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INCENTIVES FOR DOMESTIC REFINING

FRIDAY, MARCH 27, 1981

U.S. SENATE,
SENATE SUBCOMMITTEE ON ENERGY AND
AGRICULTURAL TAXATION OF THE COMMITTEE ON FINANCE,
- Washington, D.C.

The public hearing was held, pursuant to notice, at 9:42 a.m., in
room 2221, Dirksen Senate Office Building, Hon. Malcolm Wallop
(subcommlttee chairman) presiding.

Present: Senators Dole, Wallop, Durenberger, Symms, Bentsen,
Bradley, and Mitchell.

[The committee press release, a-description of the proposals, and
Senator Wallop’s opening statement follow ]



Press Release No. 81-113

- PRESS RELEASE

FOR IMMEDIATE RELEASE UNITED STATES SENATE
March 11, 1981 COMMITTEE ON FINANCE
Subcommittee on Energy and
Agricultural Taxation
2227 Dirksen Senate Office Building

FINANCE SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
SETS HEARING ON TAX INCENTIVES FOR DOMESTIC REFINING

The Honorable Malcolm Wallop (R., Wyo.), Chairman of the
Subcommittee on Energy and Agricultural Taxation of the Senate Com-
mittee on Finance announced today that the Subcommittee will hold

a hearing on March 27, 1981 on various tax and tariff proposals to
aid the domestic refining industry.

The hearing will begin at 9:30 a.m. in Room 2221 of the
Dirksen Senate Office Bu ng.

In announcing the hearing, Senator Wallop stated: “The ingenuity
and creatfvity of the U.S. energy industry have at last been freed for
productive purposes, rather than remaining a captive of pricing requlations
and rulemaking by the Department of Energy. However, it is my hope
that the end of controls will also prompt the Congress and the Executive
Branch to thoughtfully examine the problems facing this Nation's domestic
refining industry. This hearing will explore the problems that domestic
refiners may experience in the decade ahead and consider several
tax and tariff-based ideas which have been advanced as possible
solutions to these problems. The role of the Energy and Agricultural
Subcommittee in this review should be to examine the industry, its
particular problems, and the potential solutions which lie within the
jurisdiction of the Senate Pinance Committee,”

The following are among the tax and tariff proposals to be
addressed by the hearing: -

1. Modification of Foreign Tax Credit Rules

The foreign tax credit rules in the Internal Revenue Code
could be modified so that sales of crude oil to small and
independent refiners constitutes "foreign source income." A
taxpayer could be given an election to treat such sales as either
foreign extraction income for purposes of computing the separate
tax limitation in Section 907(a) of the Code or as foreign
oil-related income for purposes of computing a separate
overall limitation under Sections 904 and 907(b).

2. Tariff on Imported Petroleum Products

A substantial tariff or fee could be imposed on the
importation of foreign refined petroleum products to encourage
refining within the United States.

3. Tax Incentives for Upgrading or Retrofitting Domesti
Refineries

In order to encourage capital improvements in the domestic
refining industry, the depreciable life for refinery assets
could be shortened to five years, an additional 10 percent
investment credit could be provided for investments in refinery
upgrading or additional investment credits could be offered for
the purchase of energy efficient refinery equipment.

w
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4, Crude 0il Purchasing Cooperatives

To assist small and independent refiners to obtain long
term foreign crude oil supply contracts, independent refiners

could be permitted to set up privately owned tax-exempt crude
oil purchasing cooperatives.

These proposals are not intended to be an exhaustive list,
The Subcommittee would welcome testimony on any additional proposals
within the Finance Committee's jurisdiction.

Witnesses who deélre to testify at the hearing on March 27,
1981 must submit a written request to Robert E. Lighthizer, Chief

Counsel, Committee on Finance, Room 2227 Dirksen Senate Office Building,
washington, D.C. 20510,

to be received by no later than noon on
March 23, 1981. Witnesses w e notified as soon as practicable
thereafter whether it has been possible to schedule them to present
oral testimony.

Legislative Reorganization Act.--Senator Wallop stated that
the Legislative Reorganization Act of 1946, as amended, reguires all
witnesses appearing before the Committees of Congress "to file in

advance written statements of their proposed testimony, and to limit
their oral presentations to brief summaries of their argument.”

Witnesses scheduled to testify should comply with the following
rules: ‘.

(1) A copy of the statement must e filed by noon on
Thursday, March 26, 1981, "
(2) All witnesses must include with their written stétement

a _summary of the principal points included in the
statement.

(3) The written statements must be t d on letter-size
aper (not legal size) and at least 100 coples must
submitted by noon on Thursday, March 26, 1981.

- (4) Witnesses should not read their written statements to

the Subcommittee, but ought instead to confine thelir
oral presentations to a summary of Lhe points included
in the statement. :

Written statements.--Witnesses who are not scheduled to make
an oral presentation, and others who desire to present their views to
the Subcommittee, are urged to prepare a written statement for sub-
mission and inclusion in the printed record on the hearings. These
written statements should be typewritten, not more than 25 double-~
spaced pages in length, and mailed with five (5) copies to Robert E.
Lighthizer, Chief Counsel, Committee on Finance, Room 2227 Dirksen
Senate Office Building, Washington, D.C. 20510, not later than
Friday, April 10, 1981, ’

P.R. #81-113



DESCRIPTION OF TAX AND TARIFF
" PROPOSALS FOR DOMESTIC OIL REFINING

PrepARED POR THE UdE OF THE
COMMITTEE ON FINANCE
BY THE SPAFF OF THE
JOINT COMMITTEE ON TAXATION

INTRODUCTION

" The ﬁropoéals described in this pamphlet have bzen scheduled fora .
public hearing on March 27, 1981, by the Subcommittee on Energy
and Agricultural Taxation of the Committee on Finance,

The hearing is on various proposals for tax incentives and tariffs to
aid the domestic crude oil refining industry. Four specific proposals
are among those to be addressed by the hearing. As announced 1n tha
Subcommittee’s press release (81-113) March 11, 1981, these relate to
(1) & modification of the foreign tax credit rules, (2) a tariff of fee
on the importation of foreign refined pétroleum prodiects, (8) tax
credits and accelerated depreciation for upgrading or re’trbfimi:% db-
mestic refineries, and (4) the creation of tax-exempt crude oil purthas-
e verof h hlet ry of the specifi 1s

e first part of this pamphlet is 8 smnmary of the specific proposals
listed in the Subcommittee’s press release. The second part is an over-
view of the oil refining industry, and the third part is a summary of
the government regulations that have affected the oil refining industry,
The fourth part of the pamphlet contains a detailed description of
present law and an explangtion of each proposal. : ‘



I. SUMMARY OF PROPOSALS

1. Tax Incentives for Upgrading or Retrofitting
‘ Domestic Refineries

Under present law, the cost of an asset with a useful life in excess
of one year generally must be capitalized and recovered over its useful
life. However, the cost of eii‘fib e property may be recovered over the
appropriate period specified in the asset depreciation range rules
(A?DI?) Equipment used to refine oil can be depreciated over 13 years
under present regulations. K B .

Present law generally allows a 10-percent investment tax credit
with respect to expenditures for specified tangible property, including

uipment used to refine oil. Present law also allows a 10-percent credit -
with respect to expenditures for the acquisition of certain energy prop-
erty, but eligible property does not include many enérgy-saving
investments by oil refiners, _ . o

The proposal would establish a five-yéar depreciable life for refine
assets and would allow an additional 10-pereent investient credit
for the purchase of (;uo,liﬁed refinéry equipment to modernize .or
eﬁpand the capacity of an existing Tacility or to ithprove it3 energy
efficiency. e T ‘

/ 2. Petroleum Produtt Tariff |

The statutory import duties and license fees applicable to inported
petroleum ‘products have been suspended sincs April 1979, . = .

Section 282(b) of the Trade Expansion Act of 1962 authorizes the
President to adjust, imports of an item upon a finding that such ifi-
pogs threaten to impair the national security, C e

nder the proposal, tariffs would be imposed on refined petroléum
products at a level high enough to enable sbmejif)r_glil.’sing;lfflomes,t;c
refiners to compete with imported refined petroleam ‘prodtists, . =

3. Modifieation of Foreigh Tax Credit Riiles

Under present law, most U.S. internatiohal oil companies have
excess foreign tax credits from their foreign: extraction ‘operations.
This proposal would allow these oil companies to utilize their
excess foreign tax credits by selling-oil extiacted in the U.S. to cér-
tain small and independent U.S. o1l refineries. The proposal woiild
.tréat.income.from the sale of oil extracted in.the U.S. and sold to U.S.
independent refiners as foreign source income and would thus raise
the oil company’s foreign tax credit limitation to allow the use of the
excess extraction.thxes, ' e o ‘ '

4. Crude Of Purchasing Cooperatives

. Cooperative entities utilized for the business or financial benefit of
its members generally are subject to Federal income taxation. How-
ever, present law exempts from Federal income taxation certain co-
oper:.:._xve organizations and associations that meet specifiéd require:
oo ! A Pquires

The proposal would exempt from Federal income taxation ¢66
tives formed by small and independent refiners to purchase crudé

from foreign sitppliers under long-term contracts.

oil
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II. QVERVIEW OF THE OIL REFINING INDUSTRY

Oil refiners transform crude oil into such usable petroleum products
“as gasoline, heating oil and ]'et fuel. As of January 1, 1980, the United
States had 303 operating oil refineries with a capacity of 18.8 million
barrels per day. Crude oil input to U.S. refineries was 13.5 million bar-
rels. per day in 1980, resulting in an average 70-percent utilization
rate for all domestic refineries. In 1980, the U.S. imported 1.6 million
barrels per day of refined petroleum products, more than half of which
was residual fuel oil, .
ere are many different kinds of oil refiners. Very simple refineries,
sometimes called ‘“topping plants,” generally are capable only of dis-
tilling light and sweet crude oil into certain petroleum Froducts (usu-
ally jet fuel, naphtha, and fuel oil). (Light crude oil is oil that is
relatively liquid; sweet crude oil is oil with a low sulphur content.)
These refineries usually have little or no ability to make gasoline.
Because of economics of scale, it is usually uneconomic for simple
refineries whose capacity is under about 25,000 barrels per day to in-
stall the equipment necessary to produce gasoline.

Large refineries generally are more complex than simple refineries.
Because large refineries ordinarily have more sophisticated equipment,
they are capable of refining heavy and sour crude oil and produ'cei;lg a
wider range.of petroleum products (including leaded and unleaded
gasoline and petrochemical feedstocks). ’

Aside from these distinctions a'monﬁieﬁneries, the Emergency Pe-
troleum Allocation Act of 1978 (EPAA.) contains definitions which
classify refiners to determine their teeatment under price and alloca-
tion controls. “Small refiners” are refiners whose total capacity for
all refineries owned is less than 175,000 barrels per day. “Independent
refiners” are refiners who supplied less than 30 percent of their own
¢rude oil needs in the third quarter of 1973 from their own production
and who market substantial volumes of gasoline through independent
marketers. :

The aggregate capacity of domestic refiners to distill crude oil is
large relative to domestic oil consumption, but much of this capacity
cannot process heavy and sour ¢rude oil into light petroleum products
(such as gasoline) even though these types of crude oil are becoming
an increasing fraction of world supply. Thus, new investment is desir-
able despite apparent excess capacity in the refining industm

Tabla 1 lists the companies with over 175,000 barrels/day of total
refining capacity. These companies own one-third of operating U.S.
refineries but represent over 75 percent of total U.S. refining capacity.



TasLe 1.—Companizs Wite Over 175,000 BBL/D RrriNiNg
Caracity IN THE UNITED STATES

Total erude

oll eapaclty
Number of (thousand barre

Name refineries per calendar day
Exxon. oo 5 1, 877
Chevron. -« e eicieaaaas 12 1,487
Amoco. . oo .. 10 1,238
Shell oo 8 1,181
g\ 1 12 1, 069
ubf - 7 912
Mobil. . 7 891
Areo. .. iicee 4 834
Hess_ .. s 2 728
Marathon_ ... _..__..___ - 4 588
Union Oil. . ...l 4 490
Sun! ... N b 484
Ashlend.. . .. 7 462
Phillips. - .. ________.______ R 5 425
Conoco. - e o oo S 7 361
Coastal States. . . ... ........_.__. 3 208
Cities Service_ . .._._______. e 1 201
Sohio?. . 2 28
Cham;;lin .................. pmm—— 3 239
Tosco .. _. —— e mmmem——————. 3 222
Getty. .. 2 221
Kerr-McGee- ... - .. 4 108
Total. o coeoooirmunpmmcamnn 117 '14,421

10n Sept. 15, 1980, the pending sale of Sun’s, Dunean, Okla., 49,000 bbY/d
reﬁneﬁr to Tosco was ahnounced. This refinery i; still listed as part of Sun’s
a0 y. N .
oaeBritish Petroleum owns 53 percent of Sohio. B.P. has 1 U.S. refinery with a
oa‘moity of 164,000 bbl/d, which is not contained on list.
77 percent of total 8, capaocity.

Prior to 1970, small refineries tended to serve relatively small,
isolated or specialized produet markets. However, small, simple re-
fineries, typically with capacity under 10,000 bs,,rrels/da‘;, were con-
structed at the rate of one a month between 1974 and 1979. Many of
these small refineries were constructed to take advantage of certain
Federal Government subsidies (described below) available to small
refiners. In addition, some large refiners sold their small refineries to
new owners who could take advantage of these subsidies because the
m owner’s total refinery capacity did not exceed the prescribed

imits.



The 56 refineries constructed during this period are listed in Table 2.
Excluding the 200,000 barrels/day ECOL refinery Snow owned by
Marathon Oil), all of these refineries are 40,000 barerls/day capacity
or under, and 36 have capacity of 10,000 barrels/day or less. Typically
they are simple refineries capable of processing only sweet crude oi
and have little, if any, capacity to make gasoline.

TaBLE 2—NEew U.S. REFINERIES COMPLETED BETWEEN JAN. 1, 1974
AND DeEc. 31, 1979

Inftial

barrel
per day On.siream
Company, city, and State capacity date
Quintana/Howell, Corpus Christi, Tex..__._. 30, 000 1974
A. Johnson and Co., Newington, N.H________ 14, 000 1974
Toro Petroleum Co?., Port Allen, La._._...__ 36, 000 1974

Northland Oil & Refining Co., Dickinson, '

N.Dak oo e 5, 000 1974
Pioneer Refining Co., Nixon, Tex. _ .. ____.__ 2, 200 . 1974
Mid-Tex Refinery, Hearne, Tex____ .. ______. 7, 500 1974
Crown (Western) Refining Co., Woods Cross, :

L3475 N 9,000 1974
Giant Industries, Bloomfield, N. Mex._._..__. 5, 600 1974
Saber, Corpus Christi, Tex_ .- ... 9, 000 1974
Famariss, Lovington, N. Mex__ ... _______._. 37,000 1974
Louisiana Land, Mobile, Ala____________.____ 37, 600 1975
United Independent, Tacoma, Wash___.__._. 750 1976
Inger Oil, Darrow, La. . _ ... _...___._. 470 1975
Glenrock Refining Co., Glen Rock Wyo.__.__. 600 1976
U.S.A. Petrochem, Ventura, Calif . _ ________. 156, 000 1976
ECOL, G lle, L. - v 200, 000 1976
Glacier Park, Osage, Wyo. ..o ... 2, 000 1976
Sigmor, Three Rivers, Tex. ... ... _.________. 10, 000 1976
Arizona Fuels, Asilzaft Ridge, Utah._________ 3, 000 1976
Basin Petroleum, Long Beach, Calif .. _______. 3,100 1976
Bi-Petro, Pana, Il___._.. cemane mmm————— 960 1976
ECO Petroleum, Signal Hill, Calif.__..__._.. 3, 000 1976
DeMenno Resources, Compton, Calif ._______ 5, 000 1976
M. T. Richards, Crossville, Il . _ ... _______. 100 T 1976
Trans-Ocean Petroleum Wilmi.ligton, N.C.o_ 11,900 - 1976
Hill Petroleum, Krotz Spri y Lo . G 3, 000 1976
Dillman Oil Recovery, Sblong, m.o._ .. 1, 500 1977
‘Calcasieu Refining, Litd., Lake Charles, La_ .. 6, 500 1977
Erickson Refinery Corp., Port Neches, Tex._. 39, 400 1977 -
Gulf States Refining Co., Corpus Christi, Tex._ 7, 400 1977
Mount Airy Refinery Co. Mount Airy, La.... 11,600 . 1977
Mobile Bay Refining Co., Chicasaw, Ala____._ 16, 800 1977
Shepherd Oil & Refining Co., Jennings, La.____ 5, 000 1977
Sentry Refining Co., Corpus Christi, Tex...__ 10, 000 1977

Tipperary Refining Co., Ingleside, Tex.._.__. 6, 000 1977
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TasLe 2—New U.S. ReFiNERrIES COMPLETED BETWEEN JAN. 1, 1074
AND DEc. 31, 1979—Continued

Initial
barrel
per day Onesiream
Company, eity, and State capacity ' date
Nevada Refining Co., Tonopah, Nev.._.__._. 3, 000 1977
North Pole Refining Co., North Pole, Alaska.. 22, 600 1977
Cibro Petroleum Product, Albany, N.Y______ 27, 100 1978 -
T & S Refining Co., Jennings, La__...__.___. 19, 200 1978
Uni Oil, Inc., nglesxde TexX oo 11, 300 1978
Ergon Refinin , Inc,, \}icksburg, Miss_....... 11, 800 - 1978
Virtﬁcsburg Rehgmn Co., Vicksburg, Miss._ . ... 7, 900 1978
Sierra Anchor, McKittrick, Calif_ .______...__ 10, 000 1978
Raymal Refining Co., Ingleside, Tex.._._.._. 2, 500 1978
Friendswood, Friendswood, Tex._ ... .._...... 10, 500 1978
Port Petroleum, Stonewall, La______________ 2, 000 1978
Schulze Processing Co., Talla Bena, La_ _ .. __ 1,700 1978
Slapco, Mermentau, La_ ___________________ 10, 000 1978
gémd Refinery Corp., Bakersfield, Calif_ ... 7, 000 1978
~ Seaview Petroleum Inc., Paulsboro, NJ__.... 37, 500 1979
Gulf Energy Refining, Brownsville, Tex__. ... 10, 000 1979
Lake Charles Refining Co., Lake Charles, La._. 40, 000 1979
Mallard Resources, Inc., Gueydan, La____._. 5, 000 1979
Placid Refining Co., Mont Belvieu, Tex_..____ 12, 000 1979
Sooner Refining, Crowley, La__________ R 8, 000 1979
Huntway Refining Co., Wilmington, Calif____. 5,000 1979




10

III. REGULATORY BACKGROUND

Several of the Federal government’s trade and regulatory policies
have had a significant impact on the domestic oil refining industry.
Often, this impact has been unintentional. These policies include oil
import tariffs and quotas, price and allocation controls, and environ-

mental policies.
’ 0il Import Policy

President Eisenhower established mandatory oil import quotas in
1959 under authorig granted to him by the “national security” provi-
sions of the Trade Agreement Extension Act of 1958 (now section 232
of the Trade Expansion Act of 1962). These quotas remained in effect
until 1978,

At the time the quota system was established, foreign oil was avail-
able at very low prices (less than $2 per barrel), and the Adminis-
tration was concerned that overdependence on oil imports would
impair national security by ;¥rmanently damaging the domestic
crude oil producing industry. The quotas were intended to prevent
this overdependence. ‘

The specific method used by the Interior Department to operate
the quotas, however, benefited certain segments of the domestic oil
refining industry. Because the quotas raised the price at which oil could
be sold in the U.S. above the price of imported oil, a license to import
oil was worth about one dollar per barrel. Because import licenses could
be transferred throuih oil swaps, moreover, the owner of an import
license could realize this gain without actually importing any oil him-
self. The government distributed the licenses, free of charge, to persons
who had been import.ing oil prior to the quotas and to all domestic oil
refiners. This exclusion’ of foreign refiners from the allocation of im-

ort licenses generally gave domestic refiners some protection against

oreign competition. Furthermore, small refiners received a propor-
tionately larger share of the import licenses than larger refiners. Thus,
the import quotas generally operated to benefit U.S. oil refiners, par-
ticularly small refiners and refiners who had been importing oil prior
to the imposition of the quotas.!

In 1973, President Nixon replaced the quota program with a less
cumbersome import fee of 21 cents per barrel on crude oil and 63 cents
per barrel on refined petroleum products. The 42-cent differential pro-
vided an incentive to import crude oil, rather than refined products;
that is, to refine in the United States. Also, because the tariffs initially
a})plied only to imports in excess of prior quqta levels (called fee-free

locations), the advantages which small refiners received under the

1 One aspect of the quotas, however, did work against domestic refiners. There
was a more lenient quota on imports of residual fuel oil than on other imports,
which discouraged domestic refining of crude oil into residual ofl.
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quota system carried over into the tariff. The fee-free allocations, how-
ever, were scheduled to be phased out by April 1980. These import fees
were sutggended by President Carter in April 1979 and have not been

reinsta
Price Controls

In 1971, Phase I of the Nixon Administration’s wage and price
controls froze petroleum product prices at their August 1971 level. The
Cost of Living Council then established comprehensive regulations to
ﬁ)vern the pricing of petroleum and petroleum products. President
ixon ordered a second freeze in 1974, which was followed by the
Phase IV pricing regulations. For oil, the regulations used May 15,
1973, as the base period for prices charged under price controls. Re-
finers were permitted to increase their prices ahove this level on a
dollar-for-dollar basis to reflect increases in the cost of petroleum they
purchased and to reflect increased nonproduct costs subject to a profit
margin limitation. The regulations specified how increased costs were
to be allocated by product, and retail price ceilings were established for
motor gasoline, home heating oil, and diesel fuel.
These regulations served as a basis for the Emergency Petroleum
Allocation Act of 1973 (EPAA). The EPAA allowed the President to
allocate and to control the price of crude oil and refined petroleum
products even after the expiration of the President’s general grice con-
trol authority. Price and allocation controls were extended further by
the Energy Policy and Conservation Act of 1975 (EPCA). Under the
EPCA, controls were mandatory through May 1979 and could be
extended by the President until September 30, 1981. In April 1979
President Carter announced a program of phased decontrol through -
September 1981. President Reagan eliminated all price and allocation
controls in January 1981.
While most public debate on oil price controls focused on crude oil
rices, the controls on refiners also had significant economic impact.
he price controls on large oil refiners served to discourage investment
in new refining capacity because, while the controls allowed a pass-
through of refiners’ costs of production, they did not provide for
any rate of return on new investment. Hence, any refiner who expected

rice controls at the refinery level to be binding in the future had little
incentive to make investments in new or modernized capacity. This
lack of incentive came when new investment was needed to make un-
leaded gasoline (a new product), to meet environmental requirements,
and to adapt to the changing mix of available crude oil. Since the

haseout of price controls was announced in 1979, many large refiners

ave announced major investment programs to upgrade their refineries.

