel distance has increased 6.8 percent in the
last two years and is predicted by Hertz's auto researcher Leigh Smith to
be ever, higher in 1986. Investment in oil/gas exploration is in the wings,
not center stage. The Hughes active rig count is near the 1973 level.
Stocks of crude oil and oil products are at an all-time low because
everyone expects that the glut is here to stay.

This setting for world oil in general and U.S. gas in particular has
significant Implications for Free World buyers and sellers of energy.
Several experts in the Sumer 1985 issue of American-Arab Affairs provided
"landscape premises" for all to ponder. Wilkinson, Chief Economist of Sun
Oil wrote'

'With the world economic recovery, the dollar weakening, and oil
prices stable or declining in the near term, a case can be made for a
greater than expected increase in demand." (p. 104)

Seymour, Managing Editor of Middle East Economic Survey Paid"

*In 1985 and 1986 most if not all of the oil demand growth is likely
to be preempted by additional non-OPEC supplies; but after that, OPEC
oil is expected to make greater headway as non-OPEC reaches a
plateau.* (p. 73)

Ait-Laoussine and Parr&, Pres. and V.P. of Int. Energy Dev. Corp., pointed
out:

the massive investments made since 1973 have produced rather
little in the way of increndental production outside of the OPEC area.
. . of the increase that did occur over 75percent came from Mexico and
North Sea' (pp. 75, 76)
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Seymour credited Pierre Desprairies of Xnstitut Francais du Petrole as
saying:

"Before 1980 the cost of finding and producing an incremental barrel
was $5-$10 a barrel. Now with the exception of the Middle East, it is
some $15 a barrel and moving towards $20 a barrel." (p. 93)

Taher, Governor of Petromin and Minister of State of the Kingdom of Saudi
Arabia, wrote:

"1970 to 1973 was the beginning of the period of rising real oil
prices, which happened to coincide with both the peaking of oil and
gas production in the United States and an economic boom in the
industrialized countries." (p. 59)

Uncertainty in Crude Oil Prices

The uncertainty in crude oil prices was graphically portrayed by
Conoco, Inc, in 1985. See Figure 1.1. Conoco's projections for 1986
through 1995 varied from a low in the high teens to a high near $40/bbl.
Also, uncertainty typified the U.S. Department of Energy's projections in
its Annual Energy Outlook 1984. See Figure 1.2. DOE projected a range of
prices from a low near $20/bbl. in the last half of the 1980's to a high of
around $50/bbl. in 1995. More confidently, the Gas Research Institute in
its Gas Research Insights, May 1985, projected world oil prices would
follow close to DOE's Base Price projection: $26/bbl. in 1986, $24.7/bbl.
in 1987, $25/bbl. in 1988, $25.50/bbl. in 1989, $26/bbl. in 1990 and
$38.49/bbl. in 2000, all in 1984 dollars. Interestingly, none of these
forecasts were as pessimistic as A. R. Tussing's projections. Tussing in
his OPEC Obituary in Public Interest Journal, Winter 1983, said:

"The most stable and easily sustainable price range is probably on the
order of $10 to $18 per barrel (in 1982 constant dollars), delivered
to the world's major consuming regions."

Tussing further said:

"There is no basis in geology, resource economics or history for
predicting a never-ending increase in the real price of oil."

Today, Tussing's forecast of the oil price seems closer to the mark
than those of DOE, Conoco and GRI. However, his reasoning for that
forecast seems highly questionable.

Purposes of OPCON's World Oil Modeling

The prkJ l-ry purposes of OPCON's World Oil modeling were (1) to find
analytical expressions which represented the demand and supply components
in the world oil market and (2) to fit all of these expressions together
into a working computer program to forecast the crude oil price. This

Operational Economics, Inc.
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FIGURE 1.1: Conoco, Inc. Cruck Oil PrIct Projection
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Figure 1.2. World Oil Prices, 1970-1995
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purpose was accomplished by fitting demand, supply, inventory and price
response equationr to reported historical data. Thc oat& for ertimating
the demand, supply and inventory components represents the last 25 years of
behavior. The resulting modeling solutions show the fundamental effects
of oil prices on worldwide economic qrowth, in addition to Non-OPEC
production. This price/growth linkage shows the dominating effect of the
economics, not necessarily the politics, on the world oil market.

2. World Oil Model

OPCON's World Oil Model has the following components:

" World Demand

" Non-OPEC Supply

* Inventory Adjustment

" OPEC Price Response

The world oil demand represents estimated demand functions for the U.S.,
Canada, U.K., W. Germany, Japan and Italy. In each case, demand function
formulations follow the U.S. demand function description in OPCON's Fuels
Model as used for the Natural Gas Supply Association (NGSA) Block Pricing
Analysis in November, 1985. The NGSA study was placed in the public domain
25 Feb. 1986, when the NGSA filed it with the Federal Energy Regulatory
Commission. The quantity demanded is a function of the oil price and real
income. World oil demand is a function of not only the economic demands in
these six countries, but also the trend in demand growth for the rest of the
world. See Figure 2.1.

Real economic growth in each of the six countries is a function. of the
world oil price. That is, in periods of increasing oil prices, real economic
growth is deceleratedt and in periods of decreasing oil prices, real economic
growth is accelerated. Further, the price of oil in the demand functions is
in each of the six countries' own currency. Thus, the financial effects of
variations in foreign exchange rates for the U.S. dollar are captured in the
economic demands for oil. It is important to note that the world oil price
is denominated by OPEC in U.S. dollars.

The Non-OPEC supply component represents the estimated supply functions
for the U.S. and the rest of Non-OPEC. Both components are functions of the
oil price, plus the geological relationships which are associated with new
and oil fields. These relationships follow Hubbert's analysis for the U.S.
Geological Survey.. See Hubbert, M. K., "U.S. Energy Resources: A Review as
of 1972," U.S. 93rd Congress, 2nd Session, Senate Committee on Interior and
Insular Affairs, Serial No. 93-40 (92-95), 1974. The U.S. component includes
an additional variable to historically capture the pro-rationing effect of
the Texas Railroad Commission. See Figure 2.2.

The inventory adjustment model represents the change in oil inventory
as a function of the strategic petroleum reserve (SPR), the change in the
price and the economic costs of carrying inventory. SPR stock is expressed
relative to real U.S. gross domestic product. Total stocks represents the
sum of oil stocks in the U.S., Canada, U.K., W. Germany, Japan and Italy.
Stocks in the fivc countries other than the U.S. are expressed relative to
t).S. private stocks.

Operational Economics, Inc.
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Figure 2.1.

Six lndustriolized Country Petroleum Product Demand.
Actual (Points) and OPCON Fit (Line)
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Figure 2.2.

Non OPEC-Non U. S. Crude Production,
Actual (Points) and OPCON Fit (Line)
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rigure e.3.

Real World Oil Price as a Function of OPEC Capacity Uttl.
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OPEC is assumed to be the residual oil supplier. It is assumed to price
its oil relative to the utilization of its capacity, following the U.S.
Energy Information Administration. That is, for price increases, the
percentage increase in OPEC's price is an increasing function of its capacity
utilization and for price decreases, the percentage decrease in OPEC's
price is a decreasing function of its capacity utilization. It is estimated
from historical data, which includes the Central Intelligence Agency's
estimate of OPEC capacity utilization. See Figure 2.3.

The World Oil Model represents an interactive computer programed
synthesis of the demand, supply and inventory components stated above. It is
used not only to forecast the world oil price, but also world oil demands, oil
supplies of Non-OPEC, inventory adjustments, and oil supplies of OPEC. Most
importantly, the forecasts show when the oil market will turn from favoring
buyers to favoring sellers.

Data

The data for the estimation were obtained from publically available
records. The annual data series represent statistics from the early
1960's. All price and value data are denominated in i978 U.S. dollars.
Primary data sources were BP Statistical Review of World Energy by British
Petroleum, Basic Petroleum Data Book by American Petroleum Institut.,
Monthly Energy Review by Energy Information Administration, Main Economic
Indicators by Organization for Community and Economic Development, Euro-
pean Economy by Commission of European Communities, and Foreign Exchange
Rates by U.S. Federal Reserve System. In addition, the U.S. Central
Intelligence Agency's economic and energy statistics are the data sources
for OPEC's maximum production capacity and oil consumption in U.K., W.
Germany, Canada, Japan and Italy; see, for example, Handbook of Economic
Statistics and International Energy Statistical Review.

Operational Economics, Inc.
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3. Basis for Analysis

Primary Assumptions

The primary initial assumptions for the world oil modeling analysis
were as follows for the Base Case:

Real gross domestic product will grow at the following rates per
year in the six leading countries:

U.S. Canada U.K. W. Germ. Japan Italy

1986 4.2 2.2 2.3 1.8 4.5 1.5
1987 3.8 2.2 2.3 1.8 4.5 1.5
1988 3.3 2.2 2.3 1.8 4.5 1.5
1989 2.7 2.2 2.3 1.8 4.5 1.5
1990 2.5 2.2 2.3 1.8 4.5 1.5

The real growth rates from 1991 through 1995 are the same as in 1990.

It is noteworthy that these rates change internally in the iterative
modeling analysis as the World Model computes a market-clearing solution.

Foreign exchange rates for the U.S. dollar are specified to
generally follow depreciating rates of the U.S. dollar as
typical of trends in much of the 1970's. For example, the West
German mark appreciates from 49.4 U.S. cents per mark in 1986 to
69.0 U.S. cents per mark in 1995.