Entitlements

One result of the original price controls, when combined with sub-
stantially increased foreign crude oil prices, was to place domestic re-
finers who depended on foreign oil at a disadvantage when competing
with similar refiners buying price-controlled domestic crude oil. In re-
sponse, the Federal Enercy Administration established the “entitle-
ments program” in 1974, This program, in principle, was intended to
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equalize crude oil costs by having all domestic refiners pay the “na-
tional average” price for crude oil. Refiners with a greater than average

- amount of price-controlled oil were required to buy an “entitlement ;”
refiners with foreign oil or oil exempt from price controls were given
entitlements to sell.

This relatively simple concept proved difficult to implement, partic-
ularly because the entitlements program was modified to achieve a wide
variety of objectives other than price equalization between refiners.

These exceptions included the items described below : _
" Strategic petroleum reserves—Under the Energy Security Act, en-
titlements were used to reduce the cost of oil acquired for the Strategic
‘Petroleum Reserve. -

East Coast residual fuel oil—Importers of residual fuel oil re-
ceived 50 percent of an entitlement. for each barrel of foreign residual
fuel oil imported into the State of Michigan or the United States East
Coast. Domestic refiners were subject to a penalty for transporting
such &il'in a foreign tanker. ‘

Synthetic {luels.——Sha.le oil, production of ethyl alcohol for use in
making gasohol, and the production of municipal garbage into fuel
were aubomaticaily eligible for gart.ial entitlements. Other liquid syn-

e eligible on a case-by-case basis. -
Puerto_Rico naphtha—Importers of naphtha for petrochemical
manufacture in Puerto Rico were eligible for entitlements. :

COdlifornia heavy oil—Refiners of heavy California oil received en-
titlements according to the weighted average gravity of the oil.

Small refiners.—Refiners with less than 175,000 berrels a day of re-
fining capacity received a greater-than-proportiohal share of entitle-
- memnts, determined according to a sliding scale. Refiners with 10,000
barrels or less a day cagacity received the greatest number of addi-
tional entitlements per barrel. This provision, known as the “small
refiner bias,” provided small refiners with much larger benefits than
they had received under the oil import quotas or tariffs. These prefer-
ences for small refiners were structured in such a way that they grew
in sroportion to the gap between controlled and uncontrolled oil prices
and eventually became much larger than was originally intended, at
one time exceeding $500 million per year for about 100 companies.

The entitlements program provided something akin to tariff protec-
tion for domestic refiners because importers of crude oil received en-
titlements and irnporters of most refined petroleum products did not.
This entitlement benefit for domestic reﬁnin%ainsteo,d of foreign re-
fining, varied between one and six dollars per barrel during the period
of controls. As a result of price controls on domestic crude oil
and the specific structure of the entitlements program, imports of re-
fined petroleum products fell from 3.0 million barrels per day in 1973
to 1.6 million barrels ger day in 1980. Also, the domestic refining
industry operated at a high level of capacity utilization during most
of this period, while foreign refiners had excess capacity. Because the
protection against foreign competition provided by the entitlements
program was exglicltly temporary, however, it did not give large
refiners enough of an incentive to make long-term investments to offset
the disincentive effect of the price controls.
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For small refiners, the preferences built into the entitlements pro-
gram were large enough to encourage considerable investments de-
spite their temporary nature. As shown in table 2, the period during
which the entitlements prc:fmm was in effect witnessed the birth of a
large number of new small domestic refiners.

Mandatory Controls

Between the enactment of the EPAA and decontrol, the Federal
Government has assured access to crude oil for certain refiners through
the so-called Buy/Sell Program. .

There have been three successive crude oil BuK/Sell rograms im-

lemented since early 1974. Each has involved the publication of al-
ocation lists requiring certain refiners to offer to sell specified volumes
of crude oil to other qualifying refiners, Eligible buyers may decline
to purchase their allocations or may have DOE direct another refiner
to sell to them if they have been unable to purchase oil voluntarily
from an allocation list.

The first Buy/Sell Program (February-May 1974) required re-
finers with access to crude oil supplies to share them on & quarterly

" basis with refiners that lacked crude oil, so that all refiners could
run at the same percentage of capacity. Sales were made at each seller’s
weighted average monthly cost for all crude oil plus 6 percent plus
transportation and quality adjustments. Since no entitlements pro-
gam existed at that time to reduce crude oil price disparities, most

uy/Sell crude oil was priced signiﬁca[,lntly below market price levels
and eligible buyers purchased virtually all their allocations. These .
‘allocations amounted to slightly more than 1 million barrels/day.
Some analysts have blamed this program for aggravating the oil em-
bargio by discouraging U.S. companies from buying oil abroad.

*  The second Buy/Sell Program (June 1974-September 1977) was

implemented after the Arab oil embargo. Fifteen major refiners, who
were presumed to have access to large volumes of imported crude oil,
were required by DOE to sell crude oil to all small and independent
refiners to allow them to operate their refineries at 1972 levels. The
pricing provisions of the program were similar to those of the first
program, and Buy/Sell crude oil continued to be priced below the

market until the entitlements program was introduced late in 1974.

At that time, eligible buyers began to purchase less of their allocations,

tlig%pmgram sales dropped to less than 200,000 barrels/day by mid-
The third Buy/Sell Program (October 1977—decontrol) was de-

signed to assure crude oil supplies only for refineries that had to
depend on allocated crude oil, either on a continuing or an emergency
basis. The fifteen major integrated refiners continued to be required
to sell all the oil under the program. Sales were made at each seller’s
weighted average monthly cost of imported crude oil plus 5 cents
per barrel plus transportation and quality adjustments. Large inde-
pendent refiners (over 175,000 barrels/day aggregate refining ca-
pacity) were eliminated from the program because they were con-
sidered large enough to be self-sufficient but not to control adequate

78-887 0 ~ 81 ~ 2
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production to be sellers. Small refiners could receive allocations: (?
on a regular six-month basis, to maintain historical runs level at land-
locked refineries if the refiner purchased oil under the program during
the period October 1976—September 1977, or (2) on an basis,
on a two- or three-month basis, for refineries that lost 25 percent or
more of their crude oil sup&g and whose owners were unable to replace
the lost supply. Small refiners could not receive allocations for new
refineries or new refining capacity unless the new refinery or increased
capacity was designed and 20 percent of its financing was irrevocably
committed prior to August 24, 1977, thereby discouraging the con-
struction of refining capacity that might depend on government al-
locations for its existence. Sales of crude oil under this program
dropped to less than 20,000 barrels/day in 1978 but escalated to as much
as 300,000 barrels/day after emergency allocations were granted be-
cause of the Iranian revolution. Use of the program fluctuated, depend-
ing on the world crude o0il market situation. ' )
Crude oil allocations also were implemented with respect to Canadian
oil. Under the Canadian crude oil allocation program, first priority
refiners were those whose crude oil runs during the base period (No-
vember 1974 through October 1975) were made up of at least 25 Yer—
cent Canadian oil and who possessed no carrent capability to m&m
Canadian suppliers. Refiners who could not meet the 25 percent level
could request priority from the Department of Energy if they can
demonstrate dependence upon imports. "

Pollution Control Rules

The domestic refinery industry is subject to a variety of Federal,
State, and local pollation control laws contribute to the cost of
refining petroleum in the United States. Because some foreign coun-
tries do not have comparable pollution control laws, it has been argued
_that American refiners may be at a cost disadvantage relative to foreign
competitors. .

Although expenditures for pollation controls required to be used
in conjunction with crude oil refining may increase the cost of refin-
ing domestically relative to refining petroleum outside of the United
States, preferential tax incentives are available with respect to expend-
itures for such equipment. In addition, sinall refiners may be exempted
from certain pollution control rules by the Environmental Protection*

Agency.
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IV. DESCRIPTION OF PROPOSALS -

1. Tax Incentives for Upgrading or Retrofitting
Domestic Refineries .
Present law °

Depreciation

Under present law, the cost of an asset with a useful life in excess
of one year generally must be capitalized and recovered over its useful
life. A temative}{, an election may be made to use the asset deprecia-
tion range (ADR) rules for eligieble property. Under these rules, the
cost of eligible property may be recovered over a period within &
range of 20 percent above or below an established useful life for prop-
orty within its guideline class. The guideline life for refinery equip-
ment generally 1s 16 years so that this equipment may be depreciated
over a 13-year life.

Investment tam oredit

Present law Brovides & 10-percent investment tax credit for invest-
ments in tangible property with a useful life of 7 years or more, Qil
refineries are eligible for the credit.

E'nergy investment credit _

Qualified investments in “energy property” generally are eligible
for a 10-percent energy investment tax credit if placed in service after
September 30, 1978, and before 1983. A'special effective date rule
extends the expiration date of the credit when certain “affirmative
commitments have been undertaken prior to the expiration date.

“Energy property” includes “alternative energy property,” and
“specially defined energy property.” " '

The term “alternative energy Pmperty” includes boilers and burners,
as well as related pollution control, handling, and sto equipment,
which use an “alternate substance” as a primary fuel. “Alternate sub- .-
stances” include all substances other than oil and natural gas, or & -
product of oil and natural gas. “Alternative energy property” also
-Includes equipment to convert an alternate substance into a synthetic
liquid, gaseous, or solid fuel, equipment to modify existing oil or gas
equipment to use an alternate substance (or not less than 25 percent of
anf :ed ternate substance), and equipment that uses coal or its products as
a feedstock. -

The term “specially defined energy property” includes specific items
of equipment, such as heat whegls mge hgat exchangers, used to
rove the energy efficiency of industrial and commercial facilities
processes in existence on October 1, 1978, The Secretary of the
Treasury has the authority to add new items to the list of those eligible
agspecially defined energy property.

a9)
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E’xplandtion of proposal
The proposal consists of two amendments to the Internal Revenue
Code to encourage investments in domestic refinery assets.

Depreciation
The tKroposal would establish a 5-year useful life for new refinery

assets that are tangible property. ‘
. The pro 5-year caglltal cost recove) g;iod for refinery assets

is essentially the same as that proposed in S. 683, the Administration’s
tax reduction proposals. The tax reduction bill reported by the Finance
Committee in the 96th Congress, H.R. 5829, would have established 7
years as the cost recovery period for refinery assets. -

Investment oredit

Under the proposal, an additional 10-percent investment credit
would be allowed for the purchase of qualified refining equipment. -
Quelified refining equipment would include new refining equipment
that upgrades or retrofits an existing refinery facility. Qualified refin-
u‘n# equipment would also include equipment that improves the energy
efliciency of an existing domestic refining facility. ‘
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2. Petroleum Produet T riff

Present law

Section 232(b) of the Trade Expansion Act of 1962 (19 U.S.C. sec.
1982) grants the President authority to “take such action, and for such
time, as he deems necessary to adjust the imports of [an] article and
its derivatives so that such imports will not threaten to impair the
national security. . . .” This uﬁ?tstment suthority incudes the
imposition of quantity restrictions, such as quotas, and import fees.
The President’s authority, however is eliminated whenever Congress
enacts a joint disapproval resolution. '

Currently, existing statutory import duties and license fees on im-
ported petroleum products have been suspended. These tariff rates
generally are expressed as specific rates (i.e.,  cents per gallon). The
existing rates, which have been in effect since at least 1963, are equal to
about one percent or less of the current value of the products. For
example, the rate for fuel oil is 0.125 to 0.25 cents a on, and that
gasoline and jet fuel is 1.25 cents a gallon. -

In addition to the statutory tariffs, imported petroleum products
have been subject to various other ¢rade restrictions. As noted above,
from 1955 to 1959, a voluntary quota system was in place. This volun-
tary system was followed by the mandatory quotas which were in
effect from 1959-1973. The mandatory quotas were replaced in May
1973 by import license fees of 21 cents a barre] for crude od and 63
cents a barrel for refined petroleum products, with supplemental fees
in 1975. The import fees were suspended by Presidential Proclamation
in April 1979, :

The statutory tariff rates on refined petroleum products are “bound”
in the General ent on Trade and Tariffs (GATT) agsinst in-
crease. As “bound” rates, tariff increases could imply an obligation to
pay compensation to foreign countries which are substantial suppliers
of the relevant items. Sim#arly, imposition of such non-tariff measures
as quotas or licenses, for reasons other than national security or bal-
ance-of-payments, could lead to requests for compensation or retalia-
tion by other GATT countries.

Explanation of proposal
- Under the proposal, tariffs would be imposed on refined petroleum
products at a level hl%}l enough to enable some or all domestic
refiners to compete with imported refined petroleum products. It is not
clear what level of tariff would be necessary to accomplish this because
each refinery’s costs and economics vary. .

A
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3. Modification of Foreign Tax Credit Rules

Present law

General

The foreign tex credit was enacted to prevent U.S. taxpayers from
being taxed twice on their foreign income—once by the foreign coun-
try where the income is earned and again by the United States as
part of the taxpayer’s worldwide income. The foreign tax credit is
intended to allow U.S. taxpayers to offset the U.S. tax on their foreign
income by the income taxes paid to a foreign country.

This foreign tax credit system embodies the principle that the coun-
try in which a business activity is conducted (or in which any income
. is earned) has the first right to tax the income arising from activities
in that country, even though the activities are conducted by corpora-
tions or individuals resident in other countries. Under this principle,
the home country of the individual or corporation has a resi(ﬁlal right
to tax income arising from these activities, but recognizes the obliga-
tion to insure that double taxation does not result.

A fundamental premise of the foreign tax credit is that it should
not offset the U.S. tax on U.S. source income. Accordingly, the com-
putation of the foreign tax credit contains a limitation to insure that
the credit only offsets the U.S. tax on the taxpayer’s foreign income.
The limitation operates by prorating the taxpaver’s total U.S. tax
liability before other tax credits (“pre-credit U.S. tax”) between his
U.S. and foreign source taxable income. Therefore, the limitation is
determined by using a simple ratio of foreign source taxable income
divided by total taxable income. The resulting fraction is multiplied
by the total pre-credit U.S. tax to establish the amount of U.S. taxes
paid on the foreign income and, thus, the upper limit on the foreign
tax credit. . v )

Historically, the foreign tax credit limitation has been determined
based upon either the taxpayer’s total foreign income or his foreign
income from each separate country, or both. These are known as the
overall limitation and the per-country limitation, respectivelv. Cur-
rently, the foreign tax credit limitation can only be computed under
the overall method.

Under the overall method, the taxpayer combines the income and
losses from all his foreign operations and allocates the pre-credit
U.S. tax based upon this amount. Thus, if a taxpayer has $100 of
income from Country A which bears a $60 tax, and $100 of income
from Country B which bears a $40 tax, under the overall limitation
the taxpayer is treated as having $200 of foreign source income on
which $100 of foreign taxes were paid. The taxpayer’s overall foreign
tax credit limitation is $92 (i.e.. assumed U.S. tax rate of 46 per-
cent times $200 of foreign source income). The taxpayer can thus fully
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offset the $92 of pre-credit U.S. taxes attributable te its foreign opera- .
tions and is left with $8 of excess foreign tax credits. C e e

The overall limitation is generally advantageous to the taxpayer
when he has income subject to & high tax (as compared to the U.S.
rate) in one foreign country and income subject to a low or zero tax
in another country. The use of the overall method allows the taxpayer .
to use the foreign taxes imposed by the high-tax. country to offset the
U.S. tax imposed on the foreign income in the low or zero tax country..
Thus, in the above example $6 of the tax paid to Country A is
allowed as a foreign tax credit against the income of Country B.

In the case of the international oil comnanies, the ovérall foreign tax
credit limitation allows them to credit high taxes (up to a 95 percent
tax rate) on extraction income against low-taxed income from oil-
related activities (e.g., oil trading, shinping. and refining) carried on in
other foreign countries. Because of the U.S. source rules, this use of
excess foreign extraction tax credits against income from oil-related
activities undertaked in other foreign countries occurs even though
the ultimate destination of the oil being traded, shipped, or refined is
the U.S. : that is, the source of the income from the extraction. shipping,
and refining of the oil (for purposes of determining the limitation
of the foreign tax credit) is the place where these activities are carried
on, not the place where the oil is ultimately used. Thus, if an oil com- -
pany has available excess credits arising out of its foreign extraction
activities, it inay use them to offset its U.S. tax liability attributable to
its foreign refining operations, even where the oil being refined is des-
tined for the U.S. market.

Special oil and gas rules

Special rules (sec. 907) have been enacted in recent years which
apply to foreign tax credits claimed by oil companies. These special oil
tax credit rules were adopted largely because of the difficulty in deter-
mining whether payments made to foreign governments on oil income
are, in substance as well as in form, creditable income taxes or whether
they are, instead, noncreditable payments such as royalties or severance " .
taxes. Generally, these special rules limit the credit which may be
claimed for foreign taxes on oil and gas extraction income to 46 per-
cent of the company’s overall foreign extraction income. However,
a foreign tax credit carryover is allowed for excess extraction taxes
paid to the extent of 2 percent of foreign oil extraction income.

The taxpayer’s extraction income is generally the sum total of the
companv’s income and loss from foreign extraction operations. How-
ever, if the extraction activities and sales of the extraction assets in
any country result in a net loss for any year (as ordinarily is the case
during the exnloration and development stage), the loss from the
country is not taken into account in the computation of the foreign oil
extraction income for the year (the special “per-country extraction loss
rule”). This benefits the taxpayer because its oil and gas extraction
tax limitation exceeds its pre-credit U.S. tax attributable to its foreign
extraction activities (including the loss activities) by 46 percent of -
the nonincluded loss. Consequently, notwithstanding the 46-percent
limitation of section 907(a), the company may have substantial excess
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oredits attributable to its foreign extraction operations available for
use against its low-tax oil-related income,

Present law also provides that a taxpayer is to compute the foreign

tax credit limitation (sec. 904 and sec. 907 (b)) separately for its for-
oign oil-related income. (Thus, foreign taxes paid on ths taxpayer’s
foreign oil-related income may not offset its U.S. tax on its other in-
come and vice versa.) Foreign oil-related income includes foreign oil
and gas extraction income as well as foréign income from refining,
transporting, distributing and selling such foreign production. Im-
portantly, foreign extraction losses are included in computing the for-
eign oil-related income limitation. In most cases, the combination
of these extraction losses with losses from other foreign oil-related
activities (notably shipping) has resulted in a limitation that is lower
than the amount of the creditable foreign taxes on extraction income
and on the other foreign oil-related income. Thus, in computing their
foreiin tax credit for foreign oil-related income, most oil companies
have had excess foreign tax credits, ‘
For a fuller explanation of the U1.S. foreign tax credit rules, par-
ticularly as they apply to foreign oil taxes, see the Joint Committee
stafl pamphlet, ¥Explanation of Foreign Tax Credit Rules Applicable
to Petroleum Income and Description of Administration Proposal”
(,JCS-26-79). :

Explanation of proposal

The proposal would allow oil companies to treat income from oil
that. was extracted in the United States and was sold to certain un-
related domestic small and independent refiners as foreign oil extrac-
tion income or foreign oil-related income. This is intended to induce
U.S. international oil companies with otherwise unusable excess for-
eign extraction tax credits to sell U.S. oil to independent U.S. refiners.
Tt would allow these oil companies to utilize their excess extraction for-
eign tax credits to offset the 11.S, tax on the income from the sale to
independent oil refiners of oil and gas extracted in the United States.
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4. Crude 0Oil Purchasing Cooperatives

Present law

Cooperative entities utilized for the business or financial benefit of
its members generally are subject to Federal income tax. However,
present law exempts from Federal income taxation certain cooperative
organizations and ascociations that meet specified requirements.
Among those organizations that may be exempt from taxation are cer-
tain cooperative insurance associations, mutual ditch or irrigation
companies, and telephone companies (sec, 501(c) (12) ), crop financing
corporations (sec. 501(c) (16) ). cooperative hospital service organiza-
tions (sec. 501(e) ), cooperative educational service organizations (sec.
501(f)). farmers' cooperatives (sec. 521), and homeowners associa-
tions (sec. 528). These tax-exempt mutual and cooperative organiza-
tions generally are operated to provide goods or services to their
members at cost. As such, gross membership revenues in excess of costs
ordinarily are viewed as being “overcharges,” rather than as income,
if refunded promptly to its members. Revenue from non-membership
sources, e.g., investments and non-membership dealings, may
taxable.

Under present law, antitrust statutes generally prohibit cooperative
business arrangements which may reduce competition. However, Con-
gress has granted U.S. oil companies a limited antitrust defense for
participation in the International Energy Agency (IEA). In the
absence of such a defense, U.S. oil companies could not share informa-
tion and, in the event of an emergency, allocate supplies with the
IEA’s membership. '

Explanation of proposal .
The proposal would allow small and independent refiners to estab-
lish privately owned tax-exempt cooperatives to purchase crude oil
from foreign suppliers under long-term contracts.