The quantity of oil produced in Alaska will be 1808.22 thousand
barrels per day in 1986, 1987, 1988 and 1989. This production
will decrease to 1780.82 thousand barrels per day in 1990 and
1753.42 thousand barrels per day in 1991. It decreases steadily
to 1644 thousand barrels per day in 1995.

The maximum capacity of OPEC to produce oil increases from 29.1
mil. bbls. per day in 1985 to 29.4 mil. bbls. per day in 1986. It
then decreases back to 28.2 mil. bbls. per day in 1987. After
1988, this capacity limitation increases steadily to 35.5 mil.
bbls. per day in 1994, which is between the 1978 and 1979 OPEC
capacity level.

In a revision of the Base Case, variations were made to reflect an
arbitrary $18/bbl. crude oil price in 1986, plus an alternative for-
mulation to accelerate OPEC's price response as its capacity utilization
varies. Further, O1EC production capacity remains near the 1985 level in
1986. It falls slightly !n 1987 and 1988 and increases slowly thereafter
toward 35 million barrels per day in 1993.

4. World Oil Demands and Supplies

Statistics for the years 1974 through 1985 and Base Case forecasts for
the years 1986 through 1995 are presented in Table 4.1. Several points are
immediately evident from these statistics and forecasts. Primary emphasis
is directed in the discussion to the Base Case. However, the differences

Operational Economics, Inc.
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Table 4. . -- Base Case

Statistics and Forecasts of World Oil Demand and Supplies
for Lower-48 States U.S., Non-OPEC Excluding U.S., and

OPEC, Statistict and/or Estimates, 1974-1985,
Forecasts 1986-1991

Demand 1000 bpd Crude Production 1000 bpd

World Products U.S. L-48 Other non OPEC OPEC

1970 45784 9405 12263 23885
1971 48458 9245 13126 25803
1972 52061 9266 13932 27556
1973 56189 9010 15477 30989
1974 5543 8582 16348 30729
1975 54720 8184 17351 27156
1976 58130 7958 18441 30737
1977 59963 7780 20142 31299
1978 61883 7478 21545 29805
1979 62743 7150 23055 30929
1980 60257 6976 24049 26890
1981 58272 6964 24682 22647
1982 56730 6954 25734 18868
1983 56110 6974 26723 17584
1984 57049 7158 27674 17575
1985 58613 7132 28184 15529
1986 60368 7119 29034 16563
1987 62664 7048 29419 18396
1988 6r574 6990 29687 21769
1989 72197 6939 29710 26823
1990 76566 6898 29676 30866
1991 76840 6867 29715 31172
1992 76447 6855 30265 30223
1993 77387 6865 31547 29771
1994 77929 6884 33193 28629
1995 76594 6902 34923 25704

vperational Economics, Inc. Houston, Tx.
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- able 4.2 -- Base Case Revised

Statistics and Forecasts of World Oil Demand and Supplies
for Lower-48 States U.S., Non-OPEC Excluding U.S., and

OPEC, Statistics and/or Estiaate&, 1974-1985,
Forecasts 1986-1991

Demand 1000 bpd

World Products

45784
48458
52061
56189
55433
54720
58130
59963
61883
62743
60257
58272
56730
56110
57049
58613
61121
64499
68531
72162
72717
73305
74533
76897
77658
74648

Crude Production 1000 bpd

U.S. L-48 Other non OPEC

9405
9245
9266
9010
8582
8184
7958
7780
7478
7150
6976
6964
6954
6974
7158
7132
7119
7048
6986
6932
6890
6868
6869
6886
6904
6917

12263
13126
13932
15477
16348
17351
18441
20142
21545
23055
24049
24682
25734
26723
27674
28184
29034
29419
29509
29417
29341
29710
30737
32428
34177
35768

23885
25803
27556
30989
30729
27156
30737
31299
29805
30929
26890
22647
18868
17584
17575
15529
17222
20086
23802
27116
27676
27905
27886
28449
27331
23131

OPEC

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
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between that case and Base Case Revised are shown in the figures cited.

The world demand for oil peaked at 62.7 million barrels per day
in 1979 and decreased 11.5t thereafter to 56.1 million barrels
per day in 1983. it increased 1.6% to 57.0 million barrels per
day in 1984 and increased 2.8% to 5b.6 million barrels per day in
1985. Economically, the positive effect of continuing real
economic growth more than offset the negative effect of the oil
price starting in 1984. Since then, a turnaround in oil demand
growth has been slowly getting underway. It is projected to
continue at 3.0%/yr. in 1986 and 3.8%/yr. in 1987, after which it
accelerates to 6.2t in 1988 and 8.4% in 1989. It then
decelerates to 6.1% in 1990 and .361 in 1991. A peak demand of
77.9 million barrels per day is attained in 1994, which is 24%
greater than the peak observed in 1979. See Figure 4.1.

Non-OPEC oil production excluding the U.S. increased 32% from
1974 through 1978, and it increased nearly 4%/yr. (3.9%/yr.)
from 1978 through 1985; however, the rate of increase has been
gradually diminishing from its high level of 7% from 1978 to 1979
to its low level of 1.8% from 1984 to 1985. Production of Non-
OPEC excluding the U.S. is projected to reach 29 million barrels
per day in 1986. It will be between 29.4 to 29.7 mil. bbls. per
day in the late 1980's, and it will hold near 29.7 mil. bbls. per
day in 1989, 1990 and 1991. Non-OPEC production excluding the
U.S. will not increase into the 30 mil. bbl. per day range until
1992. See Figure 4.2.

The quantity of oil produced in the Lower 48 States has decreased
steadily at approximately 0.7% per year from 1978 through 1985,
and it is projected to decrease at slightly less than this rate
(0.4%/yr.) from 1985 through 1995.

OPEC oil production decreased nearly 50% from its peak in 1979 to
its trough in 1985 (30.9 million bbls. per day in 1979 vs. 15.5
million bbls. per day in 1985). The rate of this decrease has
been especially pronounced in the 1980's to date, because of the
relatively long-lags in the demand response to price, for
example, four to six years. However, the modeling results show
that that demand adjustment effect has largely run its course,
and that increasingly larger supplies of oil from OPEC will be
required starting in 1986. For example, after the turnaround in
1986, 11% more OPEC supply will be required in 1987, 18% more in
1988, and 23% more in 1989. Between 1989 and 1991, OPEC is
projected to supply all of the growth in world demand, plus the
decline in U.S. supply. Also, in that period, Non-OPEC
production will hold constant at 29.7 mil. bbls. per day. See
Figure 4.3.

Demand for OPEC oil will approximately double in the six years
from 1985-1991 (15.5 mil. bbls. per day in 1985 to 31.2 mil.
bbls. per day in 1991). This level of OPEC supply will
approximately equal that of its peak year in 1977 (31.3 ml.
bbls. per day).

Operational Economics, Inc.
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Figure 4.2.
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Figure 4.3.

OPEC Production Rate. Thousand Barrels per Day
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The difference between the world oil demand and the world oil
supply (sum of U.S., TNon-OPEC Excluding U.S. and OPEC supplies)
is the forecast level of the change in oil stocks. The change in
stocks is positive in every year from 1986 through 1995.

The growth in oil demand results primarily from the lower price
and the acceleration of economic growth which is stimulated by
lower oil prices in the mid-to-late 1980's. For example, real
economic growth in the U.S. is 5.1% in 1987, 4.40 in 1988 and
3.4% in 1989. Similarly, real economic growth in Japan is 6% in
1986, 5.8% in 1987, 5.1% in 1988 and 4.8% in 1989. These
computed growth rates are significantly higher that the initial
assumptions stated above.
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5. World Oil Prices

In the Base Case, world oil prices fall from $27.11/bbl. in 1985 to
$23.34/bbl. in 1986, as annual averages. The annual average price falls
another $3.27/bbl. between 1986 and 1988. Thereafter, the world oil price
increases at an increasing rate as increasingly greater pressure is placed
on OPEC's production capacity. The world oil price increases from
$20.07/bbl. in 1988 to $71.21/bbl. in 1991. This 1991 price would
translate into a real price 14t higher than the real price in 1980 (in 1978
dollars). See Table 5.1 and Figure 5.1. Still higher prices are forecast
for 1992 ($87.06/bbl.), 1993 ($95.39/bbl.) and 1994 ($96.28/bbl.). The
real price in 1978 dollars in 1993 is forecast to be 38t higher than the
comparable real price In 1980.

In the Base Case Revised, the world oil price falls from $27.11/bbl. in
1985 to $16.64/bbl. in 1987. This 1987 price translates into oil at
$9.50/bbl. in 1978 dollars, which would be 35t below the price actually
paid in 1978. However, even in this case, the world oil price increases
from $16.64 !bbl. in 1987 to $81.67/bbl. in 1991 (nominal dollars). It
further increases to a peak of $88.77/bbl. in 1993. Thus, the Base Case
Revised would not affect much at all the timing for the turnaround in the
oil price. It would only diminish the peak price in 1993 by 71. Low oil
prices in the near term clearly spell trouble for oil consumers in the
longer term.

6. Litmus Test of Principles and Salient Policy Implications

As quoted above, Ttssing said that "The most stable and sustainable
price range is probably on the order of $10 to $18 per barrel (in 1982
constant dollars), . . .' He further said that *There is no basis in
geology, resource economics or history for predicting a never-ending
increase in the real price of oil." A test of the plausibility of Tussing's
statements was made by fixing the real price of oil at $14/bbl. in 1982
dollars (or $10.28/bbl. in 1978 dollars) for the forecast period. OPCON's
World Oil Model gave a world oil demand of 121.5 mil. bbls. per day in 1995,
of which OPEC supplies 70.6 ail. bbls. per day. This extreme level of OPEC
production would significantly exceed its capacity. Similar ridiculous
results for world demand and OPEC production were obtained for other fixed
oil prices in the Tussing range. In fact, ludicrous modeling results would
be found for every fixed oil price in that range. Thus, Tussing's forecast
of a relatively constant real oil price in the $10/bbl. to $18/bbl. range
(in 1982 dollars) is not only highly unlikely, but totally implausible.
Further, the modeling results lend definite support to a counter-positive
revision of Tussing's oil market characterization. That is, there is a
basis in geology, resource economics, and history for anticipating
generally increasing real prices of oil. See Figure 6.1.

Barring government intervention by the leading oil consuming nations,
increasingly greater price uncertainties will emanate from the world oil
market to the market economies of these nations at large. The growing
concentration of the world oil market power in the large reserve holders of
OPEC will cause increasing risk aversion in all types of long-term
investments. The limit of this risk aversion may give rise to a worldwide

Operational economics, Inc.
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World Oil Price ( DOE Refiner Acquisition Cost. Imports )
Nominal Dollars per bbl

S/bbl

/

/

80/

Base Rev.

60

0

Basea

'0 /

I

20

70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95

Year

Operotional Economc. Houston. TX



Figure 5.la.

World Oil Price ( DOE Refiner Acquisition Coot. Imports )
1978 Dollars per bbl
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7able 5.1 -- Oil Prices -Base Case and Base Case Revised

Base Case Base Case Revised

World Price
current S/bbl

3.53
3.76
3.76
4.32
12.52
13.93
13.48
14.53
14.56
21.54
34.06
37.08
33.59
29.35
28.87
27.11
23.34
21.07
20.07
23.52
44.03
71.21
87.06
95.39
96.28
91.69

Price in 78 6
per bbl

5.87
5.96
5.71
6.21

16.42
16.66
15.32
15.61
14.56
19.80
29.00
28.85
24.67
20.78
19.41
17.28
14.10
12.06
10.90
12.10
21.47
32.92
38.33
40.00
38.44
34.87

World Price
current $/bbl

3.53
3.76
3,76
4.32
12.52
13.93
13.48
14.53
14.56
21.54
34.06
37.08
33.59
29.35
28.87
27.11
18.00
16.64
17.48
35.47
64.16
81.67
87.40
88.77
86.17
79.52

Price in 78 S
per bbl

5.87
5.96
5.71
6.21

16.42
16.66
15.32
15.61
14.56
19.80
29.00
28.85
24.67
20.78
19.41
17.28
10.87
9.53
9.49

18.25
31.29
37.76
38.47
37.22
34.41
30.25
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Figure 6.1.

OPEC Production for Four Arbitrary Price Scenoarioe

All Prices in 1978 Dollars Fixed at Levels Indicated After 1985
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2ncretsing uncertainty will emanate fro,, tht world oil natket to thc-
itarklet econo,.ies of the Free WorId. Gover ,Ent intervention in tht world
oil inarket will be necessary to 6ampen the cycle, lengthen the periods and
diminish the price/income uncertainty. Leadership in policy-making by the
U.S. It urgently needed to correct an increasingly unstable market
phenomenon.

7. Sumary and Conclusions

In accordance with the leading energy experts cited in the Intro-
ductiorn, low oil prices and the current oil glut are definitely short-term
transitory factors as found in OPCON.s modeling analysis. The resulting
acceleration in oil demand, because of not only low prices but also higher
real economic growth, coimplemented by the slowdown in Non-OPeC production
will come back to haunt consumers in the early 1990's. World oil prices
will then reach previously unprecedented levels, which will be followed by
a sharp slowdown in real economic growth around the world.

Cycles in oil prices will be of ever-increasing amplitudes and ever-
decreasing period lengths, barring government intervention. imposition of
an oil import tax-type policy instrument is necessary to dampen these
cycles and increase their periods.

()I,(t IC J (r, ) I -cnormi fci o I i, .



735

Copyright 1986 by Ernest J. Oppenheimer

THE WORST ENERGY TAX

by Ernest J. Oppenheimer Ph.D.

introduction. A tax on oil imports would have very harmful conse-

quences for the U.S. economy. It would undermine the domestic petroleum

industry and jeopardize its independence. It would saddle consumers with

significantly higher energy bills. The effort to improve U.S. competi-

tiveness in world markets would be dealt a severe blow. U.S. economic

and political relations with many countries would-be endangered. It is-no

exaggeration to say that such a levy would be the worst energy tax that

could be enacted.

An oil import tax poses serious threats to the domestic petroleum

i~idustry. The imposition of a tax on imported oil is a disguised scheme

for raising prices of domestic petroleum products. This procedure gives

the illusion of benefiting domestic producers of oil and gas. In reality,

most of their gains would be taxed away and the economy as a whole would

be severely damaged. The economic distortions that would follow in the

wake of an oil import tax would undermine the domestic petroleum industry,

which could end up as a ward of the federal government.

Let us assume that the federal government levies a tax of $10 per

barrel on imported oil. Such a tax would yield the U.S. Treasury $17.5

billion annually on the 4.8 million barrels of oil and petroleum products

a day being imported. Domestic production of oil and natural gas amounts

to about 18 million barrels daily, or 3.75 times as much as oil imports.

Because the price of domestic oil and gas would rise in line with the

import tax, gross gains to domestic petroleum producers would total about
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$63 billion. Energy consumers and their political allies would launch

a major drive to tax away most of these gains. This realistic view is

expressed in an editorial entitled "Industry Should Seek Sound U.S. Energy

Policy, Not Oil Import Levy" by the Oil & Gas Journal (September 16, 1985):

'An oil import fee is an energy consumption tax in disguise. It might

provide some momentary price strength for domestic production, which is

why some producers-.-including many who would violently oppose a direct

energy tax--support it. The price relief, however, would be quickly taxed

away when lawmakers heard from constituents angry about the spurt in gaso-

line and heating oil prices."

Even if domestic producers are left with some of the gains, they

would pay a high price for their dependence on the government. The mag-

nitude of this federal intervention in the petroleum business would lead

to an ever-widening role for the government at the expense of the private

sector. Like agriculture, petroleum would increasingly become a ward of

the government, with major decisions about production and imports geared

to government policies. The experierce with agriculture shows that under

those conditions petroleum is likely to become a chronically sick industry.

This evaluation is not far-fetched. An oil import tax is a disguised

form of government price support for domestic oil and gas. It will favor

high-cost, inefficient producers at the expense of low-cost, efficient

ones. It will lead to an ever deepening spiral of government involvement

in the energy business. Such a development would pose a serious threat,

not only to the petroleum industry, but also to the whole economy. Oil

and natural gas constitute about three quarters of all the energy consumed

in the U.S. for most manufacturing operations, energy expenses rank near
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the top of all costs. An inefficient petroleum industry, weakened by

government controls, would undermine the.competitive position of U.S.

manufacturers at home and abroad.

Most U.S. oil and gas producers oppose government interference in

their business via an oil import tax. They have the know-how and flexi-

bility to adapt to a great variety of conditions, including lower oil

prices. They deserve help in the form of fair tax treatment, which takes

into account the high-risk nature of their business. They are economic

realists and proud of their independence. They know and fear the high

cost of government intervention in their business.

Adverse effects on international oil companies. An oil import tax

would be very disruptive to the operations of international oil companies,

which have invested many billions of dollars worldwide to produce oil in

the most cost-effective manner. Everyone benefits from this policy, in-

cluding consumers, the producing nations, and the oil companies. An oil

import tax would undermine efficient operations and would jeopardize in-

vestments in oil production abroad. For example, a substantial amount of

oil in Canada and Great Britain (North Sea) is produced by U.S. companies

and transported to U.S. markets. These operations would be threatened by

an oil import tax.

The pitfalls of such a tax were described by Michael E. Canes, Chief

Economist of the American Petroleum Institute, in a letter to the Wall

Street Journal (January 7, 1986). Mr. Canes states "The American Petro-

leum Institute has long opposed oil import fees. New oil taxes would be

bad policy regardless of whether the owners of domestic oil resources

retained a portion of any tax-induced price increases." It is noteworthy
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that members of the American Petroleum Institute produce most of the oil

and gas in the U.S. They also have sizeable international operations.

An oil import tax would harm consumers. The prices of petroleum

products and natural gas would rise by about $80 billion a year as a re-

sult of a $10 per barrel oil import tax. A price increase of this magni-

tude would be highly disruptive to the U.S. economy. It would deprive

consumers of most or all the benefits from lower world oil prices. U.S.

manufacturers and farmers, whose competitive position is already weak in

international markets, would be dealt a devastating blow by higher energy

costs.

For the past thirteen years, consumers have experienced great finan-

cial and economic hardship as a result of energy price escalations. Basic

indust-ries heavily dependent on energy, such as steel, metals, chemicals,

paper, containers, and glass, as well as many manufacturing enterprises,

were hit hard by high energy costs. States situated in the eastern and

midwestern sections of the country experienced particularly severe conse-

quences. Now that relief is in sight after all these years of misery, an

oil import tax would deprive consumers of most benefits from lower prices.