O
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Today's hearing is intended to give the Subcommittee on Energy
and Agricultural Taxation a better understanding of the economic
problems facing the U.S. refining industry and the role that

the domestic refining industry will play in the U.S. energy
system. It should be absolutely clear that this hearing is not
structured to usher in tax or tariff legislation to subsidize
those inefficient refiners unable to survive in a competitive
free market. Our intent is to determine whether immediate
decontrol has created any market dislocations that prevent !
otherwise efficient refining operations from competing in a ‘
true-cost-of-energy environment. The Subcommittee has requested
testimony on various tax and tariff proposals recommended by

segments of the refining industry which would assist the industry

in making a transitiop to a free market environment.

The problems of the domestic refining industry have been
compounded by two changes in its economic environment over

the last eight years. 1In the early 1970's the refining industry
was jolted by OPEC induced international price increases. The
response of the United States government to higher world oil
prices was to insulate even further both the American consumer
and the domestic refining industry from the full effects of
these oil price shocks. Those policies not only discourage
domestic production and conservation efforts, but they also
served to discourage investment in new refining capacity or in
retrofits needed to process increasing supplies of sour and
heavy crude oil. .

President Reagan's courageous decision to decontrol crude oil

will have a number of beneficial effects in the economy, including
increased incentives to produce and conserve energy. However, i
decontrol has also radically altered the economic environment

in which the U.S. refining industry must compete. This hearing
will help the committee determine how the competitive environment
in the refining industry has changed, and whether it is appropriate
to consider any tax or tariff based solutions to the traditional
problems that may face the domestic refining industry.
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Our concern is not only with the ability of segments of the
refining industry to compete in this :new environment, but

also make sure that the U.S. refining industry will continue

to be able to meet the needs both of -the American consumer

and national security. Jt is critical that all markets are
adequately served, but especiaily rursl agricultural consumers.
Market disruptions in industrial areas can result in an inconvenience
and reduced production of goods and services for all consumers.
However, these losses can be recovered, unlike the irrevocable

loss of a harvest or the inability to proceed with spring plantings
due to an energy shortage. A supply disruption or a market
imperfection that allows agricultural regions to be cut off can -
have a formidable impact on agricultural production, consumer

food prices, exports and our balance of payments.

The Subcommittee is also concerned with the fact that the
domestic refining industry faces the challenge of processing
increasingly more sour and heavier crude oil. The domestic
refining industry faces a tremendous financial challenge as

it makes large new investments to retrofit existing facilities
to deal with'heavy and sour crude oil. Fortunately, President
Reagan's accelerated Cost Recovery Program will provide an
unprecedented boost to the refining industry’'s ability to meet
this investment challenge.

Finally, the committee is concerned with the possible national
security consequences of increasing U.S. dependence on foreign
refined products. The U.S. is already faced with a dangerous
degree of dependence on foreign supplies of crude o0il, and the
committee wishes to determine whether an increase in product
imports will increase U.S. strategic vulnerablility to energy
supply disruptions., If it is dr:c.mined that the U.S. can now
anticipate an increase in petroleum product imports and that
such an increase would pose a threat to U.S. strategic interests,
then this subcommittee would work closely with the Subcommittee
on International Trade to determine that tariff or other trade
mechanisms are necessary to enhance U.S. energy'security.
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Senator WaLLoP. Good morning.

Today’s hearing is intended to give the Subcommittee on Energy
and Agricultural Taxation a better understanding of the economic
problems facing the U.S. refining industry, and the role that the
domestic refining industry will play in the U.S. energy system.

it should be absolutely clear that this hearing is not structured
to usher in tax or tariff legislation to subsidize those inefficient
refiners unable to survive in a competitive free market.

Our intent is to determine whether immediate decontrol has
created any market dislocations that prevent otherwise efficient
refining operations from competing in a true cost-energy environ-
ment.

The Subcommittee on Energy and Agricultural Taxation has
requested testimony on various tax and tariff proposals recom-
mended by segments of the refining industry, which could assist
the industry in making a transition to a free-market environment.

Problems of the domestic refining industry have been compound-
ed by two changes in its economic environment over the last 8
years. In the early 1970’s, the refining industry was jolted by
OPEC-induced international price increases. The response of the
U.S. Government tc higher world oil prices was to insulate even
further both the American consumer and the domestic refining
industry from the full effects of these oil price shocks. :

Those policies not only discouraged domestic production and con-
servation efforts, but they also served to discourage investment in
efficient refining capacity, such as retrofits needed to process in-.
creasing supplies of sour and heavy crude oil.

President Reagan’s courageous decision to decontrol crude oil
will have a number of beneficial effects in the economy, including
increased incentives to produce and conserve energy.

However, decontrol has also radically altered the economic envi-
ronment in which the U.S. refining industry must compete.

This hearing will help the committee determine how the compet-
itive environment in the refining industry has changed, and wheth-
er it is appropriate to consider any tax or tariff-based solutions to
the transitionil problem—and I stress transitional—that may face
the domestic refining industry.

Our concern is not only with the ability of segments of the
refining industry to compete in the new environment, but also to
make sure that the U.S. refining industry will continue to be able
to meet the needs, both of the American consumer and national
security.

It is critical that all markets are adequately served, but especial-
ly rural agricultural consumers. Market disruptions in industrial
areas can result in an inconvenience and reduce production of
goods and services for all consumers.

However, these losses can be recovered, unlike the irrevocable
loss of a harvest or the inability to proceed with spring plantings
due to an energy shortage.

Supply disruption or a market imperfection that allows agricul-
tural regions to be cut off can have a formidable impact on agricul-
tural production, consumer food prices, exports and our balance of

payment.
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The subcommittee is also concerned with the fact that the do-
mestic refining industry faces the challenge of processing increas-
ingly more sour and heavy crude oil.

’ e domestic refining industry faces tremendous financial chal-
lenges that make large new investments to retrofit existing facili-
ties to deal with heavy and sour crude oil.

Fortunately, President Reagan’s accelerated cost-recovery pro-
gram will provide an unprecedented boost of the refining industry’s
ability to meet this investment challenge.

Finally, the committee is concerned with the ible national
security consequences of increasing U.S. dependence on foreign
refined products. The United States is already faced with a danger-
ous degree of dependence on foreign supplies of crude oil, and the
committee wishes to determine whether an increase in product
imports will increase U.S. strategic vulnerability. :

If it is determined that the United States can anticipate an
increase in petroleum product imports, and that such an increase
may pose a threat to U.S. strategic interests, then this committee
would work closely with the Subcommittee on International Trade
to determine what tariff or other trade mechanisms are necessary
to assure U.S. energy security. .

Senator DoLE. Well, I would just, first of all, commend Senator
Wallop for having this hearing. There is a great deal of interest.

I would say, with the change in this committee, we now find
Republicans, after 26 years, thinking “It's not such a bad idea.”
But, in any event, we understand our responsibility to everyone in
this audience regardless of politics.

So, I commend the subcommittee chairman. I’'m not certain that
the answer to some of the problems may lie in this committee. I
mean, we can look at tariffs and taxation, but there may be other
committees with relevant jurisdiction, and I'm certain you're aware
of the ones I mean.

There also, of course, is the basic question of what we should do,
or whether we should do anything. There are a number of prob-
lems in the industry, and one is the excess of refining capacity.
How we address that will depend, for the most part, on the sugges-
tions we have from the industry, plus other suggestions. I'm cer-
tain we'll have testimony that maybe the market should solve this
problem, and this is an effort by ()J'ongress to further involve itself
in your business.

We certainly appreciate many attending this morning. Some of
us are involved in amendments on the Senate floor, and will be
running back and forth.

Senator WaLLop. Thank you very much, Senator Dole.

Senate Dole. Thank you.

I have a statement I would like to present.

[The prepared statement of Senator Dole follows:]

STATEMENT OF SENATOR DOLE: Tu;{ AND TARIFF ProPosaLs ror Domestic OIL
EFINING

Mr. Chairman, the U.S. oil refining industry faces a number of formidable chal-
lenges as we enter the “post control”’ era. President Reagan’s termination of all
crude oil price and allocation controls finally removed a variety of burdensome
regulatory distortions from the marketplace, Nevertheless, decontrol also eliminated
a degree of crude oil supply protection and economic benefit for many refiners.
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Even without decontrol, the U.S. refining industry has a number of fundamental’
problems. For example, the U.S. currently has a significant excess of refining
capacity. It is estimated that U.S. refiners are operating only at about 70 percent of
caﬁcity. Without a sudden upsurge of demand for refined products, which seems
unlikely, one would ex some normal contraction of the industry so that less
efficient refineries are p out.

Despite the general overabundance of refining capacitg, the industry needs a
substantial amount of new capital investment to process vy, high sulfur crude
oil. I understand that now only about half of the Nation’s refineries can process
high-sulfur “sour” crude oil, which makes up an ever increasing portion of U.S.
produced crude oil. There also is a need for a substantial amount of retrofitting and
reconfiguration of existing refineries to meet new product demand, including an
increasing demand for quantities of unleaded gasoline.

The U.S. refining industry also faces stiff competition from abroad. Foreign refin-
eries, like those in the U.S, have a substantial amount of excess capacity. The
United States is undoubtedly an attractive market for foreign refiners. Moreover,
many foreign refiners do not have some of the transportation and environmental
. costs that the Federal Government has imposed on U.S. refiners. U.S. refiners also
face problems of an unpredictable future product demand and considerable uncer-
tainty about the interrupting availability of foreign crude oil.

Mr. Chairman, I believe that a strong U.S. refining industry is vital to the
national defense interests of this country. Just as the Nation moves to become less
dependent on foreign sources of crude oil, we should not become overly dependent
on vulnerable foreign refineries, I also believe that it is important as we review the
problems of the refining industry that we insure that all sections of the country,
including rural agricultural regions, are adequately supplied with needed petroleum
products. It is with those concerns in mind that I approach the issues to be
addressed today. 1 recognize that many of the problems faced by the refining
industry cannot be dealt with by this Committee. Nevertheless, I am interested in
the testimony on the proposals that do fall within our jurisdiction.

Mr. Chairman, I appreciate your calling this hearing and I look forward to the
testimony on this important energy issue.

—Senator WaLLor. Fine.

Senate Dole. Thank you, Mr. Chairman. I want to commend you,
Mr. Chairman, for taking the initiative to call this hearing. I am
glad to see the witnesses here and see my colleague, formerly from
the other side of the Hill here, Bill Thomas, this morning, because
I-think this is a very important subject that we address. We all
know that the small and independent domestic refining industry
- has played an important role in our total energy needs, and an
active domestic refining industry, I think, is something that we
should not allow to disappear and take lightly, because it does
provide a means of fuel production in this country. It’s helpful for
our national security and it’s also helpful for keeping more compe-
tition in the system.

So, I look forward to these hearings and hope that something can
be resolved that will be helpful to this problem.

Senator WALLop. Thank you very much. -

I'm delighted to welcome, as our first witness, Congressman
Thomas. Would you proceed, please?

STATEMENT OF HON. WILLIAM THOMAS, U.S.
REPRESENTATIVE

Congressman THomAs. Thank you, Mr. Chairman. I also would
like to thank the chairman and the subcommittee for beginning
hearings in this area, because I would like to outline, very briefly,
a problem for you that was created by Government action and
could be resolved by Government action, principally in my district
in California.
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The problem is this: The windfall profits tax has inadvertently
caused an inefficient use of fuel in heavy oil production. The tax
has destroyed the market for residual fuel oil produced by oil
refiners in my district.

Prior to the windfall profits tax, residual fuel oil produced in
refineries near the fields was used to power the steam generators
in the production of the heavy oil. In this process, the steam is
injected into a reservoir to increase the flow of the heavy crude.

However, the windfall profits tax exempted crude oil consumed
“in situ” from the tax, so producers, obviously, with economics
driving them, began burning the crude oil on heavy oil leases
instead of the residual fuel oil

Consequently, more oil is consumed in the production process,
because crude burning yields fewer Btu’s per unit than the residual
fuel oil. Therefore, more crude than residual fuel oil is required to
recover the same amount of heavy crude.

Local refineries are operating at minimal levels, or not at all,
because they are unable to sell the residual fuel oil they produce.

Now, the windfall profits tax is adding to the oversupply of west
coast heavy fuel oil by making tax-exempt crude more economical-
ly attractive than the residual fuel oil.

I have introduced a bill on the House side, H.R. 1974, which
would resolve these problems by allowing a barrel-for-barrel ex-
emption for residual fuel oil used in production. It is now allowed
for crude oil under the tax.

I would like to emphasize that no loss of tax revenue from the
Treasury would result, because crude oil, which has replaced the
residual fuel oil, is tax exempt now, anyway. :

Actually, the benefits of H.R. 1974 would be threefold: First,
would be the energy saved in the production of oil. Conservative
estimates by the industry place the savings and, therefore, the oil
put into useful production at between 33 million gallons of refined
petroleum products, and as high as 84 million gallons annually,
assuming about a 5-percent fuel efficiency differential.

Second, additional revenue would actually come into the Treas-
ury because of these additional petroleum products on the market.
Revenue increase would be somewhere between $2.6 million and
$6.5 million, annually.

Finally, of course, jobs would be opened up once again, because
there would be a market for residual fuel produced.

I said, initially, that it was a problem centered in my district, but
I don’t want you to think that I have narrow parochial views
because my district happens to contain a county which, if this
county, Kern County, was a State among the 50 States, would be
No. 4 in the production of oil, behind only Alaska, Texas, and
~ California.

If we can get residual burning once again in the boilers instead
of crude and we can put the rest of the crude back in production,
we will become more than 50 percent of California’s production,
and therefore I would like to say we would be the No. 3 State, this
one particular county.

In addition, although steam injection is usually identified with
heavy oil, just yesterday there was a symposium scheduled to take
place in the district in front of the Petroleum Engineers Society,
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which shows an economically feasible procedure utilizing steam
injection in light oil recovery.

So, we know we have billions of barrels of heavy oil that we're
able to recover from steam injection, but the technologies pioneer-
ed and developed in Kern County in heavy oil now, apparently, are
going to be able to be used economically for even further recovery
of billions of barrels of light oil.

It was an inadvertent inadjustment, because of the windfall prof-
its tax. We need to make sure that the kind of technology that has
been carried out in Kern County can continue and a slight modifi-
cation, which blesses the Treasury as well as the refiners in Kern
County, I think is appropriate, Mr. Chairman.

Senator WaLLopP. Thank you very much, Congressman.

The consequences of congressional and political spite always
amaze me. When they go after people intent on punishing them,
they generally only punish themselves. I think you have adequate-
ly demonstrated that.

Would you say that the lack of a market for residual fuel,
:‘hergfore, is the most serious problem your California refiners

ace’ -

Congressman THomas. I think in the short term, the failure to
have that locally available market for the residual fuel oil is the
most significant problem. .

I think, in the long run, the failure to continue the kinds of
innovative technology that have allowed us to increase production
will be the consequences, and that all of America will suffer, be-
cause we will not continue to develop as rapidly the ability to
recover the leftover oil.

Senator WaLLor. Do your refiners face any competition from
imported products? :

Congressman THoMAs. Well, with the residual fuel oil, the
market, primarily, is in the oil fields or as bunker oil down into the
Los Angeles Harbor area. .

The kind of oil that we produce does not have the direct competi-
tion. Our problem is that with the heavy crude, we do need to have
sufficient light oil for blending purposes in many refineries. This
light oil, principally, is now coming from Alaska, for example, and
from other oil fields that produce lighter oil. It has, and can, come
from other countries.

Senator WaLLor. Thank you.

Senator Dole? :

Senator DoLE. No; I have no questions. I appreciate your taking
the time to be here this morning. Thank you very much for your
statement. '

Congressman THoMAs. Thank you very much, sir.

Senator WALLOP. Senator Symms?

Senator Symms. Bill, I appreciate your statement, too, and I
would like to also compliment you that you had the good sense to
vote against the windfall profits tax that brought about this prob-
lem when we were in the House together.

Just to make sure that I understand what you’re saying is that
your bill would allow for every barrel of heavy crude that is used,
it would be exempted from the windfall profits tax; is that correct?
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Congressman THoMmAs. No. The heavy crude is currently exempt-
ed. That’s the problem. They used to burn residual fuel oil, and you
produced the crude on the property and it would be shipped a short
distance to a refinery where you just pulled the distillates off and
the residual fuel would come back and they would butn that fuel
oil in the boilers because it has a higher Btu value.

It was easily done and economically feasible, but once you put a
windfall profits tax on any of the crude oil that leaves the proper-
ty, you wind up burning the crude oil on the property to save the
difference, and it is a sizable difference.

The problem is: The crude oil doesn’t burn as efficiently. You
consume more of it. It dirties up the scrubbers, by the way, and the
pollution-control devices have to be cleaned more frequently. It's
just a classic example of how everyone on the left hand didn’t
realize that in trying to do one thing, they produced a very uneco-
nomic relationship on the other.

So, it is an attempt to get a barrel-for-barrel trade for residual
fuel rather than the crude. There is no benefit anywhere, except to
the Treasury and to the consumer of petroleum products in the
United States, because we wotld be sending less of it up in smoke,
and more of it to the marketplace. :

Senator Symms. So, what you are also saying is, if this hap?ens
that some of these refineries go out, there may be some parts of the
country that are getting the specialized products, et cetera——

Congressman THoMAs. They have gone out and they will contin-
ue to go out, because——

Senator Symms. Because they haven’t been serviced.

Congressman THoMAS. That's correct.

Senator Symms. It's just one more reason why the windfall prof-
its tax——

Congressman THomas. I'll second that, Senator.

Senator WaLLop. Thank gou very much.

Congressman THoMAs. Thank you.

Senator WaALLoP. Bill, thank you very much for taking your time
to come over here. Once again, my apologies for holding you up.

Congressman THoMmASs. Thank you very much. ]

[The prepared statement of Hon. William Thomas follows:]

STATEMENT OF REPRESENTATIVE WILLIAM THOMAS

Mr. Chairman, I would like to thank you and the other distinguished Senators on
this subcommittee for the opportunity to testify this morning on a problem faced by
oil refiners in my state, California.

The problem 1s this: the windfall profits tax has inadvertently caused an ineffi-
cient use of fuel in heavy oil production, and the tax has destroyed the market for
residual fuel oil produced by oll refiners in my District.

Prior to the windfall profits tax, residual fuel oil produced in refineries near the
heavy oilfields was useJ to power steam generators in the production of heavy oil.
hIn this pr?icess, the steam is injected into a reservoir to increase the flow rate of the

eavy crude.

However, the windfall profits tax exempted crude oil consumed “in situ” from the
tiillx, so producers began burning crude oil on heavy oil leases instead of residual fuel
o

Consequently, more oil is consumed in the production process because crude
burning yields less heat than residual fuel oil. Therefore, more crude than residual
fuel oil is required to recover the same amount of heavy crude.

Also, local refineries are operating at minimal levels, in part because they are
unable to sell residual fuel o1l they produce. The windfall profits tax added to the
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oversupply of West Coast heavy fuel oil by making tax-exempt crude oil more
economically attractive than residual fuel oil.

My bill, H.R. 1974, would solve these problems by allowing a barrel-for-barrel
exemption for residual fuel oil used in production, as is now allowed for crude oil

under the tax.

No loss of tax revenues to the Treasury would result, because crude oil which has

replaced residual fuel oil in the geroduction process is now tax-exempt anyway.

e benefits of H.R. 1974 would be threefold. First, energy would be saved in the
production of oil. By using residual fuel oil rather than crude, slightly more fuel
efficiency would result, meaning that more crude would be produced and more light-
end petroleum products would Leoome available from this increased crude oil pro-
duction. Conservative industry a::l:ll{ses place the savings at 33 million gallons of
refined petroleum products annually, and the savings could run as high as 84
million 5 lons annually, assuming a Bercent fuel efﬁciem(:iy difference.

Second, additional revenue for the U.S. Treasury would be generated, because
more crude oil would leave the property. Analyses indicate that between $2.6
million and $6.5 million in additional tax revenues would result.

Finaé!’. refiners could increase their operating rates and reopen jobs, because
H.R. 1974 would help to restore the market for residual fuel oil which the windfall

profits tax removed.

Senator WaLLor. The next witness is the Honorable John E.
Chapoton, Assistant Secretary of Treasury for Tax Policy.

For the information of you and those that follow you, we abso-
lutely must stick to the 5-minute rule, because we have an incredi-
ble list of witnesses. Every testimony will be taken in full, and we
hope to get some juice out of all of the witnesses here during the
morning.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT
SECRETARY  OF THE TREASURY FOR TAX POLICY

Mr. Caaroron. All right, Mr. Chairman. I do have a shortened
version of my statement. I'll have to shorten it even more as we go
along. I'll attempt to do that.

Senator WALLoP. Thank you, sir.

Mr. CuaroToN. 1 appreciate the o;)portunity to be here this
morning to present the administration’s views on four specific tax
and tariff proposals relating to domestic refiners. N

One is the tax incentives for upgrading or retrofitting domestic
refineries; two, the imposition of a tariff or fee on the importation
of foreign refined products; three, the modification of the foreign
tax credit to encourage sales of crude oil by international oil com-
panies to domestic refiners, and; four, the creation of tax-exempt
crude oil purchasing cooperatives.

Before I go into these t'egroposa.ls in ang detail, I want to discuss,
briefly, the reasons cited in support of these proposals and the
problems they attemgt to address.

First, it is contended that the termination of the price control
system has changed the competitive position of the domestic refin-
ing industry. Consequently, small and independent domestic refin-
ers must obtain assistance in order to remain competitive.

Second, it is anticipated that the supply of high quality light low-
sulfur crudes will decline as a proportion of the total availability of
supply of crude oil. Herice, it is argued that financial assistance in
modifying and replacing refinery equipment is required.

As this committee well knows, price controls worked in two wa
to maintain the size of the U.S. refining industry. By delaying the
adjustment of petroleum product prices to world price levels, con-
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trols helped to sustain the higher rate of domestic demand for, and
consumption of, petroleum products than otherwise would have
occurred. ‘

. In addition, the price control system had tirc effect of discourag-
ing dthe iimports of refinery products and encouraging the import of
crude oil.