No one cam blame consumers for putting up strong opposition to such a tax.

The reduction of U.S. foreign trade deficits, which amounted to almost

$150 billion in 1985, is a top priority national objective. An oil import

tax would make U.S. manufacturers and farmers even less competitive in

world markets than is currently the case. No other country would be foolish

enough to impose a tax on oil imports. Foreign manufacturers would enjoy

the benefits of lower energy costs, while U.S. exporters would be hamstrung

by energy expenses that could not be passed on via higher prices. This
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perspective was expressed by Warren Anderson, Chairman of Union Carbide,

in a letter to President Reagan: "Any oil import tax would hand to our

overseas competitors a gift-wrapped price advantage" (quoted in a Wall

Street Journal editorial "Dead on Arrival," February 6, 1986).

Oil import tax endangers U.S. relations with oil producing nations.

In 1985, the U.S. was importing oil and petroleum products at the rate of

4.8 million barrels a day. According to the Monthly Energy Review, pub-

lished by the Energy Information Administration, these imports came from

the following sources (numbers in parentheses refer to thousands of bar-

rels a day):

(1) Imports from nations in which U.S. oil companies have large in-

vestments in oil productions and/or refining. Canada (747), Great Britain

(303), the-Virgin Islands (230), Trinidad (121), the Antilles (40), and

the Bahamas (37) fall into this category. In 1985, they supplied about

1.5 million barrels of oil and petroleum products daily, or almost one-

third of all such imports. Canada and Great Britain are the most important

political allies and trading partners of the U.S. It seems senseless to

jeopardize U.S. relations with these countries by imposing a tax on their

petroleum exports to this country. It is likely that they would take re-

taliatory measures agaist such a discriminatory tax. The Caribbean is-

lands need all the help they can get. To deprive them of income from oil

and refining operations would go counter to U.S. foreign policy.

(2) Imports from developing countries in Latin America and elsewhere.

Mexico (833), Venezuela (576), Indonesia (303), and Nigeria (271) are the

largest suppliers in this category. In 198 developing countries supplied

about half of U.S. oil imports. Most of these countries are heavily

60-592 0 - 86 - 25
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indebted to U.S. banks. Income from oil exports is essential for debt

servicing and for continuation of development programs. A discriminatory

oil import tax would place these countries into an untenable position.

Their predicament could lead to default on loans, which could endanger

the solvency of some major U.S. banks.

(3) Imports from countries situated on the Arabian Peninsula, in-

cluding Saudi Arabia (75), the United Arab Emirates (53), and Kuwait.

As the data indicate, these countries supplied a negligible amount of U.S.

oil imports in 1985. However, they are very important in world markets

and as future sources of oil for the U.S. They have the world's largest

proven petroleum reserves. These countries have long-standing close rela-

tions with U.S. oil companies and with the U.S. government. An oil import

tax would harm U.S. relations with these nations.

Artificial oil price supports go counter to economic realities. The

oil price declines in the 1980's are merely offsetting some of the in-

creases that occurred in the 1970's. The market is saying that the more

than tenfold increase in oil prices between 1973 and 1979 does not reflect

current realities of demand and supply. Intervention by the federal govern-

ment to prop up oil prices against these economic-realities, which are

fundamental and worldwide in scope, would be futile and highly injurious

to U.S. interests.

Summary. To sum up, an oil import tax would be a costly and danger-

ous blunder. It would weaken the efficiency and independence of the domes-

tic petroleum industry. It would arouse the ire of consumers, who would
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be forced to pay $8 billion in higher energy prices annually for each $1

per barrel oil import tax. It would cost U.S. manufacturers and farmers

billions of dollars in lost sales on world markets. It would probably

trigger retaliatory trade restrictions by oil exporting nations and de-

faults on loans by developing countries. It would be a futile attempt by

the federal government to counteract economic forces beyond its control.

This worst of all energy taxes deserves a decisive rejection by the Ameri-

can people and by their representatives in government.

(This article is a chapter from the author's forthcoming book Solving

the U.S. Energy Problem--Revised Edition).

About the author. Esnest J. Oppenheimer is a social scientist and

professional writer. He has done extensive research on energy and other

national problems and has published the following books:

The Inflation Swindle.

A Realistic Approach to U.S. Energy Independence.

Natural Gas: The New Energy Leader.

Solving the U.S. Energy Problem.

Prior to his writing career, Dr. Oppenheimer spent fifteen years

doing research and consulting in the investment banking field. He re-

ceived the doctor of philosophy degree in international relatiors from

the University of Chicago.
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QUESTIONS AND ANSWERS

(1) Wouldn't an oil import tax encourage energy conservation?

Answer: An oil import tax and the resultant domestic energy price

increases are unsound procedures-for inducing conservation.- It hardly

makes economic sense to pnealize the whole economy with artificially high

energy prices in order to reduce consumption. It would be far more sen-

sible to follow the example of Western Europe and Japan, where governments

impose substantial taxes on gasoline to raise revenues. This policy cush-

ions the adverse effects of oil price escalations on the rest of the eco-

nomy and allows the manufacturing sector to benefit fully from lower energy

prices when they occur.

(2) Why is a gasoline tax better than an oil import tax?

Answer: A tax on gasoline has the following advantages over an oil

import tax:

(a) It would focus on reducing wasteful use of energy in the vehicu-

lar sector, where the most effective results can be achieved at the least

cost to the general economy. In contrast, an oil import tax would harm

the whole economy.

(b) A gasoline tax would avoid the risk of offending U.S. trading

partners and oil exporting nations. Virtually all other industrial coun-

tries already have gasoline taxes of $1 or more per gallon. They could

hardly object to a rise in the U.S. federal gasoline tax, which is cur-

rently nine cents a gallon. A gasoline tax is a domestic matter and does

not single our oil imports for negative treatment. In contrast, a levy on

imported oil discriminates against foreign producers.

(c) The replacement of gas-guzzling vehicles with fuel-efficient ones

has been going on for several years as a result of high gasoline prices.
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This process would be continued by a gasoline tax increase. The impact

of such a tax on the oil industry is indirect, gradual, and not diruptive.

In contrast, an oil import tax would have direct, precipitous, and

cataclysmic consequences for the international oil business. Many U.S.

petroleum companies would have to restructure their operations, at enormous

expense, to cope with an oil import tax.

(d) All of the proceeds from a gasoline tax would go to the U.S.

Treasury. These funds could be used primarily to reduce federal budget

deficits, which would result in lower interest rates, lessened inflation-

ary pressures, and a more wholesome general economy.

In contrast, the petroleum price increases that would follow in the

wake of an oil import tax would yield benefits to domestic oil and gas

producers at the expense of the geeral public. Energy consumers, who

would have to pay both the tax and the price increases, would consider

themselves treated unfairly.

To sum up, a levy on gasoline is the best energy tax that could be

devised, while a tax on oil imports is the worst.

For a more comprehensive treatment of a gasoline tax proposal, the

reader is referred to my study "Spending Cuts and Gasoline Tax to Solve

U.S. Economic Problems."

(3) Do you have any suggestions for helping domestic petroleum pro-

ducers cope with low oil prices?

Answer: The federal government should remove restrictive legislation

that harms the domestic petroleum industry. The windfall profit tax on

oil should be abolished. The Fuel Use Act restrictions on oil and natural

gas no longer serve a useful purpose and should be eliminated. Considera-
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tion should be given to making lease and royalty terms for domestic pro-

ducers on federal properties more attractive in line with new market

realities. Equally important, tax changes that would adverseX'ffect

domestic oil and gas producers should be avoided. The domestic petroleum

industry should not be made into a sacrificial lamb on the altar of tax

reform.

C.
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Good morning, Mr. Chairman and Members of the Committee. It is a pleasure

to appear before you today to discuss the possible imposition of an oil

import fee - a fee we strongly oppose.

I am Robert G. Reed, the Chairman and Chief Executive Officer of Pacific

Resources, Inc. Pacific Resources is a Hawaii-based independent energy

company with subsidiaries and activities located in Hawaii, Los Angeles and

Houston, it, the Pacific Islands, and in Asia. Our interests include oil

refining and trading, marketing and distribution of petroleum products. gas

utility and propane service, and alternate energy products. We are unique

in that we are the United States' farthest west refinery. This location in

the mid-Pacific dictates that after we serve the Hawaiian market, we must

look west from Hawaii to sell our products and seek expansion.

We, therefore, need to compete in the export market. We are so used to

thinking in terms of the domestic market and the U. S. and foreign

operations that affect it, we often forget that we too, can participate in

international petroleum marketing operations. Obviously, if we are to be

competitive against foreign companies in the International arena, the U.S.

government must provide us an appropriate atmosphere in which to operate.

We are responsible for developing the markets, the quality products, and the

efficient operations which allow us to operate successfully. And we have

done so. In turn, it is government's responsibility not to interfere with

the marketplace to the extent that it deprives us and our shareholders of

the opportunity to compete. The imposition of an import fee does precisely

that.