Consequently, the termination of controls will both shrink the
size of the U.S. market for petroleum products, and, indeed, it has
already begun to do so, and it is expected to shrink the share of
U.S. consumption that is refined domestically.

It is the administration’s position that this sorting out process
should be determined by market forces. We feel it would be inap-
propriate for the Federal Government to allocate resources through
the tax system, or by other means, to maintain uneconomic domes-
tic refinery facilities. :

One additional argument is made for Federal action on behalf of
small and independent refiners. It is contended that they are the
principal firms that assure competition within the industry and
that their continued presence is vital on that score.

We do not believe that Government intervention on behalf of
small and independent refiners is warranted on economic policy
grounds.

First, the freedom of resource entry into and out of the refining
industry is not dependent on the size of refinery installations.

Second, the fact that a refiner is independent; that is, has little
or no interest in oil production, has no bearing on either the ability
to sell petroleum products or to purchase crude, such that would
warrant Government intervention.

The presence in world markets of both independent refiners and
independent crude producers suggests that all refiners have access
to enfough crude oil to meet whatever product demand they wish to
satisfy. ‘

Turning to the second justification for Federal assistance, it is
argued that in the future, the average quality of crude supplies
will deteriorate. Thus, it will require more capital intensive and
hence, more costly refinery processes to produce the present mix of
refinery products from low quality crude.

The gradual degradation of the quality of crude oil does not
present a problem that requires Government action. The technol-
ogy for processing low quality crudes is well known, is currently in
use end is available to any refiner who wishes to install it.

To the extent that the oil refining industry needs assistance to
finance future anticipated capital costs, the adoption of the Presi-
dent’s tax proposals liberalizing the cost recovery rules, our ACRS
proposal, is, we feel, the best way of providing this assistance.

Let me discuss very briefly, because I see the yellow light is
ggiélg on, Mr. Chairman, the four proposals that we are asked to
address.

The first would establish a 5-year useful life for new refinery
assets that are tangible property, and would provide an additional
10-percent investment tax credit for new refining equipment that
fr‘no;ilgtf'nizes; and expands the capacity of an existing refinery
acility. :
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In brief, we feel that the present proposal on the ACRS system
would take care of the first problem. It would drop the present 16-
year ADR life for refinery assets to a new b-year life over an
accelerated recovery system, and would give that 5-year life a full
10-percent investment tax credit.

. The second proposal would propose a petroleum product tariff or

ee.
Senator WALLoP. In this instance, I think it is probably impor-
tant to have the administration’s position laid down on those
things that have been discussed in front of the committee, so if you
would please just go ahead and read those, please.

Mr. CaaroroN. I appreciate that indulgence, Mr. Chairman. It
will just take about another 5 minutes.

The second proposal would impose a petroleum product tariff or
fee on refined products to protect the domestic refining industry.

The administration strongly opposes the imposition of tariffs or
fees on imports of petroleum products. The effect of such a meas-
ure would be to increase petroleum product prices beyond levels
determined by world oil prices solely for the purpose of discourag-
ing importation of refined petroleum products. ‘

It would impose a tax on all product users, which would, in turn,
divert scarce capital from economic investments to sustaining un-
economic refinery capacity.

The proposal, therefore, is inflationary on two counts, causing a
rise in prices directly, and reducing national productivity. We
would therefore oppose.

The third proposal would modify the foreign tax credit limitation
rules to expand the definitions of foreign oil and gas extraction
income and foreign oil related income. The proposal would also
modify the source of income rules applicable to the foreign tax
credit limitation to treat sales of domestic and foreign crude oil to
small and independent refiners as foreign source income rather
than as U.S. source income.

The effect of this would be to substantially distort the historic
function of the foreign tax credit limitation. The proposal would
allow excess foreign tax credits from OPEC and other foreign oil
production to offset U.S. income tax on profits from drilling and
production of oil within the United States. '

The advocates of the proposal argue that the foreign tax credit
limitation rules of existing law contain a bias which favors invest-
ment in overseas refining by the international oil companies, and
that foreign ref'meri products produced from such investments
displace refining in the United States. ‘

ile the special oil extraction foreign tax credit rules may, in
fact, be defective, the proposal under discussion would simply
broaden the defect; it would not remove it. ,

It is not clear, in addition, that the proposed change would
achieve the intended reduction in oil acquisition costs of small and
independent refiners. Multinational oil companies with excess for-
eign tax credits are currently selling oil to independent and small
refiners. It seems that these sales at market prices would continue
- without reduction in price to qualified refiners, if this foreign tax
rule were changed.
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We would s:ggest, Mr. Chairman, that if there is a defect in the

foreign tax credit limitation rules encouraging investment in refin-

ery capacity abroad, that that question be directly addressed in the

foreign tax credit limitation rules, section 907, rather than by a

‘ldin;ited proposal such as this, which would, we think, broaden that
efect.

The final proposal would allow small and independent refiners to
establish tax-exempt cooperatives to purchase crude oil from for-
eign suppliers under long-term contracts.

The proposal would call for tax-exempt cooperatives. The present
law, allowing taxable cooperatives, allows such entities to provide
goods or services to their members at cost. Gross membership
revenues in excess of costs are treated as overcharges rather than
income to the cooperative if refunded to members either by cash or
by retain certificates.

Thus, taxable cooperatives are not generally subject to tex, -
except to the extent of income from investments or nonmember-
ship dealings. Thus, in fact, they are no different than the so-called
tax-exempt cooperatives.

Therefore, in short, Mr. Chairman, we think that what is pro-
posed by the taxes in a cooperative proposal could be accomplished
under present law through the use of taxable cooperatives, pro-
vided that the gross membership revenues in excess of costs are
returned to the members.

:S0, Mr. Chairman, we are opposing favorable committee action
on all four of the proposals that we have been asked to comment
on this morning.

Senator WaLLor. Thank you very much, Mr. Chapoton.

Has there been, in addition to the conversations which I can
track clearly in your testimony about the free market forces and
effects on consumers, but has there been, as well, a discussion of
the national security interest, or has there been a conversation
with, for example, the Secretary of Energy, as to some kind of
ability to monitor any increasing dependence on refined products?

Mr. CuaroroN. Mr. Chairman, that subject was addressed in the
report that was released in January by the Treasury Department
under the previous administration.

There has been staff-level contact with the Department of
Energy in recent times, and that question has been addressed in
the last month or two. There has not been, to my knowledge, direct
contact with the new Secretary of Energy.

Senator WaLLor. But you would be, or the administration would
be, monitoring future imports of refined products.

Mr. CuaroToN. Yes, sir.

Senator WaLLop. It bothers me, as it does almost every American
who knows about it, the hammerlock that outside forces have on
our economy, from the standpoint of crude supplies. Then we get
into the business of refined products as well. I realize that we're a
long way from overdependence on refined products, but I just
would hope that somebody would continue to pay attention to it.

Mr. CHAPOTON. I think that’s a very valid comment, Mr. Chair-
man, and it is something that should be monitored and will be
monitored.

Senator WaLLop. Senator Dole?
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Senator DoLe. As I understand, you are not in support of any of
the four proposals, but you do indicate, in reference to the first
proposal, that under the tax packeage submitted by the President,
there will be some relief, some positive impact on refiners.

Mr. CuaroroN. Yes, Senator Dole. Clearly, there is going to be a
market problem here resulting from decontrol, and there will be
additional costs in the industry, and we think that the President’s
g;oposals, the accelerated cost recovery system, which will greatly

nefit major capital outlays in all industries that have long-lived
assets such as refineries, will benefit the most. So, they will receive
a very significant benefit under the President’s proposal, and it is
apg:opriate. ]

nator DoLE. It is my understanding that, despite certain pro-
nouncements from some, the administration will still press on with
this tax package; is that correct? ‘

Mr. CHAPOTON. I can assure you, Mr. Chairman, in spite of such
pronouncements, that the administration is pressing on with this
tax package.

Senator DoLE. At this time, you are not looking for——

Mr. CHAPOTON. No, sir, we are not. [Laughter.]

Senator DoLE. I didn’t think that was the case, but I have been
reading in the paper about General Haig, and I read those items. I
read about the demise of the tax package. I thought I had better
verify it. [Laughter.)

Mr. CaaproroN. I think the death of a tax package was prema-
turely announced, yes, sir. :

Senator DoLE. I would suggest that we would act on it probably
after the House does. We haven’t decided on a burial.

Mr. CHAPOTON. We're ahppy to hear that, Senator.

Senator WaLLoP. Senator Symms?

Senator Symms. Thank you, Mr. Chairman, and thank you, Buck,
for your testimony. I just wanted to ask one question that I'm
concerned about.

Isn’t it true that most of our military jet fuel is made from
independent refiners in the country?

Mr. CHAPOTON. Senator Symms, I cannot state that categorically.
I believe I did see that research in one of the materials I read in
ﬁl;egaration this morning, but I haven't independently ascertained

at.

Senator Symms. Well, maybe I have misinformation on it, I don’t
know. But, it would appear to me that there are certain products
that they are making that do add to our ability to provide some
security.

Malymbe your colleague wants to comment on that question.

If that’s the case, it seems to me like something ought to be done
to keep these refiners from going out, because there are specialized
products that they make in many instances: printing ink, special-
ized lubricating oils and so forth, and there may not be anybody
else producing them.

Mr. CuaaroroN. Well, Senator—— :

Senator Symms. Where, in the case where we even export some
things, there is always a hullabaloo about us ex&orting petroleum,
and I know oftentimes there are amendments offered on the floor

\
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to block exporting, and it's really some specialized lubricant that
may be exported. _

Mr. CHAPOTON. Senator, we have some preliminary 1980 data
that might be—we would be happy to supply for the record. I
would like to review it more closely myself, indicating who refines
the type of products, that type of thing.

But, of course, the market forces tend to adjust to this type of
thing, and as the chairman said in his opening statement, we
would not, I think, want to adopt a proposal, or we suggest the
committee would not want to adopt a protposal that would reward—
do anything other than let the market forces operate and reward
efficient operations—because if adjustments occur, others will pro-
duce that product, of course.

[The information referred to follows:]

The Depariment of Defense Fuel Supply Center has furnished the following
tabulation of bulk fuels under contract as of March, 1981. They show that refiners
with a capacit{ of 50,000 barrels a day or less (“small refiners” under the criterion
sufgeeted by the American Petroleum Refiners Association) supply 26.8 percent of
bulk fuels to the Defense Department. The3se quantities supplied include “set asides”
under the several small and minority business procurement programs and, there-
fore, do not represent capacities of the small refinery sector uniquely necessary to
meet defense needs.



DISTRIBUTION OF BULK FUELS UNDER CONTRACT, WITH THE DEPARTMENT OF DEFENSE, BY SIZE OF CONTRACTOR; CONTRACTS IN FORCE MARCH 1981

[Amounts in milons of cotas]

Type of fuel

Contractor sze (barrels per/day of refinery capacity)

AN types

P41

P52

Diesel >

Residuals 4

Gasolines *

Amunt  Percent  Amount  Percet  Amount  Percet = Amount  Percet = Amoumt  Percest  Amount  Percent

All contractors 5.210.0 1000 3,604.1 100.0 959.9 1000 545.5 100.0 51.9 100.0 39.5 100.0

10,000 and under 225.5 43 255 63
10,001 to 30,000 4315 84 4044 112 288 30 05 01 38
30,001 to 50,000 681.1 131 4311 120 103.0 107 9.0 181 480
50,001 to 100,000 2885 55" 2232 6.2 51.6 6.0 43 0.3 34 86
100,001 and over 35714 687 23229 64.4 770.5 803 4416 810 6.2 10.7 36.1 9.4

R

3 Marine and automotive diesel fuel,

<Ol bumner fuels.

® Atomotive and aviation motor fuels.

Note.—ndividual items may not sum to totals dve to rounding.
Source: Office of the Secretary cf the Treasury, Office of Tax Analysis.
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Senator Symms. Well, I appreciate that and I appreciate your
testimony. I would only say that I think the problem is that the
severence tax that the Congress passed last year and was signed
into law by the President, is what caused the problem in the first
place. The so-called windfall profits tax, I like to call a severvence
tax because that's really what it is, on crude oil production, and
that has caused a tremendous problem, I think, for this industry
and maybe there is something we need to do. I want to dig into it
further, but thanks very much.

Mr. CHAPOTON. Sure.

Senator WALLop. Senator Bentsen?

Senator BENTSEN. Thank you very much, Mr. Chairman. I am
delighted to welcome back Secretary Chapoton. I have no questions
of him, but I would like to make a comment. '

First, I want to congratulate you on holding these hearings to
express your concern for a very vital part of the production of the
energy of this country with the small and the independent refiner,
because he does do a good part of it in heating oils, but he does
other things, too, such as propane and diesel fuels, which are very
important to agriculture in our country.

ut, unfortunately, we're faced with a problem that of the crude
oil supply that we’re developing in this country, more and more is
heavy crude and sour crude, and we don’t have the kind of refinery
capacity that we need to come out with some of the light products
such as gasoline, and we do have to have a major concern toward
the investment and the retrofitting of these refineries, and I be-
lieve accelerated appreciation would do a lot of that, if we go far
beyond what we have on the books now, whether it’s 1053 or 24710
or some variation of that. We need a way for capital recovery to
encourage that kind of investment.

I also know these small refiners are having a problem in having
a competitive source of crude oil. So, I'm pleased to study the
proposals that they have brought about and, in turn, am interest-
teg, obviously, in the comments that you have made concerning

em.

Thank you very much, Mr. Chairman.

Senator WaLLopr. Thank you, Senator Bentsen and thank you
very much, Mr. Chapoton. I really appreciate your being here.

ere may well be a question or two from committee members
which we might want to submit to you for your response in writ-

mng. .

i‘lr. CuAproTON. We'd be happy to do that, Mr. Chairman.

Senator WaLLopr. Thank you.

Mr. CaaproToN. Thank you.

Senator BENTSEN. Mr. Chairman, I apologize for my lateness in
beinfl here but I'm in a competing committee and I'm the head of
another one. It seems that the problems of the Democrats may be a
little more serious than yours at the moment. [Laughter.]

Senator WaLLop. Well, if it’s any consolation, I was late myself,
despite a considerable effort to do something better.

e prepared statement of Hon. John E. Chapoton follows:]
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STATEMENT OF THE HONORABLE JOHN B, CHAPOTON
ASSISTANT SECRETARY (TAX POLICY)
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
OF THE SENATE COMMITTEE ON FINANCE X .
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Mr. Chairman and Members of the Subcommicttee:

I am pleased to appear before you today to present the
Treasury Departmenc's views on four tax and cariff proposals
relacing to the domestic oil refining induscry. The
Treasury Department's primary focus at this time must be the
tax proposals that are part of the President's economic
program, and our comments on the four proposals under
consideracion today must be understood in the context of the
overriding need for swift action on cthe proposals in the
economic program. As you know, we are requesting thac
Congressional action with respect to all other tax measures,
however meritorious, be deferred uncil complecion of
legislacive action on the Presidenc's economic program.

Proposals_ for rederai assiscance

We have been requested to comment on four specific
proposals of interest to domestic refiners. These relate to
(1) ctax incencives for upgrading or recrofitting domescic
refineries, (2) cthe imposicion of a tariff or fee on the
imporctaction of foreign refined pectroleum products, (3)
modificacion of the foreign cax credit to encourage sales of
crude oil by incternational oil companies to domestic
refiners, and (4) cthe creation of tax-exempt crude oil
purchasing cooperacives.

Three of che proposals under consideracion here -- a
S-year useful life for new refinery assets, an addicional
10-percent invesctment tax credit, and modification of the
foreign ctax credic rules -- were the subject of a report
prepared by cthe Department of the Treasury and Department of
Energy dated January 16, 1981. The report evaluated the
need for tax incenctives for the domestic refining induscry
generally and for domestic independenct and small refiners
specifically. . The report concluded cthat such incenctives
were not needed. We have undercaken a fresh examinacion of
these proposals and our independent findings generally reach
the same conclusion as was reached by the reporc.
Conseguently, we must oppose the adoption of chese
proposals.

Reasons for proposals

899
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Before I address each of these proposals in dectail I
will briefly discuss the reasons cited in support of Federal
. intervention on behalf of the domestic refining induscry.
Firsc, it is contended that the terminacion of the price
control system has changed the competitive posicion of the
domestic refining indusctry. Consequently, small and
independent domestic refiners musct obtain assiscance in
order to remain competicive. Second, it is anticipated that
" the supply of high qualicty light low-sulfur crudes will
decline as a proportion of the total available supply of
crude oil. Hence, financial assiscance in modifying and
replacing refinery equipment is reqguired.

Termination of price controls create need for assiscance to
spall and Indegendenc tefiners if :Fex are to compete

Price controls worked in two ways to maincain the size
of the U.S. refining induscry. By delaying the adjustment
of petroleum product prices to world price levels, controls
have helped to sustain higher races of domestic demand for,
and consumption of, petroleum products than otherwise would
have occurred. In addition, since lower prices of domestic
refinery products were achieved through crude oil and
refined product price controls, the price control system had
the effect of discouraging the imports of refinery productcs
and encouraging the import of crude instead. Consequently,
cthe terminacion of controls will both shrink the size of the
U.S. market for petroleum products -- and indeed it has

already begun to do so -- and is expected to shrink che
share of U.S. consumption that is refined domestically.

It is the Administracion's posiction that chis sorting
our process should be determined by market forces. This
reduction in the size of the domestic refining induscry will
be accomplished by a failure to replace obsolete, high cost
and uneconomic operactions that have been sustained by the
price control system. It would be inappropriace for the
Federal government to allocate resources, through the tax
system or by other means, to mainctain uneconomic domestic
refinery facilicies.

One addicional argument is made for Federal
inctervencion on behalf of small and independent refiners.
It is contended that small and independent refiners are the

‘principal firms that assure competition wichin cthe induscry
and chat the conctinued presence of small and independent
refiners in cthe market is essential to maintaining refinery
product prices at competitive levels.

We Ao not believe that government intervention on
behalf of small and independent refiners is warranted on
economic policy grounds. Firsc, the freedom of resource
entry incto and out of the refining industry is not dependent



on the size of refinery insctallacions. The optimal size of
a refinery is determined by the characterisctics of product
demand in che markets served and by refining technology.
Thus, the number of refineries required to maincain a
competictive marketr is determined by the market icself.

Second, the fact that a refiner is "independenct”; chat
is, has licttle or no incterests in oil produccion, has no
bearing on either cthe abilicty to sell pecroleum products or
to purchase crude that warrant government intervention. The
presence in world markecs of both large independent refiners
and independent crude producers suggests thact all refiners
have access to enough crude oil to meet whatever product
demand they wish to sacisfy.

Capital will be needed by refiners for conversion to lower
vallty crudes cec Dy Tellners Tor conversion £o ‘ower

Wicth respect to the second justificacion for Federal
assiscance ic is argued that cthe mix of crude oils currently
produced are of a higher average quality cthan proved and
probable reserves. Consequently the average quality of
fucure crude supplies will decterioracte. Thus, in order to
produce the present mix of refinery products from low
quality crude will require more capital intensive and hence
more costly refinery processes.

The gracdual degradation of the qualicy of crude oil
does not present a problem that requires government
inctervenction. The technology for processing low quality
crudes is well known, is currencly in use and is available
to any refiner who wishes to install it. Refiners, not
needing to expand capacity in cthe eighties and ninecies
because of reduced demand will be able to modify their
exiscing facilicies to process lower grade crudes as part of
theit regularly scheduled shutdowns for maintenance and
repair. Indeed, recent reports indicate that refiners are
taking advantage of current low demand for refined produccts
to do jusct that.

To the extent that the oil refining industry needs
assistance to finance future ancicipated capital coscs,
adoption of the President's tax proposals liberalizing the
capical cost recovery rules. is the best way of providing
such assiscance. This assisctance will be available for all
new equipment.

In conclusion, we believe that neicher the terminacion
of price controls nor fucure changes in cthe characteriscics
of crude oil justify a special subsidy for investment in
domestic petroleum refining in addicion to the assistance to
be provided by the President's tax-reducction program. If
enacted, addicional subsidies would have the effect of
producing abnormal profits for refiners whose plants and
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locations already assure them economic viabilicy and would
deter exit from the indusctry of inefficient plants. This
intervention to maincain a flow of capital to refining
facilicies which cannot otherwise survive wastes scarce
resources and reduces productivicy. '

Pour proposals

T will now discuss the four specific proposals under
consideration by the commitcee:

Tax incentives for upgrading or retroficting domestic
refinerlies

The first proposal would (1) establish a S5-year useful
life for new refinery assets that are tangible propercy, and
(2) provide an additional 10-percent investment credic for
new refining equipment that modernizes and expands che
capacity of an existing refinery facility. An expansion of
capac1c¥ would include converting from sweet to sour crude
processing and inscalling equipment to handle high sulfur
crude oil. Cualified refinery equipment would also include
equipment thac improves energy efficiency of an exiscing
domestic refining facilicy. e

The 5-year capital cost recovery period proposed for
refinery assets is similar to cthe general cost recovery
iniciatives proposed by the Administration under its tax .
reduction proposals. The Adminiscracion's tax reduccion
proposals will reduce the present l6-year ADR life for
refinery assets to 5 years. This will significancly assist
all refiners in the general upgrading and conversion of-
refinery equipment and will not be limited to specific
equipment as in che proposal.

However, for the reasons discussed earlier we do not
believe that the refining indusctry has established a need
for Federal assistance for capital acquisition costs beyond
that being provided for all business under the regular
investment tax credic provisions of the Code. Refiners, in
general, have the financial resources to meet their current
and anticipated needs for the modification and upgrading of
their refineries. 1In addicion, refiners will make the
necessary investments in energy conserving equipment without
Federal subsidies. To the extent that energy conservacion
is achieved it will be in response to the operation of
market forces and not because of the availability of an
‘energy invesctment credit. Enactment of an energy tax credit
under such circumstances would not result in any energy
congservation and would provide refiners, who will be making
these investments in any event, with a windfall.

The adoption of an addicional investment credic will
reduce tax receipts by $250-500 million annually for the
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next few years. That is a cost that cannot be justified at
a ctime when we are seeking to balance our budgec.

Imposition of a petroleum product tariff or fee.

It is proposed thact a petroleum product cariff or fee
be imposed on refined products to protect the domestic
teftp ng induscry.

This Adminiscration strongly opposes the imposition of
cariffs or fees on imports of petroleum products. The
effecct of such measures would be to increase petroleum
product prices beyond levels determined by world oil prices
solely for the purpose of discouraging importation of
refined petroleum products. The apparent intent of the .
proposals are to shield from competicion inefficient and
uneconomic refineries that were established to take
advantage of the "small refiner enticlement bias"™ chat has
disappeared wicth price controls. It would impose a tax on
all product users, which would in turn divert scarce capital
from more economic investments to sustaining uneconomic
refinery capacity. The proposal is ctherefore inflacionary
on two counts: it causes a rise in prices direcctly, and it
reduces national productivity. In the event Congress wishes
to impose a resctraint on petroleum product consumption by
means of a cariff calibrated to add a national securicy
gremlum to the world price of petroleum, it should do this

irectly by taxing che importacion of both the crude and the
product 80 as not to bias the choice between domestic.
refining and product imports.

Modificacion of foreign ctax credit rules.

The chird proposal would modify the foreign tax credic
limicacion rules to expand the definicions of foreign oil
and gas excraction income and foreign oil related income.
The proposal would also modify the source of income rules
applicable to the foreign tax credic limitacion to treat
sales of domestic and foreign crude oil to small and
independent refiners as foreign source income racther than
U.S. source income. The effect of the proposal would be to
substantially discorct the historic function of the foreign
tax credic limicacion. The proposal would allow excess
foreign tax credics from OPEC an¢ other foreign income taxes
on oil production to offset U.S. income tax on profics from
drilling and production of oil wichin cthe United Scates.
Clearly, cthat should be deemed unacceptable.

The advocates of the proposal, the American Petroleum
Refiners Association, believe it is necessary address "che
obvious preferencial tax treatment accorcded major
mulctinactional oil companies under U.S. law". By cthis chey
mean cthat the foreign tax credit limicacion rules contain a
bias which favors investment in overseas refining and ocher.
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oil related activicies by internacional oil companies and
thact foreign refinery products produced from such
investments displace refining in the Unicted States. While
the special oil excraction foreign tax credic rules may, in
fact, be defective, the proposal under discussion here today
makes no effort to remove the defect. Tnstead the proposal
gseeks to broaden the defect in order to provide small and
independent refiners with a pool from which to draw a
benefit to reduce their cost of acquiring oil.

It is neicher clear that the inducement to invest in
foreign refining facilicies displaces U.S. refining
capacity, nor that the proposed change would achieve the
intended reduction in oil acquisition costs of small and
independenct refiners. Mulcinational oil companies with
excess foreign ctax credits are currencly selling oil co
independent and small refiners. These sales at market
prices would conctinue without reduction in price to cthe
qualified refiners but with an unwarranted tax benefit for
thed:n:ernational oil companies that have excess foreign tax
credics. ‘

We would suggest that if che defect in the foreign tax
credit limicacion rules for oil income creates an incencive
for mulcinactional companjes to invest in foreign refineries,
chis froblem should be addressed@ in the context of an
overall examination of the foreign tax credit rules.

Crude oil purchasing cooperatives.

The final proposal would allow small and independent
refiners to establish tax exempt cooperatives to purchase
crude oil from foreign suppliers under long term contracts.

In general, subchapter T of the Internal Revenue Coce
of 1254 provides rules for the operaction of so-called
"taxable” cooperatives. Those rules allow these
cooperatives to provide goods or services to their members
at cost. GCross membership revenues in excess of costs are
treated as overcharges racher than income to the cooperative
if refunded to members either by cash or by retain
cerctificates. Thus, taxable cooperatives are not generally
subject to tax except to the extent of income from
investments or nonmembership dealings. To this extent cthey
- are no different than so-called "exempt" cooperatives.

It appears, therefore, that the purpose of establishing
rivately owned cooperatives to purchase crude oil from
oreign suppliers under long term contracts can be achieved

under existing law without creating a special cax

exemption category. These cooperatives will not be subject
to tax to the extent that they deal with their members at
cost. We see no need for the adoption of cthis proposal.
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Conclusion

In conclusion, I would repeat the Adminisctracion's
opposition to the adoption of any of the four proposals
under consideration today. The domestic refining induscry
should be £u11¥ capable of financing icts current and fucure
capital needs in the favorable business environment that
will be created with cthe adoption of the Presidenc's tax
program. .

Senator WALLOP. The next witness is Prof. George Horwich, de-
partment of economics, Purdue University in West Lafayette, Ind.
Please proceed.

STATEMENT OF PROF. GEORGE HORWICH, DEPARTMENT OF
ECONOMICS, PURDUE UNIVERSITY, WEST LAFAYETTE, IND.

Mr. HorwicH. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to testify on this important issue. I have somewhat fuller
remarks on the subject that I would like to submit for the record.

Senator WaLLopr. Your statement will be included in the record
in its entirety.

Mr. HorwicH. I assume the committee has asked me to testify
because of my background in this particular area. For 2 years
ending last fall, I had a unique opportunity as a senior economist
in the Office of Oil Policy of the Department of Energy to study the
U.S. refinery industry. -

I was particularly concerned with the national security implica-
tions of crude oil decontrol. The removal of price controls and the
rise of U.S. oil prices to world levels promised, of course, to deprive
domestic refiners of an important cost advantage they enjoyed
relative to refiners elsewhere in the world.

By computer simulations, we anticipated that decontrol would
cause a decline of domestic refinery output of somewhere between
500,000 and 1 million barrels a day. That is about 5 or 6 percent of
U.S. refining capacity. In place of that domestic output, we believed
that imports of finished petroleum products, mostly from the Carib-
bean and Western Europe, would rise by roughly an equal amount.

"The basic question that our staff and I grappled with was wheth-
er this increase in product imports constituted a threat to the
national security of the United States. In view of higher petroleum
product imports, would the United States be in a generally less
secure position and experience higher costs in the face of world oil
supply interruptions? ,

my view, the possible threat to national security is the only
substantive reason for even considering protection of domestic re-
finers from the rise of petroleum product imports.

Our staff constru models of the United States and the world
economy under decontrol with an increased volume of product
imports and then, for comparison, with a reduced volume of prod-
uct imports brought about by a product import tariff. These models
were subjected to a wide variety of simulated petroleum disrup-
tions occurring in many parts of the world.
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To summarize this research, we were unable to find any signifi-
cant general advantages to the United States when it had a lower
level of product imports due to a product import fee as compared to
higher product imports in the absence of a protective tariff. -

ere is one fundamental reason for these results. When petro-
leum product imports increase under decontrol, total petroleum
imports—that is, both finished products and crude oil—do not in-
crease. As some of U.S. refinery output is replaced by produce
imports, the declining domestic refineries have less need for crude
oil. Since the marginal source of crude oil is from foreign countries,
crude oil imports tend to fall, barrel for barrel, with the rise of
petroleum product imports.

Thus, in response to oil disruptions, the United States is not
generally in a more vulnerable position with higher product im-

rts since, under these circumstances, its crude oil imports are
ower.

Another reason the product/crude oil mix in our petroleum im-
ports ic not generally important to our national security is that
under crade oil interruptions, excess refining capacity springs up
throughout the world. That will tend to be true in the Caribbean,
Eastern Canada, and the United States itself. There will ke no
problem, for example, of securing refining capacity to process our
strategic petroleum reserve or other 1»:troleum stockpiles.

Thus, for the typical kind of petroleum disruption we have expe-
rienced in the past and are likely to encounter in the future, crude
oil, not refinery capacity, is the scarce resource. :

The only circumstance in which a higher volume of product
imports increases our vulnerability is if a world disruption involved
a significant destruction of refineries themselves, say in the Carib-
bean. In that event, there would be no simultaneously emerging
excess refining capacity. We could conceivably have difficulty refin-
ing our strategic reserves.

n this connection I offer the following concluding observations:

In the di)resent world, the probability of a crude oil disturbance in
the Middle East would appear to be many times greater than that
of a refinery disaster in the Caribbean, Western Europe, or eastern
Canada, the likely sources of additional product imports. Granted,
however, that the probability of a refinery disaster in these terri-
tories is not zero, we must ask whether it is high enough to justify
the annual costs of a protective tariff which reduces product im-
ports to predecontrol levels. In 1979 oil prices, these costs were
several hundred million dollars in real resources, and entailed
transfers exceeding $6 billion from consumers to producers and
Government. Today the outlays would be more than double that.

I have just another comment or two.

Senator WaLLop. Very brieﬂg, if you will. I appreciate what it
means to be asked to come all this way. I also appreciate that other
pegile will have the same problem. |

r. HorwicH. Just a final observation.

I would say if one seriously believes that the probability of a
refinery disaster in the Carib , eastern Canada, and Western
Europe were high enough to justify those annual costs of a tariff,
then he would have to consider whether the funds might be spent
more effectively in support of those regions by the Department of

78-887 O - 81 - 4
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Defense, rather than by the American public in an attempt to
build additional refineries which the free market itself would not
generate.

Thank you.

Senator WaLLopr. Thank you very much, Professor Horwich.

Is it a point that you would consider U.S. dependence on foreign-
refined products a security risk?

Mr. HorwicH. I would not want to say that there is no such
point. I would observe, though, that we are talking about levels of
product imports that are not what I would call truly large. We are
talking, for 1980, about a level of 1% million barrels a day out of
total petroleum imports of slightly over 6 million.

I cannot see our product imports rising much higher than 2
million barrels. I just think that the general downward trend in
world oil consumption, and the substantial excess refinery capacity,
both in this country as well as the rest of the world, does not
indicate that we are going to be deluged by product imports in the
foreseeable future. :

Senator WaLLop. Is there a related economic consequence, other
than the security? In other words, I agree with what you say, from
everything I know, that we’re not likely to have importation of oil
as an entity, because of the refined product increase, but the price
differential will have some payment consequences.

Mr. HorwicH. We found those impacts on the balance of pay-
ments to be virtually negligible. By and large, the most important
influence on the balance of payments is our relative rate of infla-
tion. It dwarfs every other variable which might affect it. We found
very little ho?pening to our balance of payments as a result of
increased product imports under decontrol.

Senator WALLOP. Are crude oil grices and refined prices a major
portion of the inflationary picture

Mr. HorwicH. When they rise, and rise rapidly, they do play a
role. Actually, there have only been several years, the 1973-74
episode and the 1979-80 episode, during which petroleum prices
were rising sharply and thereby caused about one-third of the
inflation rates of those two periods.

In general, energy prices have otherwise, in real terms, actually
been falling.

Senator WaLLopr. Thank you very much, Professor Horwich.

Mr. HorwicH. Thank you.

[The prepared statement of George Horwich follows:]

STATEMENT OF GEORGE HORWICH, PROFESSOR OF EcoNoMics, PURDUE UNIVERSITY

I thank the committee for the opportunity to testify on this important issue of the
future of the U.S. refining industry. I assume the committee has asked me to testify
because of my background in this particular area. For t\gﬂ!ears ending last fall, 1
had a unique opportunity, as a senior economist in the Office of Oil Policy of the
Department of Energy, to study the U.S. refinery industry. I was particularly
concerned with the national securig implications of crude oil decontrol. The remov-
al of price controls and the rise of U.S. oil prices to world levels promised, of course,
to deprive domestic refiners of an important cost advantage they enjoyed relative to
refiners elsewhere in the world. By various analytical techniques and computer
simulations, our refinery policy team anticipated that decontrol would cause a
decline of domestic refinery output of somewhere between 500,000 and one million
barrels a day. That is about five or six percent of U.S. refining capacity. In place of
that domestic output, we believed that imports of finished petroleum products—



47

mostlytfrom the Caribbean and Western Europe—would rise by roughly an equal
amount.

The basic question that our staff and I grappled with was whether this increase in
roduct imports constituted a threat to the national securiéy of the United States.
n view of higher petroleum product imports, would the U.S. be in a generally less

secure position and experience higher costs in the face of world oil suf)ply interrup-
tions? In my view, the possible threat to national security is the only substantive
reason for even considering protection of domestic refiners from the rise of petro-
leum product imports.

Our team constructed models of the U.S. in the world economy under decontrol
with an increased volume of product imports and then, for comparison, with a
reduced volume of product imports brought about by a product import tariff. These
models were subjected to a wide variety of simulated petroleum disruptions occur-
ring in many parts of the world. To summarize this research, we were unable to
find any significant general advantages to the U.S. when it had a lower level of
product imports, due to a product import fee, as compared to higher product imports
in the abeence of a protective tariff.

There is one fundamental reason for these results. When petroleum product
imports increase under decontrol, fotal petroleum imports, i.e., both finished prod-
ucts and crude oil, do not increase. As some of U.S. refinery output is replaced by
product imports, the declining domestic refineries have less need for crude oil. Since
the marginal source of crude is from foreign countries, crude oil imports tend to fall
barrel-for-barrel with the rise in petroleum product imports. Thus, in response to
world oil disruptions, the U.S. is not generally in a more vulnerable ition with
?igher product imports, since under these circumstances its crude oil imports are
ower.

Another reason the product/crude oil mix in our petroleum imports is not gener-
ally important to our national security is that under crude oil interruptions, excess
refining capacity springs up throughout the world. That will tend to be true in the
Caribbean, Eastern Canada, and the U.S. itself. There will be no problem, for
example, of securing refinery capacity to process our Strategic Petroleum Reserve or

. other petroleum stockpiles. Thus, for the typical kind of petroleum disruption we
have experienced in the past and are likely to encounter in the future, crude oil, not
refinery capacity, is the scarce resource. :

The only circumstance in which a higher volume of product imports, as oqposed
to crude imports, increases our vulnerability is if a world disruption involves a
gignificant destruction of refineries in, say, the Caribbean. In that event there would
be no simultaneously emerging excess refining capacity; we could conceivably have
difficulty refining our strategic reserves.

In this connection I offer the following observations: .

1. In the present world, the probability of a crude oil disturbance in the Middle
East would appear to be many times greater than that of a refinéry disaster in the
Caribbean, Western Eurospe, or Eastern Canada, the likely sources of additional
product imports to the U.S.

2. Granted that the probability of a refinery disaster in these territories in not
zero, we must ask whether it is high enough to justify the annual costs of a
protective tariff which reduces £roduct imports to pre-decontrol levels. In 1979 oil
prices, these costs were several hundred million dollars in real resources, and
entailed transfers exceeding $6 billion from consumers to producers and govern-
ment. Today those outlays would be more than double that.

3. Suppose one believed that the probability of a refinery disaster in the Caribbe-
an, Eastern Canada, or Western Europe were high enough to justify the annual
costs of a tariff. However, we would then have to consider whether the funds might
be spent much more effectively on military support for the refions in question by
the Department of Defense, rather than by the American public in an attempt to
E_uild additional refinery capacity which does not emerge under free market condi-
ions.

4. Petroleum oonsumtgtion is, of course, falling rapidly throughout the world. With
considerable excess refining capacity in virtually every major industrial country,
including the U.S,, it is hard to imagine our petroleum product imports rising,
under free market conditions, to a truly s?niﬁcant defree.

5. In any case, oil supply shortfalls tend, sooner or later, to be spread around the
globe in proportion to each region’s share of world petroleum consumption. As long
as we are importing any products from anywhere in the world, a cutoff of product
exports from, say, the Ean’bbean, will ultimately cost us our proportionate share,
even if our imports from that area are initially zero. This outcome will result from
powerful market forces. The process unfolds as those experiencing cutoffs bid on
existing flows and draw them away from their former recipients.
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6. While importin%%rcoducts adds a second link in the transportation of petroleum
to the US. from O producers, there are real advantages to minimizing our
direct economic dealings with OPEC. Thus, while importing product instead of crude
may add some additional vulnerability to the security of our petroleum supply,
limiting our direct purchases of crude from OPEC may add a degree of latitude to
both our foreign policy and domestic stockpiling activities.

An alternative claim is frequently made that increased U.S. petroleum product
imports will come not from areas secured by the U.S. militalgr umbrella, but from
the Middle East. Arab OPEC producers are in fact said to be building substantially
increased export refining cag‘acity. In a re(fort written for Melvin Conant and
Associates in 1979, Henry Schuler cited evidence that crude oil producers in the
Middle East would have export refining capacity of 5 to 6 million barrels per day by
1985. The U.S., Schuler claimed, would be ex to take a substantial share of
these exports at prices which initially will subsidized by crude oil revenues.
Later, prices will be raised as OPEC extends its oil cartel to include refine
operations. In view of all this, Schuler and many others have argued that the U.S.
national security would best be served by shutting out additional product imports—
from the Middle East and elsewhere—by a ﬁrotective tariff.

The Department of Energy’s surveys of the world refinery industry have failed to
substantiate any significant entry by OPEC producers into the refining export
market in the 1980’s. In its 1979 survey, DOE saw no evidence of additional Middle
East refining export cagcity before 1983 other than that due to reduced internal
consumption by Iran. eg'ond 1988, DOE reported 1.4 million barrels per day of
export capacity scheduled to come on stream. But this was 0.5 million less than

E forecast in 1978. And more than half of the 1.4 million total, 0.8 million, was
in the “study” stage, com to only 0.3 million so characterized the year before.

DOE’s 1980 survey, the latest evidence on this subject, shows virtually no increase
in Middle East net exportable capacity in 1983 and 1984 and only 1.0 million barrels
per day (mainly in Saudi Arabia) beyond 1984. However, the survey also notes that
the Iranian refinery at Abadan and Iraq’s complex at Basrah are both probably
damaged beyond repair. If, oonservative?, half the capacity of these refineries is
assumed to have been exportable, then 0.4 million barrels per day must be subtract-
ed from the 1.0 million post-1984 projected Middle East increase. That leaves only
0.6 million barrels per day of net additional Middle East exportable capacity by the
mid-1980's, a negligible amount. VirtualEl‘{‘ all of Middle East product exports are
earmarked for Africa, with some for Europe. There is thus nothing in DOE’s
surveys to indicate that the Middle East will be in a position to export a great many
refined products to the Western Hemisphere before the 1990’s, if ever.

Indeed, the gicture is one of OPEC generally building refineries to keep pace with

its own growth and internal requirements. Beyond that, its near-term attempts to
enter the refinery export market ap very tenuous, as one would expect in a
world of declining petroleum demand and significant excess refinery capacity. The
claims of Arab and other members of OPEC, frequently overstated in the past, can
hardly be taken as a basis for U.S. policy in the present.
. The ar%ument that a monopolist can extend his power by tying in sales of a good
in which he has monopo%y power with product sales in which he is a competitor is a
common misconception. It is difficult to see what economic advantages would accrue
to OPEC producers if they were to tie in refined products with their crude. They
would sell more product, but less crude, a larger portion of which would be retained
as raw material for their new refineries. Sales of their low cost crude would be
replaced bg sales of product for which OPEC’s comparative advan is no greater,
and probably less, than numerous other countries of the world. OPEC’s total sales of
petroleum—crude plus product—would be essentially unchanged, its costs higher, its
profits lower, and its total leverage over consuming nations no greater than previ-
ously.

If, nevertheless, OPEC decides for other reasons to build refine capacit{ which
would not be to its economic advantage, it will surely not be deterred by uUs.
decision to protect its own refinery industry.

The argument, sometimes advanced, that selective embargoes are easier to carry
out in petroleum products than in crude oil does not appear to be accurate or
particularly relevant. The task of identifyin?, through chemical anaggsis, the geo-
graphical origin of crude oils is comparatively simple. Tracing refined products to
their source is all but impossible.

But oil embargoes in any case tend to be ineffective. The attempt by Arab OPEC
countries to embargo supplies to the United States and the Netherlands in 1973-74
did not succeed. Even if a country could enforce stipulations as to the ultimate
destination of its exports, no country can prevent the innumerable offsetting substi-
tutions from other sources that the world oil market generates almost spontaneous-
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ly. In the United States, at least, the preponderant evidence is that the reduction in
our petroleum imports in 1973-74 is entirely explainable by our diminished demand
at sharply higher prices. These prices were caused notEtg the attempted embargo,
but by the rapid deceleration of world oil output by OPEC producers which affected

all consuming nations.

The further argument that American refiners must be compensated for the
hi{lher costs of doing business in America is not a reliable guide to foreign trade
policy. The ability of the U.S. to compete in world markets stems from efficiency
and productivity levels that yield American industry a comparative advantage, even
while paying the world’s highest wages. In recent years American workers have
received some of their compensation in the form of healthier working conditions—in
particular, a cleaner environment. Congress, in its wisdom, has required goods
transported between American ports to move in American vessels at U.S. union-
determined wage levels (The Jones Act). All of these measures impose higher costs
on US. refiners which pass the test of democratic consensus, if not, in every
instance, economic efficiency in the narrower sense. If indeed inefficiencies in
environmental policy or Jones Act requirements deserve to be corrected, they
should be attacked directly, not compounded by new inefficiencies of tariff policy.

What we are facing in March 1981 is nothing less than the deregulation our
domestic refinery industry for the first time in 22 years. It is no time to panic.

Senator WaLLoP. The next witnesses will compose a panel. The
panel will be Mr. R. Thomas Van Arsdall, vice president, National
Council of Farmer Cooperatives, Washington, D.C.; Mr. Laurence
R. Steenberg, chairman of American Petroleum Refiners Associ-
ation, and president of Laketon Asphalt Refining Inc.; Gary Peter-
sen, spokesman for Independent Refiners’ Association of California,
and president of the U.S. Oil & Refining Co., Tacoma, Wash.;
William H. Bode, general counsel, Emergem:ﬁoSmall Independent
Refiners’ Task Force, Washington, D.C.; Mr. Robert Vinson, chair-
man of the Tax Committee, Independent Petroleum Association of
America, and J)resident of the Sterling Petroleum Co., Wichita
Falls, Tex.; and last, Mr. Richard Wilcke, president, Council for a
Competitive Economy, Washington, D.C.