748

Let me elaborate. Pacific Resources obtains approximately 50% of its crude

supply from domestic sources. After serving the Hawaiian market, our

remaining products are moved into foreign commerce. If an import fee is

imposed, everyone agrees that the price of domestic crude will rise to a

level near the combined price of free market crude and the fee. Since we

compete against foreign companies who obtain their crude without regard to

an import fee, we are immediately put at a price disadvantage. As you well

know, when you are competing in the open market, it is difficult to maintain

market share when you are at a price disadvantage. What makes this

especially exasperating is the fact that the price disadvantage would not be

a function of the market or management inefficiency, but government fiat.

We know that given an opportunity to compete against non-U.S. export

refiners we can do so, and do so well. But we cannot hope to succeed if our

government burdens us with an import fee.

We are not the only ones opposed to an import fee. Testimony already

received by the Finance Committee elicited comments from several well-known

economists opposing the fee. Their reasons ranged over the entire economic

spectrum from worsening the U.S. competitive position (our objection) to

affecting the strength of the dollar. The Consumer Federation of America

suggests that a $10 import fee would result in the loss of 500,000 jobs to

foreign competition. The National Association of Manufacturers calculates

that a $5 per barrel tariff would raise the Consumer Price Index by 0.5 to

1.0 percentage points. Both the Wall Street Journal and the Washington

Post, two papers which often disagree on business issues, have published

editorials in opposition to the import fee. In general, the range of

opposition to the fee is surprisingly wide. Consumers, academicians,

politicians, the President, major trade associations, including the

Independent Producers Association of America and the American Petroleum
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Institute, larce and small corporations, and entire geographic sections of

the United States oppose the fee. Those in favor of the fee are limited to

people or groups who view it as saving something for themselves. A report

in the January 30th issue of B.N.A.'s Energy Report suggests that the U.S.

Conference of Mayors, for example, is considering an import fee or gasoline

tax, not as a national policy item, but rather because they believe that the

additional revenues will preserve Federal spending programs important to

them. In fact., the only support for a fee apparently comes from those who

see something in it for themselves - hardly national policy, only 'self'

policy. We advocate a free and open market in which to compete. When we

visit Capitol Hill we are constantly reminded that we should more readily

adapt to competition and not look to the government to solve all our

problems. We agree. Now, in reverse, we hope that the Government does not

decide to eliminate competition to solve its problems.

What makes the imposition of an import fee on independent export refineries

especially difficult to accept is the fact that we have recently come

through a very difficult period or "shakeout" as a result of the end of the

notorious entitlements era. There were many cries to Congress to provide

relief for these refiners an, several hearings were held on the impact of

their loss on the United States. Importantly, no action was taken to

relieve their distress. What has resulted in the industry, I believe, is a

healthier, leaner, more efficient refiner who is better able to compete

against the large integrated companies, and in our case, large

multinationals. In other words, the industry was told to let the free

market operate and it did. Now that this "shakeout" period is over and we

are prepared to compete, actions by the government may accomplish what open,

honest competition could not. This is a disturbing premise.
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We do not and can not ignore the reasons which give rise to desires to

impose an import fee. We too are concerned about the deficit. and tax

reform. but we do not agree that these problems require the government to

take actions which clearly inhibit private and publicly held companies from

carrying on legitimate business. The role of government does not require it

to act in this manner. There are many ways to resolve the revenue problems

which give rise to the fee. We support the concept of a gasoline tax, for

instance It falls on all segments of society and includes their active

participation in the deficit solution. Other solutions to the deficit

problem can be found. They may not necessarily be easy, but certainly would

not interfere in the competitive marketplace - as does the import fee.

It summary, we appear before you today to say that the imposition of an

import fee has a decidedly negative impact on our ability to compete in the

international marketplace. It affects free and open competition. It

negatively impacts foreign trade opportunities both In terms of markets and

the tradc deficit. We ask you not to go forward with the fee. If you are

compelled to do so, we want you to be cognizant of the problems of the

export refiner and respectfully request that you work toward legislation

which does not restrict our ability to compete. You must give exports

attributable to domestic crude some relief from any increase in domestic

crude prices resulting from a fee

-in
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February 27, 1986

The Honorable Malcolm Wallop
Chairman
Subcommittee on Energy and

Agricultural Taxation
Committee on Finance
United States Senate
Washington, D. C. 20510

Re S. 1507 and S. 1997, regarding Oil import Fees

Dear Mr. Chairman:

As General Representative of Petroleos Mexicanos
(wPemex"), I appreciate being given this opportunity to
comment on the oil import fee legislation being considered by
the Subcommittee on Energy and Agricultural Taxation. My
comments will discuss potential adverse effects of the pro-
posed oil import fees, addressing the impacts on Mexico and
Pemex. I respectfully ask that these comments be included in
the record of the Subcommittee hearings being held on this
issue.

Let me state my understanding of these bills.
S. 1507, sponsored by Senators Boren and Bentsen, would
impose an oil import fee of $5 per barrel on crude oil and
$10 per barrel on petroleum products. The Bill would take
the form of an increase in the tariffs on petroleum under the
Tariff Schedules of the United States. The Bill would exempt
home heating oil and uses of petroleum which are necessary
and inherent to the manufacturing process for products des-
tined for export. The crude oil fee would begin to phase out
when world oil prices reached $25 per barrel and would end at
$30. S. 1997, sponsored by Senators Wallop and Bentsen,
would impose an oil import fee (on crude oil and products)
designed to maintain a $22 per barrel domestic "energy policy
price" of crude oil plus an extra $3 per barrel fee for
product (called an "environmental outlay adjustment"). For
example, if the world oil price were $20 and the energy
policy price were $22 the crude oil excise fee would be $2
and the product fee $5. The Bill would take the form of an
excise tax, on imports only, amending the Internal Revenue
Code. Both fees would be increased for inflation in propor-
tion to changes in the GNP per capita.
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In my capacity as General Representative of Pemex in
the United States, I urge that import fees not be imposed.
oil import fees will hurt both the American and Mexican
economies. Each country is a major trading partner of the
other and, because of that interdependence, the damage which
the proposed oil import fees would cause to the American
economy would, in turn, adversely affect the Mexican economy
even if Mexico did not export oil.

However, Mexico would be especially hurt by the
proposed legislation since Mexico relies on oil exports for
about 750 of its foreign exchange revenues. Continuing access
to United States markets for Mexican oil is essential for the
Mexican economy. Oil export revenues are essential to
Mexico's ability to

* purchase imports from the United States,

* manage our debts to the United States and

* meet the needs of a populous developing country.

Oil import fees, coming on the heels of declining world oil
prices, would intensify the already acute foreign exchange
problem Mexico faces, to the detriment of both Mexico and the
United States.

Pemex

Pemex is the public decentralized organism of the
Mexican Federal Government charged with the development of
Mexico's hydrocarbon resources. It is therefore the sole
producer and seller in Mexico of crude oil. It is also the
only Mexican producer and seller in Mexico of various
down-stream petroleum or petrochemical products, such as
gasoline and distillate heating oil. This Pemex role results
from Article 27 of the Mexican Constitution of 1917,
according to which all ownership and administration of
Mexico's hydrocarbon resources reside in the State.

The United States is the principal destination for
Pemex oil exports and, since 1982, Pemex has been the largest
supplier of oil to the United States. Pemex supplies almost
20% of all crude oil imports to the United States and about
6% of all crude oil used by American refiners. During some
months, Pemex sales of crude oil and products to the American
market have exceeded 800,000 barrels per day. Pemex sells
oil at competitive market prices. Pemex itself also imports
petrochemicals, equipment and spare parts from the United
States.
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A. Oil import fees would hurt the American economy,
thereby hurting Mexico, and would undermine
stability of American energy policy

The United States has tried and rejected oil
import fees before. Reimposing oil import fees would
increase prices, raise input costs of American industries,
and slow the American economy.

The injury to the American economy as a whole would be
substantial because oil import fees would raise the price of
all oil in the United States, domestic as well as imported,
and might well push up prices of other domestic fuels as
well, while fuel prices in Europe, Asia, and other economies
would decline (due to decreased U.S. consumption caused by
higher U.S. prices). Although American oil producers and
refiners would benefit from only about two-thirds of the
amount of an import fee, as I will later explain (in C.
below), American energy consumers would suffer the entire
detriment of the fee.

Reimposition of oil import fees would also cast doubt
upon the stability of American energy policies. As a
principal supplier of imported oil for the American market,
Pemex has a vital stane in such stability.

American 'oil import fees were suggested as an alterna-
tive to import quotas in 1970 by a Cabinet Task Force chaired
by George Shultz, then Secretary of Labor. Fee-paid import
licenses, with gradually-diminishing exemptions and escalat-
ing fees (up to 21t per barrel of crude oil and 63t per
barrel of product), were imposed by President Nixon in 1973j
however, the exemptions deferred the practical impact of the
fees. In 1975, President Ford imposed much higher supplemen-
tal fees (of $1 per barrel escalating to $2 and then $3).
Although these fees were sustained by the Supreme Court, PEA
v. Algonquin SNG Inc., 426 U.S. 548 (1976), and went Lnt
effect, President Ford rescinded them in 1976, restoring
President Nixon's fees and timetable. These were suspended
by President Carter in 1979 just when they might have become
fully effective. Then in 1980 President Carter proclaimed a
new oil import fee, to be passed on r'ly to gasoline, which
was struck down by the United States District Court.
Independent Gasoline Marketers Council Inc. v. Duncan, 492
F.Supp. 614 (D. Ct. D.C. 1980). President Reagan revoked the
license requirement to which oil import fees had been tied.

For the past five years, the principal thrust of
American energy policy has been deregulation, to the benefit
of the American economy. For Congress to reimpose oil import
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fees now would raise the spectre of renewed twistings and
turnings, policy reversals and regulatory complica-
tions./ Experience suggests that policy insecurity
will dilute much of the benefit proponents hope to achieve
for domestic producers.

B. Oil import fees would set back efforts
to expand free trade and would stimulate
protectionism

The United States has embarked on a significant
effort to achieve genuinely freer trade with all of its
trading partners in Europe, Asia and the Americas. For the
United States itself to adopt oil import fees would fly in
the face of that effort, reinforcing resistance to more open
markets for American exports.

Similarly, American industries would be stimulated to
seek new protections. As a result of oil import fees,
American industries would feel themselves at a competitive
disadvantage both in exporting to the world and in meeting
imports and would press for import protection to compensate
for the higher costs imposed by the import fee.

The Subcommittee is considering these oil import fee
proposals just at the time when Mexico has agreed to nego-
tiate to join the GATT and to enter into additional bilateral
trade negotiations with the United States, following up
Mexico's liberalization of trade regulations last year.
Enactment of these bills at this time would impair efforts
toward further progress in trade relations and might be
adverse to these positive steps.

The United States and Mexico need one another. Our
two countries trade in many commodities and finished
products. The United States is Mexico's largest supplier and
largest customer and Mexico is the fourth largest market for
the United States. Disruption of that trade through an oil
import fee would have an adverse impact on both the United
States and the Mexican economy.

I/ For example, it is likely that industrial users of oil
and its derivatives will seek exemption from (or a bureau-
cratic system of rebates of) the import fee to the extent
that they export products (such as petrochemicals) made from
oil. The same logic would apply to users of domestic oil as
to users of foreign oil, although the relief may differ.
Sorting out the claims of the American-exporters may lead to
the restoration of a network of oil price rules and regula-
tions.
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C. An oil import fee would further depress
Mexico's oil prices

An oil import fee would further depress the
prices Mexico receives for its oil exports. An oil import
fee would set a price differential between oil inside the
United States and oil on the world market equal to the amount
of the fee. That differential would not come about entirely
by raising the American domestic price. In part, the fee
would lower the world market price. For example, assume a
fee of $6 per barrel. United States consumption is about 15
million barrels a day and consumption in the other market-
economy countries is about twice as much, or 30 million
barrels a day. If the short-run price elasticity is roughly
equal in both areas (3ay, as low as 0.1) then the effect of
the import fee would be divided inversely to the 21 propor-
tion of consumption: 2/3 to the U.S. market and 1/3 to the
rest of the market. If, then, the hypothetical $6 fee added
$4 in the U.S. to an assumed pre-fee price level of $16 (that
having been both the U.S. and world price level), it would
bring the U.S. price up to $20. That 251 price increase
would reduce U.S. consumption by 2.51 (- 0.1 x 25%) or
375,000 barrels a day. A $2 drop in the world price would
come about so as to increase consumption in the rest of the
world by 1.251 to absorb the 375,000 barrels per day (- 30
million barrels a day x $2/$16 x 0.1) which were added to
non-United States supplies as a result of the decrease in
United States consumption.

A $2 per barrel drop in the world oil price, which is
what Mexico would receive for all of its exports, would
amount to a cut of about 14% in terms of mid-February 1986
price levels for Mayan crude, Mexico's predominant export
grade./

D. Proposed oil import fees would discriminate
against Mexican oll

The two pending bills establish flat import fees
that apply equally to all crude oils. Crude oil is not a
homogenous commodity. Indeed, United States refiners have
spent billions of dollars to upgrade refineries to be able to
take a variety of crude oils, including low quality crude
oils. It costs more to turn low value crude than high value
crude into gasoline and other marketable products. (For

2/ Moreover, under S. 1997, that $2 cut in the world price
would lead to a further cut by raising the import fee.
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example, it may take twice as much energy to refine one crude
as another.)

The marketplace takes account of value differentials,
pricing Pemex's predominant Mayan crude, for example, at
significantly less per barrel than the price of its Isthmus
crude, while placing a premium on high value crudes, such as
Libya's.

A flat import fee does not take account of value and
thus discriminates against below-average crude oils (and
against refiners that invested to be able to handle such
crudes. Pemex's mix of crude oils is of a lower value, on
the average, than the mix of most other exporting countries.
Thus, the proposed flat crude oil import fees of so many
dollars per barrel -- without regard to value -- would penal-
ize Mexico as compared with most other countries with higher
value crudes. Indeed this import fee would depress the
relative values of all low value crudes (whether produced in
Mexico or California) and enhance the relative worldwide
value of all high value crude (whether produced in Libya or
Louisiana). This discrimination would parallel what happened
to California heavy oil during t e last episode of United
States oil pricing regulations.I A flat import fee
would depress the value of California heavy oil (and other
low-value domestic crude oils) relative to high value domes-
tic crude oils.

E. Proposed oil import fees disregard the
reliability of Mexican oil

The United States economy needs imported oil.
The United States does not produce enough oil to meet its
needs and has no plan for doing so. Strategically, immediate
neighbors are the most secure source of supply. The Cabinet
Task Force on Oil Import Control so concluded in 1970.
Mexico offers a reliable and economic source of supply on
which the United States can rely. The United States benefits
from, and should therefore not wish to discourage, oil
imports from Mexico.

Mexico needs marketing security in order to maintain
the capability of supplying oil for all the varied needs of
the United States. The U.S. has had every reason to

3/ Then a flat dollars-per-barrel entitlement requirement
so depressed the value of the heavy oil to refiners that
production was shut in during a period of oil shortages.
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encourage Mexico to develop Mexican oil resources. It would
be counter-productive now to impede Mexico's oil exports to
the United States.

As the Subcommittee considers this legislation, I urge
you to weigh not only immediate circumstances that have
prompted these legislative proposals but also the likely
adverse effects of the proposed fees on long-term trade and
strategic interests.

In conclusion, let me again express my appreciation
for being permitted to share Pemex's concerns with the
Subcommittee. Please let me know if there are any points on
which you would wish me to augment these comments.

Sincerely,

PETROLEOS MEXICANOS

Alfredo Gutierrez Kirchner
General Representative
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The Petroleum Marketers Association of America (PMAA), formerly the
National Oil Jobbers Council (NOJC), is a federation of 41 state and
regional associations representing some 11,000 independent marketers of a*
wide range of petroleum products including gasoline, home heating oil, and
diesel fuel. Collectively, the marketers represented by PMAA sell
approximately 50 percent of the gasoline and 80 percent of the home
heating oil consumed in America. Although virtually all the marketers
PMAA represents are small businessmen, their collective assets rank them
17th on Fortune 500's list of companies ranked by assets.

Together these businessmen directly employ over 239,000 persons and as
local businessmen serve the energy needs of millions of ordinary
Americans. This being the case, we are especially aware of the
implications of various oil import tax proposals, which are now being
considered.

Numerous reasons have been put forth in favor of an oil import tax. Among
other reasons, it is seen as a means to strengthen national security.
Others believe that it will weaken OPEC. Others believe it is necessary
to protect our domestic production industry. Still others want the tax as
a means of reducing the federal deficit. Finally some think it is the
ideal source for the lost revenue from tax reform. This is a far cry from
the days when Americans were told that rising oil prices were the purveyor
of inflation, high interest rates, unemployment and a general reduction in
our standard of living and Americans were being urged to conserve as a
means of reducing America's dependence on foreign crude.

An oil import tax is bad energy policy, bad tax policy, bad economic
policy, and certainly bad trade policy. If it were the panacea to the
nation's ills as many would have us believe, it would have been enacted
long ago. However, due to the overly simplistic appeal of an oil import
tax it has become like the proverbial bad penny, always turning up as the
solution to whatever problem exists.

HISTORICAL PERSPECTIVE

One thing that history has taught us is that as oil prices move, so does
the nation. When oil prices are rising, inflation and unemployment are on
the Increase and economic activity on the decline. When oil prices fall,
inflation and unemployment decline, and economic activity grows. It has
not been that long ago that history offered us the perfect example.

Beginning in 1973, the Arab oil embargo and subsequent monopolistic
pricing by OPEC nations, sent prices of crude oil soaring. From 1973 to
1974 the price of oil imported to this country rose from $4.08 to $12.52
per barrel, an increase of over 300 percent. This came at a time when
domestic production was at near record levels of 9.4 million barrels per
day and imports of crude oil were 3.2 million barrels a day. Foreign
crude oil prices began to drive domestic crude prices, and as can be seen
from Table 1 oil prices continued their upward progression until 1981.
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TABLE
US REFINER ACQUISITION

(dollars per

Year(1)

1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985

Domestic

3.21
3.37
3.46
3.68
3.67
4.17
7.18
8.39
8.84
9.55
10.61
14.27
24.23
34.33
31.22
28.87
28.53

(1) Prices unavailable prior to 1968.
Source: U.S. Department of Energy: Annual

1
COST OF CRUDE
barrel)

Imported

2.90
2.80
2.96
3.17
3.22
4.08
12.52
13.93
13.48
14.53
14.57
21.67
33.89
37.05
33.55
29.30
28.88

Energy Review

As a result of this dramatic crude oil price spiral our economy suffered
dramatically. Memories of the long gasoline lines, high unemployment and
soaring inflation are not so distant that they can not be recalled.
Interest rates close to twenty percent are a sad, but all too recent
memory. Rapidly rising oil prices in an economy founded and growing on
inexpensive energy sent shock waves throughout the economy, many of which
are still being felt.