Gentlemen, would you proceed and, again, we will follow the 5-
minute rule.

Mr. Van Arsdall, would you begin?

STATEMENT OF R. THOMAS VAN ARSDALL, VICE PRESIDENT,
NATIONAL COUNCIL OF FARMER COOPERATIVES, WASHING-
TON, D.C.

Mr. VAN ArspaLL. Thank you, Mr. Chairman. You have a full
statement, for the record.

Senator WaLLoP. Each of your statements will be inserted in the
record in full, as if delivered.

Mr. VAN ArspaLL. We are here today essentially because farm-
ers must have fuel when they need it to insure full food and fiber
production. Many farmers have turned to their own cooperatives to
supply this fuel. Cooperatives now have eight efficient refineries
with an aggregate production capacity of 460,000 barrels per day,
market 5petroleum roducts in more than 40 States, and supply
aggg: 45 percent of onfarm fuel use and a large portion of rural -
needs.

We live in a precarious world market in which history shows
that crude oil disruptions impact first and hardest upon farmer
cooperatives and other independent refiners. These impacts cause
product shortages in the agricultural community and dispropor-
tionately higher farm fuel costs.



50

The National Council has consistently supported certain decon-
trol measures to encourage domestic energy production, but signifi-
cant barriers remain to a truly free market.

Farmer cooperatives’ attempts to obtain more secure supplies in
the domestic market have been limited because major refiners own
most of the domestic crude production, and exploration and produc-
til(;rll activities by cooperatives have been restricted by capital avail-
ability.

Attempts to purchase foreign crude at competitive prices have
also encountered major obstacles, including long-standing preferen-
tial treatment of some major oil companies by certain oil-producing
nations; and, politically motivated pricing decisions which have no
bearing on economically justifiable quality differentials.

Thus, total absence of Government involvement in the crude oil
market is likely to have an effect opposite that envisioned by free
market proponents. Agricultural communities would become even
more vulnerable to supply disruptions and price disparities.

As pointed out by the chairman in his floor statement, the pri-
mary problem confronting the responsible small and independent
refining segment today is the inability to obtain equitable access to
crude oil at competitive prices. Consequently, our comments today
are offered in the context of the ability of each proposal to address
this fundamental problem. -

Foreign tax credits for sales of domestic or foreign crude to
independent refiners would appear to be limited for several rea-
sons:

One, the impact on Treasury revenues, whether such action actu-
ally assists in the creation of a competitive environment; two, the
fact that this approach is a two-edged sword, in that the transac-
tion which enhances the competitive viability of the independent
simultaneously increases the financial position of the major seller;
and three, it would not appear to provide effective access during
supply disruptions.

A permanent product import policy should be established. Do-
mestic refiners now face cost disadvantages resulting from U.S.
Government regulations which offshore refiners do not face. For
national security reasons, it would be unwise to permit the export
of domestic refining capacities. We propose the imposition of a fee
?ysttlem, which would effectively preclude imports above historic

evels.

- A fee on imported crude oil would not appear to provide equita-
ble access to crude at competitive prices. First, a flat fee would fall
hardest upon independents and exacerbate the present crippling
foreian price disparities. A variable import fee could be used to
equalize these price disparities, but might encourage OPEC to in-
crease its prices. i

In addition, domestic crude prices may rise to the import level
plus fees. Allocation of import rights, similar to that in the old
mandatory oil import program, does not appear to apply in today's
far different world petroleum market.

In short, it would appear that a tariff would cause as many

problems as it would solve.
- We agree with the chairman’s observation that President Rea-
gan’s business tax cuts would do much to encourage investments.
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However, due to the manner in which cooperative income is treat-
ed for tax purposes, accelerated depreciation will have the opposite
effect for cooperatives.

Therefore, we propose the establishment of an additional 10-
percent energy tax credit for cooperatives. In this regard, S. 750
might be appropriate as a vehicle. . ) .

armer cooperatives have already attempted several approaches
similar to crude ﬂpurchasing cooperatives and have had limited
success in that effort. We would like to discuss these experiences
with you at your convenience.

Even if successful, such efforts will take some years to yield
significant results, and foreign crude oil supplies will remain
highly vulnerable to disruptions.

n conclusion, there are a number of beneficial aspects to the
proposals today, but they will not assure equitable access to crude
oil at competitive prices.

The bottom line is that any such programs are academic to
efficient, farmer-owned refiners, unless the key ingredient to capi-
tal formation—access to crude oil—exists.

Accordingly, we urge that serious consideration be given to the
development of the standby program, which would assure access to
crude oil at competitive prices for cooperatives and other efficient
refiners. Such a program would do much to assure petroleum sup-

lies for farmers and other high-priority users adversely affected
y disruptions.

Thank you.

Senator WaLLop. Thank you, Mr. Van Arsdail.

[The prepared statement of Mr. Van Arsdall follows:]
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Statement of
R. Thomas Van Arsdall
Vice President, Energy Resocurces

Mr. Chairman and Members of the Subcommittee:

My name is R. Thomas Van Arsdall, Vice President,
Energy Resources of the National Council of Farmer
Cooperatives. The National Council is pleased to have
the opportunity to appear today to discuss National petro-
leum policy and various tax and tariff proposals to address
problems facing domestic refining industry.

Mr. Chairman, we would particularly like to com-
pliment you on your sensitivity to those serious problems
which remain in the decontrolled marketplace. In your
floor statement announcing this hearing, you specifically
noted the predominant role played by farmer cooperatives
and other independent refiners in serving agricultural
markets:

"Small and independent domestic refineries,

including cooperative refineries, often pro-

vide sparsely populated agricultural areas

with the petroleum products such as diesel

fuel and propane that are necessary to sus-

tain the farming activities so essential to

the economy of these rural regions. In view

of such'circumstances, it is necessary for

Congress to consider the impact that the

collapse of these small and independent

refining companies would have upon these

agricultural regions."

You also identified the access to crude oil by domestic

refiners as the";inchpin" which ultimately determines
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the viability of independent refineries and their ability
to supply fuel to these rural markets:

"...the primary problem confronting the

responsible small and independent refining

segment today is the inability to obtain

equitable access to crude oil at prices

which would enable them to remain competi-

tive with the refineries of major inter-

national firms and foreign governments.®

This timely hearing is the first opportunity in the
Senate to address petroleum policy since the President's
decontrol action. Given the imminent expiration of authori-
ties in the Emergency Petroleum Allocation Act of 1973,
debate must move forward on an expedited basis to ensure a
viable domestic refinery sector and to maintain secure
supplies of petroleum products at equitable prices to
agriculture and rural America.

In summary, our testimony today (1) describes the

genesis and role of the farmer cooperative petroleum system,
(2) discusses decontrol and its implications for that system,
and (3) addresses tax and tariff proposals before this
Subcommittee, with emphasis on the extent to which these
alternatives provide access to crvde oil at competitive prices
for farmer-owned cooperatives and other efficient independent

refiners.

RO OF THE F coopP TIVE TROLEUM SYST
The National Council of Farmer Cooperatives is a

nationwide association of cooperative businesses which are

owned and controlled by farmers. Its membership includes



119 regional marketing and farm supply cooperatives, the
37 banks of the cooperative Farm Credit System, and 31
state councils of farmer cooperatives. National Council
members handle practically every type of agricultural
commodity produced in the United States, market these
commodities domestically and around the world, and furnish
production supplies and credit to their farmer members and
patrons. Two-thirds of United States farmers are affili-
ated with one or more cooperatives. The National Council
represents about 90 percent of the more than 6,700 farmer
cooperatives in the nation, with a combined membership of
nearly 2 million farmers.

Farmers depend heavily on critical fuel inputs in
their business of converting energy from the sun into food
and natural fiber. Given the vagaries of nature, timing
is critical to farm operations. Even a short disruption
in fuel supplies at the wrong time can result in crop
losses or reduced yields for that year. Farmers must have
fuel in sufficient quantities and at the appropriate time
and place to ensure full food and fiber production.

Farmers first entered the petroleum Business through
their own cooperatives in an effort to achieve secure fuel
supplies, better quality service and fairer prices. Farmer
coopera;ives bedan marketing petroleum products in the
1920's; the first cooperative refinery was established in

1939; and the co-op role has grown steadily since that time.
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While farmer-owned cooperatives supplied 14 percent of
on-farm fuel in 1942, 13 regional farmer cooperatives
presently own and operate 8 efficient refineries (Attach-
ment 1) which have an aggregate production capacity of
about 460,000 barrels per day, and whose yields of gaso-
line, diesel fuel and heating oil amount to approximately
85 to 90 percent of their refined products. While this
represents only 2.5 percent of United States refining
capacity, cooperatives market petroleum products in more
than 40 states and currently supply about 45 percent of
all on-farm fuel (an additional 25 to 35 percent is sup-
plied by other independent refiners) and a large portion
of rural needs. About three-fourths of the petroleum
products sold by farmer cooperatives go to farmers, with
the remaining volumes sold to other rural customers. This
distribution network for petroleum products is unique and
irreplaceable.

Cooperative refineries are unique because individ-
uval farmers have invested their hard-earned savings in
these petroleum operations to enhance the security and
viability of their farming operations. Any cost: savings
from these refineries are distributed back to farmer-
owners on the basis of their fuel use. Farmer cooperatives
represent the only segment of the petroleum 1ndustrf-in
which the consumers of its products are also its owners.
This feature carries with it a unique accountability in

terms of commitment of supply, service and price.
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The cooperative network's agility to meet farmer-
member needs is dependent upon the ability of farmer-owned
refiners to obtain adequate.supplies of crude oil at com-
petitive prices--an ability that has been compromised by

recent developments in international crude oil markets.

IMPACT OF DISRUPTIONS

The United States is now, and will for the foresee-
able future be, dependent upon significant amounts of crude
oil derived from the world market. There is general agree-
ment that, over the long term, world oil demand and supply
will be in close balance. This precarious condition means
that even small disruptions will be quickly felt in the
world marketplace, and the United States will therefore be
vulnerable to the supply and price uncertainties attendant

to such dependence.
Crude oil disruptions impact first and hardest uron farmer

cooperative and other independent refiners, whether genera-
ted by absolute shortfalls in sgpply or such high prices
that the crude oil is unavailable as a practical matter.
For example, as a consequence of the Iranian disruption in
early 1979, ccooperative refiners lost a significant portion
of their crude oil supplies and were, therefore, forced to
run at 50 percent of capacity (compared to an industry
average of 85 percent). Further, crude oil acquired by

farmer cooperatives was priced well above the national
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average. The results were predictable. Rural areas

experienced serious diesel fuel shortages during the spring

planting season, and farmers bore a disproportionate share

of OPEC-driven price increases. Although the government

tried to deal with the problem by providing an agricultural

priority for diesel fuel allocations, there were simply

insufficient supplies in the rural distribution network to

make up for the losses occasioned by crude oil shortages.
Emergency crude oil allocations (a program dismantled by

decontrol) did ultimately move crude oil supplies to

cooperative refineries. Although qqurally too late for

spring planting, these allocations did provide much-needed
relief bayond 4that time. The painful lessons to be learned
from this experience are clear:
{1) Most importantly, unless farmer cooperatives
and other refiners serving rural areas are
abile to obtain crude oil, product shortages
are extremely likely, and
(2} disproportionately higher crude oil c§sts
mean disproportionately higher farm fuel

costs.

TRO D IMPLIC
FOR T PETROLE SYSTE

President. Reagan's decontrol of crude oil and refined
petroleum product prices and allocation c9ntrols on January
28 was designed to correct many of the problems affecting
the petroleum market. The National Council has consistently

supported certain decontrol measures to encourage domestic
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energy production under our free enterprise system. Govern-
ment involvement i~ appropriate only when competitive forces
are deficient or consumers' product needs are not met.

It must be understood, howevever, that there is a
difference between a decontrolled market and a free market.
Cooperative refiners and their farmer-owners are facing
market circumstances that do not reflect the basic free-

enterprise environment. 1In that regard, Senator Wallop

indicated in his floor stdtement that integrated U.S. refiners

own or control approximately 70 percent of total domestic
production.

Limited Domestic Access:

Because of instabilities in the foreign crude oil
market, farmer-owned refiners have tried to obtain more
.8ecure supplies in the domestic market. They have attempted
to increase their self-gsufficiency in crude oil. For
example, exploration and production expenditures have :
expanded from about $15 million annually in 1973 to more
than $115 million annually-in 1980. In spite of these
efforts, owned production represents only 7% of the require-
ments of farmer cooperatives. These efforts have been
limited for two reasons:

(1) First, major refiners own the majority of

domestic crude oil production. In 1979,
the 16 largest integrated refiners got about
75% of their domestic crude oil supply from
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their own production. They also have access
to additional domestic crude oil through
their ownership of gathering lines and

pipeline connections.

{2) Second, cooperaéive domestic exploration and
production activities have been restricted
by capital availability.
Consequently, cooperative refiners have been forced to look
to the international market for a much greater share

(approximately 60 percent) of their total crude o0il supplies.

ed F n_Accessg:

Attempts by farmer cooperatives to purchase foreign
crude oil at competitive prices have also encountered two
major obstacles:

(1) the long-standing preferential treatment of
some major oil companies by certain oil
producing nations: and

(2) politically motivated pricing decisions
which have no bearing on economically justi-

fiable quality differentials.

First, foreign crude oil production has histori-
cally been dominated by a number of international oil
"companies, whose predominant position was an important
element, if not the centerpiece, of United States foreign
policy in the oil producing areas of the world. Producing

nations have purchased the production interests from these
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international oil companies, and other major integrated
refiners and independents have, in recent years, made modest
inroads into the international markets. Nevertheless, the
majors, particularly the ARAMCO partners, continue to bene-
fit from these historical relationships and thereby continue
to control a substantial portion of foreign crude oil.
Indeed, small and independent refiners are still unable to
obtain crude oil supplies from certain countries. In terms
of access, Ehe sixteen integrated refiners obtained, during
the first six months of 1979, 55X% of their foreign crude

oil from captive sources (compafed to 14 percent for the larqel
independents and less than 10 percent for farmer cooperatives),
with the ARAMCO partners obtaining fully 88% of their foreign
crude oil from such sources.

Second, politically motivated, and economically
unjustified, differentials in foreign crude oil prices
Jeopardize the long-term viability of the rural petroleum
system and result in disproportionately higher fuel costs
for farmers. For example, Saudi Arabian light is presently
priced at $32 per barrel to ARAMCO partners, with similar
quality oil elsewhere being priced frem $4 to $5 per barrel

higher. No other companies have aécess to this Saudi 1light
crude at $32, although the Saudis are providing crude oil at
this price on a government-to-government basis. To the

extent that any is available, buyers must pay $36 or $37.

76~-887 0 - 81 - S
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In certain countries, such payment must be accompanied by
additional considerations, such as exploration premiums,
investment commitments and the like. Moreover, North African
and North Sea -"sweet" crudes are priged at beéween $40 and
$41 per barfeI; prior to‘the imposition of any premiums.

The differential between sweet and sour crudes, which reaches
$9 per barrel at the extreme, simply is not justifiable when
one considers that the economic differential has historically

been in the range of $2 per barrel.

Compounding these disparities in the OPEC pricing
structure is the fact that many farmer cooperative refiner
long-term contracts were terminated during shortages result-
ing from the Iranian revolution. It has since proven
difficult, if not impossible, for cooperative arid other
independent refiners to enter into long-term foreign crude
oil supply contracts at competitive prices. The large
majority of crude oils that are offered on a contract basis
to ?o-op refiners are the African sweet crude oils, which,
£0t.polit1cal reasons, continue to be priced at substantial

’

premiums above the market.
Erosion of Competition:

In the absence of any government involvement, these
market circumstances will generate a number of adverse

impacts upon cooperative refiners and the agricultural

community.
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First, the combined effect of domestic production
control by the majors and the OPEC pricing structure could
result in the practical elimination of the farmer-owned
refiners' role as a competitive presence in the marketplace.
This is not to say that cooperative refiners and other
efficient independents will necessarily cease to operate.
Rather, the more likely prospect is that in many areas the
customers of these refiners will ultimately pay disproportion-
ately higher prices for their fuel in order to assure the

continued flow of petroleum products.

Generally speaking, the extremes of these price
inequities will be found in the more remote rural regions
already, or soon to be, abandoned by the majors. Farmer
cooperative responsibilities have steadily increased, in
large part due to partial and total market withdrawals in
these areas by major oil companies. These withdrawals are
accelerating as a result of decontrol, as illustrated
by recent withdrawal announcements (Attachment 2). Tne
economic forces causing the withdrawal of these
companies from rural markets are understandable. However, the

responsibility of serving not only farmers but rural

communities which support farming falls more heavily to
cooperatives. Presently, more than 900 communities are
supplied solely by farmer cooperatives, and the total grows

each year.
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Second, in rural markets where farmers have
turned to their cooperatives as a compétitive alternative
to those majors that still supply such areas, these conéinued
cost disparities could preclude farmer cooperatives from
playing their traditional competitive role. Ultimately, pro-
duct prices will have to reflect higher raw material costs.
Under these circumatancgf, companies with lower crude oil
costs can either choose to follow this “negative price
leadership" and enjoy handsome pfofits or price their product
below the farmer cooperative, eventually reducing that cooperative's
ability to serve its owners. It is unlikely that remaininy
volumes in remote rural markets could supyort a viable rural
petroleum system. Thus, with the absence of the farmer
cooperative refiner, such areas would be even wore vulnerable
to supply interruptions.

Third, every time a supply shortage develops, the
upward spiral in crude oil costs will continue as farmer
cooperatives and other independents are forced to the spot
crude oil market. This demand stress forces spot prices
upward, with contract prices tending to follow -

Not only does the farmer pay more for fuel, but the price

of fuel to every consumer rises.
In sum, the total absence of qovernment involvement in the

crude oil market is likely to have an effect exactly opposite of
that envisioned by "free market" proponents. ﬁather than the
establishment of a competitive market, opportunities for non-
competitive activity will increase, and agricultural communities
will become even more vulnerable to supply disruptions and price

disparities.
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EVALUATION OF TAX AND TARIFF PROPOSALS
As quite properly pointed out by Senator Wallop in

his floor statement, "the primary problem confronting the
responsible small and independent refining segment today is

the inability to obtain equitable access to crude oil at

prices which would enable them to remain competitive with the
refineries of major international firms and foreign governments."
consequently, our comments on the various tax and tariff pro- -
grams discussed in that statement and outlined in the notice

of today's hearing are offered in the context of our evaluation
of a particulariprogram's ability to address this problem in

an effective manner.

. Foreign Tax Credits:

Thé first suggestion is that the foreign tax credit
rules in the Internal Revenue Code could be amended so as to
provide that income from sales of domestic or foreign crude
oil to unrelated domestic small and independent refiners be
treated as foreign source income, two principal issues are
raised. The first is whether, in the present budget-balancing
environment, there would be sufficient support for such a
program whose ultimate success is, by definition, dependent
upon a reduction in the revenue available to the U.S. Treasury.

The second, more important issue raised by this proposal
is whether it would assist in the creation of an environment
in which small and independent refiners would be competitive--a
result which is by no means assured for several reasons. First,
in order for such a program to be successful, there would have

to be a sufficient number of major international refiners with
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excess crude oil and excess tax credits to provide a com-~
petitive market for the sale of such crude oil to small and
independent refiners. In this regard, the Departments of
Treasury and Energy. in commenting upon a similar propnrsal,
indicated:
"But it is not apparent that the few U.S..
multinational oil companies with large amounts
of unused foreign tax credits own contracts for
delivery of high quality crude, in suitable
locations, to assure that competition among
them will drive down their selling prices to
qualified small refiners by the full amount of
the subsidy. It is highly likely, therefore,
that a significant portion of the subsidy will
be absorbed in higher multinational oil company
profits and/or excessive transportation and
trading costs to get the oil to small refiner
locations."l/

Moreover, given the wide disparity in the average
crude oil costs between major, integrated refiners (particu-
larly those with access to Saudi Arabian oil and substantial
amounts of domestic crude ¢0il) and, for example, farmer
cooperative refiners, the benefits provided by the program
would have to be particularly generous if it were to result
in competitive crude oil prices--a generosity that would
have a concomitant adverse impact on tax revenues. Any bene-
fits falling short of such a level would not, of course, assure

the creation of a competitive environment.

1/ “"Evaluation of Certain Proposals To Aid Domestic Refiners",
Department of Treasury (Office of Tax Analysis) and Depart-
ment of Energy (Office of Oil, Policy and Evaluation)
(January 16, 1981) at 16.
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Furthermore, it is important to recognize that this
foreign tax credit approach is a two-edged sword for small
and independent refiners. While small and independent
refiners may be able to obtain additional amounts of crude
0il and may even be able to negotiate so as to obtain a
portion of the tax benefit, the very transaction that enhan-
ces the competitive viability of a small and independent
refiner simultaneously increases the financial wherewithal
of the major, integrated refiner that has sold the crude oil
to the'small and independent refiner.

Finally, and most importantly, past experience indi-
cates that such a program would not be effective during
periods of supply disruptions. Thus, even though a refiner
may not be directly affected by a disruption, such a refiner
has historically been unwilling to engage in, or continue,
thi}d party transactions.

For these reasons, we believe that the ability of
such a foreign tax credit approach to assure that small and
independent refiners have equitable access to crude oil at
competitive prices is subject to substantial doubt.