PMAA is well aware of the current arguments being advanced for an oil
import tax. We still find them unpersuasive and would appreciate the
opportunity to address each one individually.

National Security and an Oil Imoort Tax

The argument that an oil import tax is needed as a means to ensure
national security is not new. Oil is important to national security both
in terms of its availability and its impact on economic activities. The
proponents of an oil import tax from a national security perspective have
argued that such a tax is necessary because: (1) it discourages
consumption and thereby places less reliance upon unstable foreign,
particularly OPEC, crude oil; (2) It raises domestic prices and encourages
exploration for crude oil here, thereby reducing our future dependence
upon foreign oil; and (3) it protects our nation against supply disruption
by assuring an adequate supply In the United States.

Many of these arguments have been used before. But, history shows that
artificial import restrictions did not have the desired effect.

-2-

OIL

Composi te

3.17
3.29
3.40
3.60
3.58
4.15
9.07

10.38
10.89
11.96
12.46
17.72
28.07
35.24
31.87
28.99
28.63
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The Eisenhower Administration imposed the Mandatory Oil Imports Program
(MOIP) in 1959 which restricted the amount of foreign oil imported into
this country. The result was to raise the domestic price of crude oil
relative to the world price. Table 2 illustrates the impact of MOIP on
the relative price of domestic and foreign crude oil.

TABLE 2
US REFINER ACQUISITION COST OF CRUDE OIL

(dollars per barrel)

Year(I) Oomestic Imported
1968 3.21 2.90
1969 3.37 2.80
1970 3.46 2.96
1971 3.68 3.17
1972 3.67 3.22
1973 4.17 4.08

(1) prices unavailable prior to 1968
Source: U.S. Department of Energy: Annual Energy Review.

This policy encouraged the consumption of higher priced domestic oil when
foreign oil was cheaper. Further, it resulted in the massive transfer of
income from American citizens to domestic producers. It also resulted in lower
exports and higher inflation and unemployment than would have occurred in the
absence of the quotas.

In spite of the protection afforded domestic producers, the American economy
was not sheltered during the 1973-74 and 1978-79 oil supply disruptions, when
rising crude oil prices threatened our economic well being.

We know from experience that America is not oil self-sufficient. We must
import part of our oil needs. That is a fact of life. Additionally, the level
of imports is such that the price of imported oil determines domestic crude oil
prices. Given that the bulk of U.S. onshore reserves have been discovered and
offshore exploration is not projected to contribute significant amounts of
crude oil reserves, imported prices will likely continue to determine domestic
prices.

America has made a startling turnaround in its dependence of unstable foreign
oil. U.S. dependence upon foreign oil peaked in 1977 when, according to the
EIA, imports of crude oil constituted 45 percent of total crude oil supplied.
Our dependence upon OPEC nations also peaked as they constituted 72.3 percent
of net imports. Since that time we have become less dependent upon all foreign
sources, and especially that from Arab-OPEC nations. Preliminary 1985 data
show that crude oil imports accounted for only 26 percent of demand. Arab-OPEC
countries accounted for only 8.7 percent of total petroleum imports while total
OPEC imports were 35.5 percent of all imports.

The national security argument says that we must have in place the necessary
domestic reserves and production capacity in the event of a national emergency
and that under the current climate this can only be done by raising domestic
prices. The argument continues that if oil prices continue to fall reserves
will be shut in and domestic producers, who face higher production costs than
Arab-OPEC nations, will stop producing. Additionally, it is argued that
exploration will also fall as prices decline.

3 -
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These arguments are only valid if the price of oil falls below U.S. production
and exploration costs, and if the emergency occurs in the near future. The
majority of domestic production costs are still well below the domestic price
of oil. According to the EIA publication, "Performance Profiles of Major
Energy Producers 1984", the domestic production cost for the major oil
companies was $7.04 per barrel including production taxes and $3.80 per barrel
after taxes. Petroleum discovery costs, according to this report, were $9.13
per barrel before taxes and $5.47 per barrel after taxes. The current price of
oil is well above both the average exploration and production costs for the
major oil companies. Table 3 presents the average finding and lifting costs
and profit margins on oil production for these companies.

TABLE 3
BEFORE AND AFTER TAX REVENUE, COSTS, AND PROFIT MARGINS
FOR FRS COMPANIES, 1982-1984 (1984 DOLLARS PER BARREL)a

Revenues and Costs 1982 1983 1984

Revenueb
Before Tax ........... ... 14.14 22.88 22.36
After Tax .. ......... ... 13.04 12.36 12.07

Finding Costsc
Before Tax .. ......... ... 14.75 10.65 9.13
After Tax .. ......... ... 8.75 6.31 5.47

Lifting Costsd
Before Tax ........... ... 8.59 7.65 7.04
After Tax .. ......... ... 4.64 4.13 3.80

Profit Margine
Before Tax ........... ... 0.80 4.58 6.19
After Tax ......... -0.32 1.92 2.80

aAll dollar values converted to 1984 dollars using the implicit GNP price

deflator.
bValue of reserve additions at current year prices. Oil price is average FRS

company production sales price of crude oil and NGL. Gas price is price on new
gas (NGPA categories 102, 103, 108, and 109) from Energy Information
Administration, Natural Gas Monthly, OOE/EIA-0130(85/08) (Washington, DC,
October 1985), page 12.
cBased on Table 41
dIncludes production taxes
eRevenue less finding and lifting costs.

Source: Performance Profiles of Major Energy Producers - 1984

As can be seen from Table 3 inflation adjusted profit margins for oil
production has been increasing (even though crude oil prices have been
falling). In addition, both inflation adjusted production and exploration
costs have been falling. ven now oil companies can still make a profit and
will continue to explore for oil.

- 4 -
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Some oil companies claim that falling oil prices reduce significantly the
incentive to search for oil. There are many factors associated with the
decision to search for oil, not the least of which are the questionable
business judgements of those companies that have participated in the merger
mania. It is, however, the expectation of long run oil price trends that is
responsible for exploration, not snort run oil price movements, and the long
run trend is going to be rising oil prices.

In summary, there are three fatal flaws to the national security argument. The
first is that it does not recognize that domestic prices are set by foreign
prices and this can be a source of great economic disruption, as was seen
during 1973-74 when foreign oil prices began to rise rapidly. The second flaw
is the failure to recognize the long term implications of a short term
solution. If, through an oil import tax, we encourage the consumption of
domestic oil relative to that of foreign oil now, present consumption will be
greater and future reserves smaller. This "drain American first" policy would
mean that we would run the risk of not having enough reserves and production to
meet a future emergency. The third fatal flaw is that proponents have ignored
the changing import patterns. America now relies on our traditional allies for
the bulk of our crude oil, not those nations which cut us off during 1973-74.

National security is more likely to be threatened by a weak economy brought
about by domestic oil prices being higher than world oil prices. This is
precisely what an oil import tax will do. However, that point will be
addressed later.

Im ort Taxes and Energy Policy:

The idea of an oil import tax as an energy policy is seriously flawed. This
nation took a path toward neutrality and reliance on market forces when
domestic oil markets were decontrolled by Prisident Reagan in 1981. From 1959
to 1981 the federal government regulated oil markets in such a way as to
influence our consumptive patterns. During part of this period government
policy raised domestic prices above world prices and encouraged the consumption
of higher priced domestic oil, when cheaper alternatives existed. From 1973 to
1981, the Crude Oil Entitlements Program encouraged the consumption of foreign
crude and the transfer of large sums of American wealth to OPEC nations.

As outlined in the last Presidential National Energy Policy Plan, the goal of
our nation regarding energy should be to promote a "mixed and balanced" energy
resource system, such that all fuels compete on their own merits. This means
that government intervention should strive not to alter the relative prices of
fuels. An import tax will do just that by increasing the price of oil relative
to that of other fuels and by favoring domestic crude oil over foreign crude
oil. The net result is an energy policy designed to promote inefficiency.

There are other ways the government can induce exploration and production of
crude oil. PMAA believes that the federal and state governments should
encourage domestic oil activity. It can be done by reducing severance taxes on
crude oil, by extending the oil depletion allowance, and through increasing the
intangible drilling credits. We could adopt a system similar to the one the
United Kingdom uses in the North Sea. Under this system a well's production is
not taxed until all the exploration and development costs have been recovered
by the company. These are just a few of the ways our domestic oil industry can
be helped without hurting America.

- 5-
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TRADE POLICY

A number of the proponents of an oil import tax, see it as a trade policy that
stimulates domestic output at the expense of other nations, and, at the same
time, as a means of punishing OPEC for its past actions.

OPEC artifically raised the price of oil and now the argument goes that the
U.S. can force it down below the levels it would normally attain without an
import tax. This of course assumes that the incidence of the tax would fall
partially or totally on the exporting country. Given the current state of
world oil markets this is a plausible assumption.

It is true that an oil import tax would have to be absorbed to some degree by
producing countries, and this would reduce OPEC revenues. However, OPEC is not
the only group of countries from which we purchase crude oil. All nations
exporting crude oil and refined products to this nation would be adversely
impacted. Table 4 below presents U.S. imports by selected country or group of
countries.

TABLE 4
IMPORTS OF CRUDE OIL AND REFINED PRODUCTS

BY SELECTED AREA OR COUNTRY
(000's BPD)

ARAB TOTAL TOTAL
OPEC CANADA MEXICO NON OPEC IMPORTS

1973 915 1,325 16 3,263 6,256
1974 752 1,070 8 2,832 6,112
1975 1,383 846 71 2,454 6,056
1976 2,424 599 87 2,247 7,313
1977 3,185 517 179 2,614 8,807
1978 2,963 467 318 2,613 8,363
1979 3,056 538 439 2,819 8,456
1980 2,551 455 533 2,609 6,909
1981 1,848 447 522 2,672 5,996
1982 854 482 685 2,968 5,113
1983 632 547 826 3,189 5,051
1984 819 630 748 3,388 5,381
1985 434 756 831 3,213 4,986

Source: November 1985 Monthly Energy Review

American hostility towards OPEC stems from the Arab embargo. It should be noted
that Venezuela, founding member of OPEC, did not participate in the embargo.
Venezuela was and is a loyal ally of America. Since Arab OPEC exports account
for only about 9 percent of total imports a tax designed to hurt Arab OPEC
nations or designed to lessen our dependence on those nations would certainly
hurt many of our allies such as Mexico, Canada, the United Kingdom and others.
An import fee applied unilaterally, will punish not only all nations bq4t also
the American banks which have lent those nations money. In the case of Mexico,
this action would be disastrous to both Mexican and American banks.

-Th....
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For the reason that an unilateral import fee would punish American allies and
banks, it has been proposed that the fee be restricted to specific countries.
The immediate result would be a short term reduction in imports from affected
countries. In the long run imports would shift from the affected countries to
those countries not facing an import fee. This would have the impact of
shifting the source of imports, but not seriously lessening our dependence on
foreign sources of oil.

Moreover, exempting certain nations from an oil import tax could also have other
negative effects. First, It will reduce substantially the level of revenue such
a tax may generate. In fact, the revenue enhancement benefits of an import tax
may be completely eroded if imports from those countries affected by a tax
decline substantially and are replaced by imports from countries exempt from the
tax.

Secondly, by exempting certain countries from the tax, domestic market
distortions could occur leading the U.S. to the same position it was in during
the 1970's including a reenactment of the entitlements program and the
government regulatory bureaucracy that accompanied it.

An Oil Imoort Tax as a Protectionist Measure:

In the last year approximately 300 bills have been introduced in Congress to
impose quotas, tariffs or some other form of protectionism. This can also be
seen in the oil industry as industry trade groups and unions seek to protect
themselves from foreign competition. The arguments against protectionism are
all too familiar and, therefore, need not be repeated here. However, it is
important to note the costs of protectionism. Two recent studies measure the
costs and benefits from the Voluntary Export Restraint program that limited
Japanese auto exports to this country. These studies "indicate that the cost per
one job saved in the U.S. auto industry was between $160,000 and $183,000 per
year."

An oil import tax would also have two very important impacts on the American
manufacturing community. First, it would result in fewer dollars being spent
abroad and this would work on raising the value of the dollar overseas. A rising
dollar makes it more difficult for American manufacturers to compete in foreign
markets, a problem already costing numerous Americans their jobs. Secondly, an
oil import tax raises the costs of manufacturing in America by raising the price
of energy in this country relative to other countries' energy prices. This
makes imports cheaper, as does a rising dollar, and this will displace American
jobs and profits.

An import tax can do nothing but raise the cost of producing goods in this
country. It can protect American jobs in the oil industries, but only at the
cost of many more jobs throughout the remainder of the economy. It will hurt
our allies, damage our banks and destroy an already weak manufacturing sector.

Deficit Reduction and Tax Reform:

The last major source of support for an oil import fee comes from those seeing
it as a source of revenue either to reduce the deficit or to offset other tax
reductions which may be included in a revenue neutral tax reform bill.

-7
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Public concern over the large federal deficits has intensified with enactment to
Gramm-Rudman-Hollings bill which mandates specific levels by which the federal
deficit must be reduced. The ri*Vent decline in oil and associated refined
product prices has spurred the desire of some lawmakers to seek to reduce the
deficit by means of an oil import tax or gasoline excise tax increase.

There are factors which make an oil import tax an attractive source of new
revenue. First, oil is a politically attractive target. Second, because oil
prices are falling, it is believed that consumers and the economy will not
notice the imposition of an import tax. Third, it is believed that the tax will
help an ailing domestic oil industry and reduce our dependence upon foreign
crude oil. Finally, it is believed that this is the best of other possible
alternative means of reducing the deficit.

PMAA believes there are, however, numerous alternatives to an oil import tax as
a means of reducing the deficit. Many of these are articulated in the
President's budget proposal and center around reductions in federal spending.
PMAA also believes that there are better alternatives to generating revenue than
an oil import tax and we would be happy to discuss those if the Committee
desires. However, to blindly call for an oil import tax without considering the
macroeconomic impact of such a tax is ill advised.

First, declining oil prices actually reduce the federal deficit by lowering
government outlays and increasing tax revenues. The Office of Management and
Budget and the Congressional Budget Office first estimated the 1987 FY deficit
to reach $200 billion; however, the impact of falling oil prices has caused them
to reduce their estimates to between $178 and $182 billion. Falling oil prices
since the beginning of 1986 have reduced the projected deficit by over $18
billion dollars. Projections of inflation and unemployment are also down and
general economic activity increased.

Assuming that an oil import tax caused no ill side effects to the economy, it
would require an import tax of $15.32 per barrel to raise this $18 billion.
Things just are not that simple and an oil import fee will have serious,
even disasterous effects on the economy.

Economic Implications of An Oil Imort Fee

We begin by assuming that the government wants to raise revenues through a crude
oil import tax. For the purpose of analysis a $10 per barrel tax will be
considered. Several current proposals call for a tax this high. (For the time
being, the imposition of a refined product import fee will be avoided. This
only serves to cloud the discussion. Imposition of such a product tax would
raise the estimates of inflation and unemployment and lower the level of
economic activity associated with an import tax.)

An Import tax changes the relative cost of oil and of commodities using oil as
an input. The short term result is higher prices for commodities manufactured
using oil lrmsme form and higher refined product prices. This means higher
energy prices, gasoline prices and higher prices for such items as plastics and
petrochemicals. Next, both business and consumers shift away from the higher
priced oil to other commodities. There is a reduction In real income and this
coupled with higher prices lower aggregate demand results In a suboptimal growth
path of Gross National Product, employment and increases the rate of inflation.

8
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It is also important to briefly explain the manner in which an oil import tax
impacts the economy. The imposition of a $10 per barrel import tax, at current
crude oil price levels would result in:

a An increase in the domestic crude oil price by $10 per barrel.

* An increased crude oil bill of $121.4 million per day.

* This increased price of imports forces down consumption of imports in
the first year by approximately 578 thousand barrels per day or 211
million barrels per year.

* This reduces the federal import tax collection $2.1 billion dollars a
year.

* This makes the nation's oil bill rise by $42 billion dollars in the
first year of the tax. The federal government receives only about $9.6
billion per year, with the remainder of $32.4 .illion being transferred
from American consumers to American oil producers.

* Gasoline prices will rise almost 24 cents per gallon.

* Natural gas well head prices would rise by an equivalent amount.

* Employment will be reduced by over 400,00 jobs.

Qther Arguments Against An Imort Tax:

Putting aside all of these considerations, there are still other problems with
an oil import tax. First, what is the appropriate level for oil prices to
ensure adequate exploration and production. The price for domestic oil would
need to be set at a level that would, given the risks such as dry holes, equate
the rate of return 'n production to the risk adjusted rate of return in other
industries. Any rate below that would reduce the amount of resource committed
to the oil industry, thus reducing national security interests. Any rate higher
than that would result in an inefficient use of society's resources and a larger
shift of wealth from the non oil producing public to domestic oil producers.
Additionally, such a tax would result in higher unemployment and inflation than
would be necessary to induce oil exploration and production. This is indeed a
formidable task.

Once having chosen the appropriate price of crude oil, one is faced with the
task of finding the appropriate rate of growth in this price. Failure to do so
would result in the aforementioned problems.

HaVing chosen both the correct crude oil price and the appropriate rate of
growth, the policy maker is faced with having to chose the correct amount of
tariff or tax to keep domestic prices at this level and to insure that they grow
at the optimum rate. Again, one must know the future path of oil prices and the
ability of exporting nations to shift the burden of the tax forward.

For example, assume that the optimum price for domestic crude oil is $10.00 per
barrel, and that historically there has been a two dollar differential between
domestic and foreign crude oil. This means that a tax must stabilize imported
crude oil at $12.00 per barrel. If foreign crude is selling at $15.00, then a

-9-
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tax of three dollars may be enough to keep domestic prices at $12.00. This
assumes that the exporting nation does not cut its prices in response to the
import tax. If it does, then the price of imported oil will continue to decline
and this will force domestic prices drn. As can be seen the problems with
establishing an oil import tax are quite large and may render this as an
unattainable goal.

SUMMARY

In summary, PMAA urges Congress to carefully consider all the implications of an
oil import tax. We believe you will agree with us that is is bad energy policy,
bad tax policy, bad trade policy and bad economic policy. We would be happy to
provide the Comittee with further information.

0
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