Import Tariffs:

Insofar as product import tariffs are concerned, the
National Council believes that a permanent product import
policy should be established. With.the decontrol of domestic
crude oil prices (and their consequent rise to world levels)
and the termination of related reéulatory programs, the

price advantage enjoyed by domestic refiners vis-a-vis foreign
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refiners has come to an end. Indeed, domestic refiners now
face cost disadvantages resulting from OSHA and EPA regula-
tions, Jones Act requirements, and taxes. This reversal

in relative cost advantage couid have an adverse impact on
product import levels and, in éurn, on the domestic refining
industry, particularly refiners with high average crude oil
costs. Thus, we believe that it is critically important to
develop a product import policy. ‘

Toward that end, the' following considerations should
be reflected in that policy:

First, with the actual and projected surplus of refin-
ing capacity throughout the world and planned construction
of export refineries by oil-producing nations, it is particu-
larly important that the United States articulate a clear,
permanent product import policy.

Second, in view of historic policies which have recog-
nized, if not encouraged, the importation of certain levels
of petroleum products to the United States (particularly
residual fuel oil refined in the Caribbean for use in the
Northeast), the proddct import policy should permit such
levels of product imports to continue, but not increase. To
the extent demand for residual fuel oil decreases over the
decade as a consequence of increased use of coal and other
energy sources, the levels of imports so treated should be
redﬁced concomitantly. Similarly, because of the historic
importance of propane imports to agricultural and rural areas,

it is important that such imports not be impeded.
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Third, achievement of this objective should be
accomplished through the imposition of a fee system which
would effectively preclude imports above historic levels.

The ultimate amount of the fee will have to reflect not only
the cost disadvantages incurred by domestic refiners but

also the impact of inflation and the relitive crude oil costs
of domestic refineries in comparison to fo-eign refineries
that will be exporting products to the United States (which,
in turn, will have to reflect the ultimate content of the .
domestic refinery policy legislation). Consequently, the
National Council does not, at this time, have a recommenda-
tion as to the precise level for such a fee.

Finally, the policy should be sufficiently flexible
to provide for the waiver of the product import fee during
precipitous product shortages.

The establishment of a product import policy is criti-
cally important to assuring the viability of all domestic
refiners. However, Ye do not believe that a fee on imported
crude o0il will ensure equitable access to crude oil at com-
petitive prices for several reasons. First, if a flat fee
were to be imposed on each barrel of crude oil imported into
the United States, the impact of such a fee system will fall,
at least initially, on those small and independent refiners
that are heavily dependent on imported crude oil. Second,
in light of the significant crude oil cost disparities between
major, integrated refiners {especially those with access to

Saudi Arabian crude oil) and small, independent refiners
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(particularly those that presently run sweet crude oil
imported from Nigeria, Libya and Algeria), the addition of .
a flat fee on such imports will only exacerbate already
crippling price disparities.

While it would be possible to overcome these diffi-
culties by imposing a variable fee on crude ocil imports in
order to equalize these price disparities in the cost of
imported oil, several problems would nevertheless remain.
First, any such crude oil import fee system will only
encourage OPEC to increase its price at an ever faster rate,
since it will signal OPEC that the United States is willing
to pay higher prices for its crude oil. With those increases
in price and consequent increase in revenues, OPEC countries
will also be encouraged to reduce their production levels,
with the possibility that such reductions may exceed the
actual reductions in demand resulting from higher product
prices in the United States.

Second, to the extent that domestic crude oil prices
increase to the level of imported crude oil prices (including
any fée imposed), domestic producers will enjo} yet another
“windfall" (which will not be totally taxed away by the
windfall profits tax) and consumers in the United States will
be required to pay even higher product prices. Farmers are
price takers chronically caught in a cost/price squeeze,
and artificially-induced higher energy prices will only
further compromise their ability to remain financially viable.
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Finally, it is not clear that the allocation of
import rights would assure that small and independent
refiners would have access to crude oil at competitive
prices. The Mandatory Oil Import Program did create incen-
tives that facilitated access to crude oil by small and
independent refiners. However, the crude oil environment
that refiners face today includes such considerations as
declining domestic production, far greater control over
production levels by exporting countries, and economically
unjustified price differentials for imported crude oil.
These factors may not result in the creation of the kinds of
incentives that existed under the old import program.

In short, while a tariff on crude oil imports could
be crafted so as to address certain aspects of the crude oil
access difficulties facing small and independent refiners,
it likely would create additional problems and would not
assure equitable access to crude oil at competitive prices.
Incentives for Reconfigquration:

Turning to the question of tax incentives for refinery
reconfiguration, we agree with Senator Wallop's observation
that President Reagan's proposed business tax cuts will do
much to encourage this needed investment. As the members of
this Subcommittee are aware, however, the manner in which
income generated by farmer cooperatives is treated for tax
purposes renders certain tax incentives as applied to farmer
cooperatives less useful, if not counterproductive. This
situation leads us to make two recommendations concerning how

much tax incentives should be structured.
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First, while the Administration's accelerated depre-
ciation proposal will, no doubt, encourage reconfiguration
by non-co-op refiners, the mandatory application of that
proposal to farmer cooperatives would have precisely the
opposite effect as that intended. Farmer cooperatives are
required to distribute patronage on the basis of taxable,
not book, income. This means that a cooperative would be
required to depreciate the capital ekpended on an upgraded
refinery on an accelerated.basis, and, thus, cause the co-op
to distribute the very capital that the program had intended
would be accumulated for investment. Consequently, we would
urge that accelerated depreciation not be made mandatory for
cooperatives.

Second, since accelerated depreciation is not a useful
tax incentive for cooperatives, we would urge that the
Committee ccnsider establishing an additional 10 percent
energy tax credit for cooperative investment in equipment to
retrofit their refineries. 1In this regard, we note that
Senator Wallop and three other members of the Finance Committee
have introduced S. 750 (which would provide additional non-
refundable tax credits for certain investments), and we would
request that cooperative refinery investments be made eligible
for. such credits as well. .

In the last analysis, however, the most critical factor
in obtaining the necessary financing for reconfiguration is

a refiner's access to a secure source of crude oil. Consequently,
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while these tax incentives will encourage such reconfiguration,
the financing for that investment will ultimately be dependent
upon the lending institution's determination as to the ability
of a refiner to optain adequate crude oil supplies.

Purc ves:

Farmer cooperatives have already attempted several
approaches similar to the proposal that would set up privately
owned tax-exempt crude oil purchasing cooperatives to assist-
small and independent refiners to obtain long-term foreign
crude o0il supply contracts. These attempts have thus far
basically met with only limited success for a number of
reasons. The foreign market structure, as discussed earlier,
sharply limits access to the more secure and favorably priced
foreign crude oil sources. There are no clear indications that
independents could enjoy a much higher degree of success by
"banding together," although larger volumes might induce a
more favorable response.

The only thing that independents have to offer for
crude oil is dollars. They still do not have the exploration
and production expertise that the majors have to offer in
dealing with producing countries. Even combining their
resources, they are likely to fall well short of being able to
offer similar assistance.

Farmer cooperatives do have technical expertise of a
different kind to offer--that in agricultural production and in
setting up cooperatives. They are working to establish more

favorable trading relationships with producing countries by
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offering such assistance, but thus far with negligible results.
The suggested use of the Banks for Cooperatives as a
"role model" would appear to offer limited tax advantages in
setting up purchasing cooperatives comprised of independent
refiners. Our experience is that farmer cooperative refineries,
which already have access to the Bank for Cooperatives, have
certainly found that their ability to borrow from the Bank for
Cooperatives of the Farm Credit System, although of some help,
was not an answer to their problem of attaining access to
crude oil at competitive prices. However, it could hold more
potential for joint ventures in exploration and production.
For example, the federal government provided "seed money" to
finance these rural lending institutions. These funds were
subsequently paid back in full, and the system now stands on
its own. Perhaps a similar approach might be used to amass
the funds necessary for effective exploration and production.
Farmer cooperatives have also already engaqed—in
several joint ventures in the aearch for oil. Shortly after
the Arab Oil Embargo, the International Energy Cooperative was
formed by farmer cooperatives in the petroleum business, and
funds were expended in overseas exploration. Unfortunately,
this effort was largely unaucgessful, and it became obvious-
that capital requirements were far too great. Currently, a
number of firms are still attempting joint ventures in areas
such as exploration and production, the search for foreign

srude contracts, and the transportation of crude.



75

-23-

Obviously, the proper application of cooperative
principles to this problem holds some merit and perhaps
warrants additional investigation. Howeveé, similar attempts
thus far have exposed some rather serious limiting factors,
and even if successful would take some years to develop secure
and equitably-priced supplies.

To draw a parallel, farmer cooperatives have certainly
aided the American farmer but have not solved his problems.
Even if this approach is cultivated further, it must not be
regarded as the only solution to access to crude oil. Foreign

crude oil supplies will remain highly vulnerable to disruptions.

UDE_ACCESS R NS FUND. N PROB

As we have discussed today, certain of the tax and
tariff proposals will be beneficial, but, for a variety of
reasons, these proposals will not assure equitable access to
crude oil at competitive prices for small and independent
refiners. Indeed, the bottom line is that any other programs
toward these ends are academic to efficient farmer-owned refiners
unless the key ingredient to capital formation, access to
crude oil at competitive prices, exists.

Accordingly, the National Council of Farmer Cooperatives
urges that serious consideration be given to the following

program that can be integrated with these proposals:
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This program would address both supply and price

irregularities by assuring access to crude oil at
competitive prices. It w;uld assure crude oil
availability for eooperativea and other efficient
refiners. It would thus assure petroleunm supplieg
for farmers and other high priority users adversely

affected by disruptions.

II1I. E ent of st b r

This program would assure that petroleum products
would be made available to priority users during:a
petroleum supply disruption. Agriculture would be
assured fuel for planting, growing., and harvesting
operations. Other high priority users would also

be assured of product to meet critical needs.

Farmer-owned cooperatives are not asking for a subsidy
or "free ride." The cooperative petrcleum system is efficient
and performs its role under truly free market conditions. To
the extent the market functions normally, government programs
would have no role. However, the realities of the marketplace
dictate that all too often access to crude oil at competitive
prices 'is denied due to disruptions and market anomalies. The
esgsential role of cooperatives in supplying fuel at reasonable
prices to agriculture and rural America must Ee maintained

during such periods.
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In conclusion, we appreciate this opportunity to
present our views on this pressing problem. 1In view of the
expiration of the Emergency Petroleum Allocation Act on
September 30, we.encourage this committee as well as other
appropriate committees to continue and expedite this construc-
tive process. Obviously, it is preferable to consider and .
adopt comprehensive petroleum policy legislation in the »

present atmosphere rather than under crisis circumstances.

STATEMENT OF LAURENCE R. STEENBERG, CHAIRMAN OF
AMERICAN PETROLEUM REFINERS ASSOCIATION, AND PRESI.
DENT OF LAKETON ASPHALT REFINING INC.

Mr. SteeNBERG. Thank you.

We appreciate the opportunity to be here today to express our
position on national refining policies.

As early as 9 months ago, our association was wanting of the
adverse effects that crude oil decontrol would have on domestic
refining industry without a national refining policy in place.

.Well, we support an immediate decontrol, we urge that it be
accompanied by a credible commitment to the future of a strong
domestic refining industry. Decontrol has been accomplished. Re-
grettably, no national refining policy is in place, and we are now
seeing the first signs of the decline in the health of this basic
industry.

Our association would stress three desirable components to a
comprehensive U.S. refining policy. They are: First, a tariff on
imported refined products; second, a tax incentive to free up crude
oil for independent refiners who do not have a captive source of
supply; and finally, tax incentives to spur investment which will
insure that U.S. refineries are more energy efficient and capable of
refining heavier, high-sulfur content crude oil.

Let me discuss each of these in turn.

First, the tariff. Mr. Chairman, the United States recently decon-
trolled the price of crude oil without an adequate tariff in place on
imported petroleum products. This sends f'ust the wrong signal
before nations who are anxious to use surplus revenues from pro-
duction to expand their activities to encompass the building of new
refineries to process petroleum downstream.

In addition, existing foreign refineries are running at very low
utilization rates, primarily processing products for home markets.
With the expiration of controls and no adequate tariff in place, it
would become profitable for these refineries to increase their runs
to still process marginal barrels for export into U.S. markets.

As very little increase in operating costs will be associated with
processing these inal barrels and because their social costs of
operation are much lower than our refineries, these products can
be exported to the United States at prices below what U.S. refiners

78-887 0 - 81 - 6
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can meet. An adequate tariff on product would prevent this from
occurring.

As you are aware, a recent Department of Energy study analyz-
ing the cost and benefits of a tariff on petroleum products reaches
the conclusion that such a tariff would pose an unacceptably high
cost to the American consumer.

We disagree completely with this conclusion. The study reaches
an economic conclusion based upon a theoretical economic model
which charts out resource costs of a tariff. No attention is paid to
political reality. Political and economic dependency are related, but
they should not be confused. The DOE study does not view greater
economic dependency as a bad thing, because petroleum products
could be purchased by consumers at a lower price in the short run.

However, recent history shows that crude oil and products are
employed as political weapons with increasing frequency in today’s
world. In the effort to free our country from the political dependen-
cy on foreign crude oil, we must not fall into the trap of becoming
dependent on foreign petroleum products.

ext, let me address our tax incentive program for freeing up
crude oil. I'm going to depart from my text here to make sure that
I get our point across.

We are proposing that those companies who are multinational oil
companies that have bank unuseable foreign tax credits be given
the opportunity, under a revision of the tax code, to bring those tax
credits home on their tax returns, as a reward for distributing
crude oil to the independent refining sector. We feel this is a free
market attempt to provide a more free market in crude oil for all
of U.S. refiners, and it does not represent a subsidy to anyone, nor
does it represent a cost.

The reason it doesn’t represent a cost to the Treasury is because
the tax rates on the refners who will get the crude oil are four
times, on average, as high as the tax rates on the major oil com-
panies who will sell the crude oil. So, we feel there will not be a
decline in revenue associated with this proposal.

Finally, tax incentives for upgrading refineries. We have submit-
ted a detailed propesal-which has a three-part program for capital
creating tax incentives. They are first, an adl:iitional 10-percent
investment tax credit for particular items of refining process equip-
ment; second, an accelerated depreciation schedule; and third, a
proposal which allows the expensing of Government-mandated in-
vestment and pollution control equipment.

Mr. Chairman, I have a detailed statement I would like to
submit for the record, and I would like to include with it our
comments in rebuttal to the Department of Energy’s study on our
proposals, which was alluded to earlier.

Sel:iator WaLLor. By all means, that will be made a part of the
record.

Thank you, Mr. Steenberg.

[The prepared statement of Mr. Steenberg follows:]
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AMERICAN PETROLEUM REFINERS ASSOCIATION

607 RING BURDING ¢ WASHINGTON, D.C. 20036 ¢ {202) 331-708!

SYNOPSIS OF PREPARED TESTIMONY
of Larry Steenberg,
President Laketon Asphalt Refining Inc.,
and Chairman of the Board of the
American Petroleum Refiners Association
Before the Senate Finance Committee
Subcommittee on Energy and Agricultural Taxation
March 27, 1981

The American Petroleum Refiners Association is the larg-
est Washington based trade association representing small
and independent refiners. Current membership in APRA con-
sists of 58 refiners with an aggregate refining capacity of
over one million barrels/day. (See Appendix A.)

Small and independent refiners are truly domestic refin-
ers who have served isolated geographical and special prod-
ucts markets in the United States for over fifty years. They
provide an important element of competition to major inte-
grated oil companies. Innovative applications of new refin-
ing technology, willingness to serve special markets, and
geographic dispersal in many areas of the United States are
all advantages smaller independent refiners bring to the
nation and the refining industry.

The American Petroleum Refiners Association believes
that there are four essential components to a well planned
national refining policy. These include:

(1) Assurance of an equitable supply of crude oil at
competitive prices for all domestic refiners;

(2) The enactment of a tariff on imported petroleum
products;

(3) A specific program of tax benefits designed to
assist the entire domestic refining industry in
modernizing and upgrading its facilities, to im-
prove efficiency and productivity; and

(4) A standby federa'l crude oil allocation program to
be activated only under specifically defined cir-
cumstances such as a crude oil shortage or a sudden
supply interruption.

“FOSTRRING THE INTERESTS OF SMALL REFINERS™
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The immediate decontrol of crude oil prices has already
caused a reduction in the number of smaller refining com-
panies in the U.S. market. Some attrition was to be expec-
ted and is likely to continue. These four proposals listed
are not designed to encourage the construction of new,
unsophisticated small refineries. Rather, the thrust is
to establish a strong, well balanced domestic refining
industry capable of producing the proper mix of refined
producte needed by the United States. APRA has taken the
lead in proposing a tax based solution to crude oil access
because this issue is crucial to the small and independent
refiner and because much of the needed investment in re-
finery modernization and upgrading must be made in smaller
refining facilities.

6RLS6A
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AMERICAN PETROLEUM REFINERS ASSOCIATION

607 RING BUILDING * WASHINGTON. D.C. 20036 ¢ (202) 331.7081

Written Testimony of APRA
Before the Senate Finance Committee
Subcommittee on Energy and Agricultural Taxation
March 27, 1981
I. Overview
Throughout history, small and independent refiners have
played a vital role in the development of this nation's do-
mestic refining industry. Indeed, many of the current mem-
bers of the American Petroleum Refiners Association (APRA)
have contributed to the development of this nation's domestic
refining industry for more than fifty years. It is the small
and independent refiner, and not the multi-national inte-
grated oil company which truly represents domestic refining.
congress should recognize that the refining capacity of in-
ternational oil companies is predominantly foreign in nature.
Only one-fourth of both Exxon and Shell's respective refining
capability is located in the United States. Mobil and Texaco
have only one-third of their respective total refining capaci-
ties in this country. APRA is proud that its members are

exclusively U.S. refiners. See Appendix A.

For the past twenty years, the federal government has recog-
nized the important contributions of small and independent
refiners by attempting to ensure the continued competitive

viability of this segment of the industry. Nevertheless, in

“FOSTERING THR INTERESTS OF SMALL REFINERS™
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the past several years, certain journalists and public policy
spokesmen, as well as special interest groups, have unneces-
sarily criticized and inaccurately characterized small and
independent refiners. Much of this criticism has resulted
from the size of the small refinef bias program. However,
continued criticism of one aspect'of a regulatory program
which has already been eliminated does a disservice to the
majority of small and independent refiners in this country.
Such dated and exaggerated criticism ignores both the legacy
of service as well as the vital functions performed by smal-

ler refiners in the United States.

Indeed, it is interesting to note that among the ten largest
companies that refine crude oil in the United States, 70
percent of the actual refineries that these firms control
would qualify as small refiners if they were independent
entities. These refineries process 33 percent of the total
crude oi} run by thece major integrated companies. Moreover,
a full one-third of the refineries in question would qualify
for membership in APRA because their capacities are 50,000
barrels per day (bpd) or less. See Appendix B. In view of
this data, it is ironic that it is always the independent
small refiner, and never the captive small refinery owned by
these major firms, which must reply to allegations that their
facilities are inefficient and lack adequate economies of

gcale.
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Any analysis which assesses the need for smaller refiners

by comparing them with the refining divisions of major inte-~
grated oil companies is misplaced. These refiners have re-
mained competitive and been a vital component of the domestic
refining industry because they serve specific and unigue mar-
kets and perform functions which differ in many cases from

those performed by substantially larger refineries.

There are several very specific reasons that the continued
competitive viability of smaller refiners must be an impor-
tant element of any future natio: al energy policy. Small
and independent refiners, which are located throughout the
different regions of this nation, often serve rural and
agricultural markets which are not only difficult to reach,
but which, in many instances, have been abandoned by the
major oil companies for this very reason. Since the decon-
trol announcement on January 27, 1981, at least four major
oil companies have begun market pullouts in specific regions
of the United States in order to concentrate their efforts
in more profitable, populated geographic areas. Indeed,
consolidation in the markets served by larger refineries
initially prompted the formation of agricultural coopera=
tives to purchase refined petroleum products so that these
essential supplies would be provided at reasonable cost to
their members located in agricultural areas abandoned or not

fully serviced by the major companies. Today, regional
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farmer cooperatives own and operate eight efficient refin-
eries with a total production of approximately 460,000 bbls/
day or 2.5% of total U.S. refining capacity. These refin-
eries supply about 45 per cent of all on-farm petroleum
fuels. In addition to this willingness and ability to
serve distinct geographic market areas, it is the smaller
refiner which has often displayed the willingness to under=-
take the risks associated with installing and developing

new and innovative refining technology.

Among the revolutionary advances in refining technology
that were first installed by small refiners were the first
hydrocracker as well as the first alkylation units. See
Appendix C. Small refiners have also historically provided
highly specialized refined petroleum products which larger
inteqrated refiners are reluctant to produce because of the
limited market for such products. For instance, it is the
small refining segment of the industry which produces a
disproportionate amount of such products as asphalt, mili~
tary jet fuel, 1lube o0il, printing inks, and speciality
chemicals which serve vital functions in the industries

in which they are utilized.
Small refiners also play an important role in ensuring our

national security. As a matter of fact the PADD districts
presently utilized by DOE were originally established during

-4~
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World war II for security reasons. To allow an overconcen-
tration of domestic refining facilities in very large refin-
ing complexes could cripple our national economy if only a
few of these facilities were incapacitated. Smaller refin-
ers are dispersed over many geographic regions. The danger
associated with centralization, which is inherent in al-
lowing dependence upon a limited number of large refining
facilities, has been painfully experienced by the nation of
Iran in recent months, which recently imported petroieum
products due to the destruction of its Abadan refinery.
The destruction of the Abadan complex also prompted a rise
in the spot market prices of residual fuel oil in the Wes-

tern European markets that depended upon that refinery for

supply.

Smaller refiners also currently provide the Defense Depart-
ment with close to 40 percent of our Nation's military jet
fuel requirements. To shift this important responsibility

to foreign refiners would jeopordize our Nation's security.

Smaller and independent refiners employ many highly skilled
individuals. According to labor sources within the industry,
it requires 12 refinery workers for each thousand barrels of
crude processed daily. Small and independent refiners, which
constitute approximately four million bpd of this nation's

total domestic refining capacity, therefore directly support

5=
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nearly 50,000 workers. In addition, countless other indepen-
dent employees involved in the production of crude oil used
by smaller refiners, as well as the jobbers involved in the

transportation and marketing of the petroleum products which
result, are dependent on the continued competitive viability
of small and independent refiners. Moreover, the state and
federal tax revenues generated, and the economic survival of
the numerous small communities where these refineries are

located, reinforce the need to maintain the competitive via-

bility of this industry segment.

Small refiners also represent an important element of com-
petition for the major oil companies. In the absence of such
competition, there is little to prevent these international
firms from adding to their foreign facilities if the costs
of refining in this country, due to such factors as environ-

mental costs and higher wages, are greater than exist abroad.
APRA believes that there are four necessary and essential
components for future national refining policy. These com-

ponents include the following:

(1) Assurance of an equitable supply of crude oil at

competitive prices for all domestic refiners;

(2) The enactment of a tariff on imported petroleum

products;

-6~
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(3) A specific program of tax benefits designed to
assist the entire domestic refining industry to
modernize and upgrade its facilities in order to
improve efficiency and productivity; and '

(4) A standby crude oil allocation program to be ac-
tivated only under specifically defined circum-
stances such as a crude oil shortage or a sudden.

supply interruption.

Decontrol of crude oil prices has already caused a reduction
in the number of refining companies serving the U.S. market.
Refineries owned by major oil companies as well as independent
refining companies are closing at a rapid rate. Yet, the
four proposals listed above are the product of careful
thought and are not designed to encourage the construction
of new, unsophisticated small refineries. Rather, the
thrust of these proposals is to establish a strong, well-
balanced domestic refining industry capable of producing the
type of refined products our country needs. APRA has taken
the lead in this regard because much of the needed invest-
ment must be made in the smaller (under 175,000 bpd) re-

finery.

A further explication of each of these separate elements is

discussed in Sections III through VII of this testimony.

«le
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11. Egquitable Access to Crude Oil

Any future legislation regarding the domestic refining indus-
try must signal to existing small and independent refiners
that they can be assured of an equal opportunity to purchase
crude oil at competitive prices. In the absence of such a
foundation, other goals such as upgrading, providing incen-
tives for such capital investments, and encouraging further
technological and marketing innovations, become irrelevant.
wWithout equitable access to sufficient volumes of crude oil
at competitive prices, no independent and small refiner will

be able to survive.

During the past decade crude o0il has been available at
competitive prices a majority of the time. Nevertheless, it
is equally clear that during those periods when the crude
oil market has been distorted by aberrations such as the
Arab oil embargo in 1973 or the sudden cessation of supplies
from Iran, crude oil will not be available to small and
independent refiners. Moreover, there can be no doubt that
the issue of equitable access to crude oil will persist into
the foreseeable future. First, access to domestic crude oil
for independent refiners will be increasingly difficult to
achieve now that current crude oil allocation regulations
have expired, because major international o0il companies will
retain their own captive domestic production, as well as bid
up the price for available crude supplies that do appear on

the market by subsidizing their refining operations from
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other divisions. while a free market in petroleum products
can be expected to develop after the end to price controls,
there will be no free market in crude oil for independent
refiners. Independent refiners, owning little if any crude
production, will be forced to buy crude at very high spot
market prices. Independent refiners are unable to command '
quantity discounts from foreign governments and because of
unique historical circumstance, they are unable to lift OPEC
oil at official government prices. Secondly, OPEC will
undoubtedly continue to restrain output. Furthermore, the
price of access to OPEC crude oil can be expected to include
additional premiums, such as tie-in agreements requiring
firms to also purchase refined petroleum products, and also
joint venture efforts with larger oil companies which will
in turn assist OPEC in carrying out previously announced
plans to expand its own refining capacity. Multi-national
oil companies will also severely reduce, if not completely
eliminate, third party sales. Finally, the multiple tier
price structure for foreign‘brude oil, which was demon-
strated in the Exception Application filed by the Union 0il
Company in the summer of 1979, may well persist, resulting
in an anti-competitive impact on those small and independent
refiners which depend on one or two specific crude producing

nations.

Recent events have also taught the small and independent

segment of the refining industry that guarantees for access
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to available supplies of crude oil at equitable prices, in
the form of long-term contracts with either foreign produ-
cers or major integrated oil conpanies,.do not constitute
guarantees at all. At the time of the Arab oil embargo,

small and independent refiners found their long-term supply

contracts suddenly abrogated by the majors.

If small and independent refiners are to plan for and obtain
the necessary capital financing to increase their efficiency,
upgrade their facilities, and continue to serve their exist-
ing markets, they must be able to prove to financial insti-
tutions in the very near future that they will have an equal

opportunity to buy competitively priced crude oil.

III. A Tax Proposal to Free Up Crude Oil for Domestic Inde-
pendent Refiners

APRA has long believed that the best means to accomplish the
egquitable distribution of crude o0il is to provide an econo-
mic incentive for crude sufficient companies to sell to

smaller independent refiners.

Summary of Proposal
APRA proposes amending the foreign tax credit rules in the

Internal Revenue Code to provide that income from sales of

domestic or foreign crude to unrelated domestic small and

independent refiners shall be treated as foreign oil related -

income for purposes of computing the separate overall limi-

tation on foreign-oil related income (Sections 904 and

. «]10~
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907(b)) and shall not be reduced by net losses under the
"per-country loss rule" (Section 907(c)(4)).

Alternatively, or in addition, an election would be provided
whereby income from sales of domestic or foreign crude to
unrelated domestic small and independent refiners would be
treated as foreign extraction income for purposes of com~
puting the separate extraction tax limitation (Section
907(a)).

Under existing law, the Code favors the foreign refining of
crude oil. Major oil companies can increase their utili-

zation of foreign tax credits and avoid a build-up of unus-

able excess foreign tax credits, which may expire before

they can be drawn down, by selling their lowest priced for-

eign crude--under proper pricing methods--to related foreign
refining companies. In effect, this approach allocates in-
come to the related foreign refining company; increases the
separate overall limitation on foreign o0il related income;

makes more foreign tax credits available to offset U.S. tax
liability; and increases the major oil companies' profit-

ability.

It is proposed that these provisions be amended to provide
that sales by these companies of domestic or foreign crude
0il to domestic small and independent refiners will be

treated in the same fashion, regardless of where the sale
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actually takes place. The new provision might expire in say
7-10 years, after which small and independent refiners would
be expected to compete on an equal basis with the major

companies.

The amendment would tend to narrow the choice between sales
of crude oil to foreign refiners and sales to domestic small
and independent refiners. The proposal does not depend upon
different crude acquisition costs of major oil companies and
small and independent refiners. It does not create a new
tax benefit for major oil companies but merely makes avail=-
able additional foreign tax credits (which in every case
represents "out-of-pocket" amounts actually paid by the

companies).

The proposal does not deprive the major oil companies of any
ﬂenefit presently available to them. It is intended simply
to make more neutral in their effects certain provisions of
the law that presently encourage sales of lower-priced for-
eign crude to foreign refineries and thereby to increase

small and independent refiners' access to crude supplies.

It is understood that some major U.S. o0il companies have
large amounts of excess foreign tax credits which they can-
not use currently to reduce their U.S. tax liability and
must carryover and may perhaps lose. Apparently, this

situation will continue for the foreseeable future. Thus,
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the proposal should free up substantial volumes of crude
0il. The degree to which it is effective will depend upon a
large number of variaﬁles, including the number of major
companies which have excess foreign tax credits on foreign
oil related incéﬁe,‘ggg which have available crude oil
supplies, (2) the number of major companies which have a
higher extraction tax limitation (Section 907(a)) than a
separate overall limitation on foreign o0il related income
{Section 904 and 907(b)), and (3) the profitability t6 the
major company of selling a barrel of crude oil to a domestic
small or independent refiner, taking into account the pro-
posed foreign tax credit effect, as compared with the pro-
fitability of itself refining that barrel. A good deal of

additional consideration should be given to these factors

Several additional points might be noted. (1) If major com=-
panies are limited under Section 907(a), the proposal might
be modified to provide an election to treat income from

sales to unrelated domestic small and independent refiners
as foreign extraction income for purposes of computing the
separate extraction tax limitation. (2) The incentive to
sell foreign crude to foreign refineries (related or unre-
lated) may increase after the entitlements program ends.

(3) shipping income of major oil companies--which is gener-
ally foreign source income--is apparently down due to the

existence of surplus tanker capacity.

=]l3=-
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Exasple .

The operation of the foreign tax credit rules with and with~-
out the proposed changes is illustrated as follows. Assume
that a major oil company's foreign income and foreign taxes

are as set forth below:

Extraction Shipping Domestic Sm.
and Foreign and Indep.

Country A Country B Country C _Refining Refining

Iacome (loss) $200 $200 ($100) §s50 $20
Foreign Tax $170 $100 -0~ $S -0-

(a) without the proposed change. -- The amount of ex-
traction taxes which the company can claim as

credits for the current year are limited to §184
by the Section 907(a) extraction tax limitation.
This is 46X of the sum of $200 of extraction income
from Country A plus the 02;)0 of extraction income
from Country B.- In accordance with the "per-
country extraction loss rule®, the $100 loss from
Country C is not taken into account. However, the
company's separate overall limitation on foreign
oil related income of $#350 (8200 each from
Countries A and B, plus $50 of shipping and re-
fining income, less the $100 extraction loss £ro-.
Country C) is only 8161, assuming an effective
pre-credit U.8. rate of 46X. Accordingly, the
total credit it can claim against its total foreign
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oil-related income is limited to $161, its pre-

credit U.S. tax on that income.

with the proposed change. -- Since the Section
907(a) extraction tax limitation ~- which is unaf-
fected by the proposed ch;nge is higher than the
Section 904 geparate overall limitation on foreign
oil related income, as increased due to the in-
clusion of taxable income derived from sales to
unrelated domestic small and independent refiners,
the total foreign tax credit that can be claimed
is increased from $161 to $170.20. Thus, under
these ci{cumstances, the additional benefit is

equal to 46% of the taxable income derived from

such sales.
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IV. Import Tariffs

APRA algo feels that an import tariff on petroleum products
should be an element of any future domestic refining policy.
One common criticism of such an import tariff is that it
constitutes protectionism which results in higher costs to
the consumer. This Association believes such criticism is
short-sighted, and APRA maintains that the 1ong;fern inter-
.ests of the United States weigh heavily in favor of a tariff
on imported petrolaum éroducts. -

The decision to impose such a tariff will not be an easy
political choice. 1Indeed, tariffs are never popular with
consupers or with advocates of the theoretical advantages of
unfettered world trade. Nevertheless, after all these argu-
ments are carefully considered the case for a tariff remains

a compelling one.

_A tariff on petroleum products is necessary for several spe-
cific reasons. First, a tariff, provided that it is properly
structured, will equalize certain cost advantages now held
by foreign refiners. These cost advantages are derived from
added costs currently borne by domestic refiners which result
fron compliance with environmental regulations as well as
the need to provide higher wages and a safer work place than
required abroad. We do not oppose the goals which these

social costs were designed to achieve. Congress and the

-16-
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American people have decided that certain standards and re-
quirements such as those of the Environmental Protection
Agency and the Department of Labor are important to the qual-
ity of life in the United States. In addition, petroleum
products shipped from one region of the United States to
another must be carried in Jones Act vessels manned by U.S.
crews, which results in higher transportation costs for do-

-

mestic refiners.

However, if the Congress of the United States, through these
and other similar laws, raises the cost of refining a barrel
of crude o0il into marketable products in domestic facilities,
it should accept the corresponding responsibility of ensuring
that the U.S. domestic refining industry remains competi-

tively viable with those foreign refiners, as well as the

foreign refining facilities of the international oil com-

panies, which do not have to bear the same social costs.

If no import fee or an inadequate tariff on imported prod-
ucts is in place, our nation will, in the years ahead, im-
port not only foreign crude oil, but foreign refined préduct
as well. This is a situation which the United States cannot

allow to develop.
Petroleum refining is a process industry which provides the
vital energy input to the rest of American industrﬁ. It is

what an economist might classify as a "basic industry", along
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with such other industries as steelmaking and automobile
production. Petroleum refining is not the type of industry
wvhich U.S. policymakers have the luxury of allowing other
countries to assume responaibiiity for si-p}y because it re-
sults in reduced costs to the American consumer. If a large
percentage of our petroleum products were refined abroad,
other nations would begiﬂ to dictate many of t@g day-to-day

economic decisions now made in this country.

Petroleum refining is, like other basic industries, vital to
U.S. economic, employment, and national security interests.
As such, this industry must be sited in the United States

where it can be protected from the conflicting and competing
interests of oth;r nations. It is also important that the
bulk of U.S. refining capacity remain under the jurisdiction
of U.S. laws, so that output can be directed in accordance
with the national interest in time of war or a similar na-

tional emergency.

Nevertheless, at a time when most other basic American indus-
tries, such as steel, automobiles and petrochemicals, are

afforded substantial degrees of protection under the customs
laws of the United States, the domestic refining industry

remains for all practical purposes unprotected. As the his-
tory of U.S. import controls on petroleum illustrate, no li-
cense fee has been collected on imports of either crude oil

or petroleum product since April 1, 1979. 1In our view, this
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is a classic example of how short-term political concerns
over a few tenths of a percentage point in the Consumer Price
Index can lead in th? long-term to higher consumer prices
resulting from foreign control over the supply and price of

petroleum products.

Second, in the absence of a tariff, we believe several in-
centives exist, which as an unintended consequence of the

decontrol of domestic crude oil prices, will encourage the
diversion of foreign-produced crude oil, from U.S. facilities

into- foreign refinerigs.

Under the recent entitlements program, which was designed to
equalize the benefits of price-controlled domestic oil among
domestic refiners, an entitlements benefit was created when
a barrel of uncontrolled crude was run in a U.S. refinery.
At its peak in May of 1980, when the weighted average dis-
parity between controlled and uncontrolled crude exceeded
$27.00, the benefit associated with the program was §6.22.
This subsidy offered a major integrated oil company with
foreign oil production, and both domestic and foreign re-
fining capacity, a compensatory incentive for refining the
high cost, uncontrolled, foreign barrel in a U.S. refinery.
This entitlement benefit helped to neutralize the lower
gocial and economic costs associated with refining tﬁat same

barrel in a foreign refinery.
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But the decontrol of crude oil has eliminated this incen-~
tive. With immediate decontrol, the incentive for domestic
refining has disappeared well in advance of the scheduled
September 30, 1981 date for the expiration of crude oil
controls. Thus, in the absence of an offsetting tariff or
fee on imported product, the lower economic and social cost
advantages accruing to foreign refiners will result in many
of th$ foreign barrels ‘of crude previously destined foF the
U.S. refiners being refined abroad instead.

There is no doubt that this change can occur very rapidly,
'for a great deal of excess capacity in foreign refineries
currently exists. The depressed product market is another
incentive for foreign refiners to maximize their U.S. sales.
In Western Burope, the London Petroleum Economist reports
that there is now over 500;000 bpd of sophisticated cracking
capacity under construction or firmly planned (of which about
300,000 bpd is catalytic and the remainder thermal or visi-
breaking projects) in addition to the various completions in
recent years. The Economist's September 1980 world refiﬁery
survey establishes that in 1979 U.S. refineries ran at 82
percent of capacity, compared to 86 percent and 85 percent
in the previous two years. The projected cutback in gasoline
use during 1980 has caused U.S. utilization rates to fall to
a low of 70 percent. But in Western Europe, capacity utile
ized in 1979 equalled only 69 percent, up slightly from 66
percent and 65 percent in the previous two years. In Italy

-
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the utilization rate earlier this year was only 55 percent.
Utilization rates in the Caribbean during the last two years

have only been in the 60-65 percent range.

Wheﬁ one combines the new sophisticated capacity in these
areas, along with the lower utilization rates and the an-
nounced plans of certain OPEC nations to begin construction
of new éxport refineries, some in joint ventures with large
integrated U.S. oil companies, the likelihood of increasing

product imports for this nation becomes a virtual certainty.

The establishment of a proper level for such an import fee
is an exacting task. Last year, in testimony before the
Senate Energy Committee in hearings on S. 1684, APRA sup-
ported a fee on imported product of $.03 per gallon or $1.26
per barrel. Given the demise of the entitlements program,
the disappearance of the subsidy for domestically refined
fofhiqn crude, and the increasing costs of domestic crude to
U.S. refiners, we feel that a substantially higher fee than
$.03 per gallon is justified. We stand ready to work with
the Administration and staffs of this Committee as well as
the House Ways and Means Committee to arrive at a fee which
will provide an adequate level of protection for the domestic

refining industry.
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V. Capital Creation In The Independent Refining Industry
Currently the capacity of the U.S. refining industry is ap-

proximately 17.8 million barrels per day. Energy conserva-
tion and projections of slow economic growth during the
1980's contribute to estimates of sluggish demand for petro-
leum products during the next decade. And yet a tremendous
amount of c’apital investment must be made by domestic refin-
- ers to upgrade and modernize their plant and equipment if

even this level of demand is to be met.

Many U.S. refin;ries are not equipped to process streams of
low gravity, high sulfur crude oil into environmentally ac-
ceptable products. Due to the growing scarcity of light

sweet crudes, these refiners will be forced to upgrade thoif
facilities in order‘ to compete effectively for available

.crudo oil supply. Petroleum refining is a highly caﬁiul

intensive industry. 'l."he current industry capital need has

been significantly exacerbated by a governmental program -
the Council on Wage and Price Stability (COWPS) price guide-
lines. The unique treatment accorded petroleum refiners

under the recently teniuaﬁd COWPS guidelines had a pro-

t'oundly- negative impact on the refining industry, parti-

cularly the non—:lniegtated refiners.

-

The COWPS price controls, introduced on October 2,. 1978 and
lasting through late January 1981, had the effort of dis~

couraging capital improvements to refineries. The price
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standard under the initial COWPS price regulations required
firms to limit their cumulative price increases to one-half
of a percentage point below the firm's average annual rate
of price increase during the first year of the COWPS program
of no more than 9.5%. Early in the program COWPS recognized
that the pri;e standard could not be met by petroleum re-
finers because the cost of their crude oil feedstocks was
rising Bso rapidly that no refiner could meet the price
standard and operate profitably. As a result, COWPS pro-
mulgated a separate gross margin standard for petroleum

refiners shortly after the program began. */

The absence of a practical alternative forced nearly all
refiners to use the gross margin standard for petroleum

refiners. Under this modified standard, petroleum refiners
compliance efiforts were measured under a gross margin test
that permitted only a fixed percentage markup over the cost
of the petroleum inputs used in the refining process. Be-
cause this test did not take into account any costs other
than petroleum inputs, non-petroleum cost increases could
not be passed t}:rough in the form of higher prices to

customers. Because capital investment in upgrading of re-

finery equipment is a non-petroleum cost, the cost of such

rx/ 44 Fed. Reg. 9,585 (1979). Although refiners could
choose to comply with an overall profit test, that test was
80 restrictive that almost no refiners were able to use it.

-23=



104

? .

improvements could not !ml recovered under the COWPS limita-
tions. Consequently, refiners faced a substantial incentive
to minimize capital expenditures for refinery improvement.
In the latter part of the COWPS program most refiners began
to suffer an additional burden arising from the decline in
the demand for petroleum products. A drop in sales volume
of petroleum pro'ductc resulted. Because the COWPS profit
margin test was based on a dollar per barrel margin, de-
clining wvolumes, coupled with constant or risiﬁg non=-
petroleum costs, forced a drastic profitability decline upon
refiners complying with the COWPS guidelines.

- The adverse effect of the COWPS regulations on both capital
investment and profitability of refiners was recognized both
by the Department of Energy (DOE) and by COWPS itself.

A May 30, 1980 DOE study entitled "Analysis of Impact of
COWPS Program on Production and Investment Incentives for
U.S. Refiners" documented the disincentives for capital
investment the COWPS regulations were causing, as well as
similar disincentives caused by DOE's own regulations:
Neither the DOE gasoline price control
program nor the CWPS liaitations allow

refiners to pass through the full cost of new
investments.

(Y

The CWPS gross margin limitation is more
restrictive than the DOE program . . .
because it provides no explicit recognition
of any investment costs.
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1d. at 7, 10.

In response to concerns raised by DOE, COWPS prepared a

report addressing the conflict between its regulations and
national energy policy, also ispned May 30, 1980. COWPS

recognized in its report, albeit reluctantly, that the DOE
concerns had merit. In fact, a few months later, COWPS

proposed guidelines for the third program year (to begin on
October 2, 1980), designed to alleviate the disincentives
for investment that the previous regulations imposed on

refiners. These standards, short-lived as they were, pro-
vided for adjustment to the guidelines for productivity gains
that resulted from, among other things, capital investment.
COWPS also authorized additional adjustments to the petroleum
refiners gross margin standard to reduce the disincentives
for investment in energy conservation its prior regulations

had imposed.

Disproportionate Burden Placed Upon Independent Refiners

Of great significance, moreover, is the fact that the sub-
stantial burdens imposed upon the refining industry by the
COWPS regulations fell disproportionately upon the in-
dependent refining segment of the industry. Almost without
éxception, the independent refiners complied with the
restrictive COWPS gross margin standard. Integrated oil

companies, by contrast, could avoid the restrictive impact
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of the gross margin standard for refiners by carefully
structuring intracorporate transactions. Because there were
no COWPS price limitations on production or purchase of
foreign crude qil, for example, integrated companies were
able to expand profit margins in their crude oil divilion;
to offset the restricted profits available in their refining
operations. Independent refiners had no such luxury. As a
result of this disparity, the major integrated oil companies
were able to use earnings generated by their non-refining

* operations to fund the substantial capital investment .needed
for refinery upgrading. Independent refiners were restricted
by COWPS regulations from building a sufficient profit

cushion to be used for the same purpose.

The discriminatory effect of the CbHPs regulations has con-
tributed to the disproportionate lack of investment in the
independent refining industry. This decline, caused in sub-
stantial part by governmentally imposed regulations, should
be corrected by tax policy designed to compensate for past
investment disincentives placed upon the smaller independept
refining industry. Accelerated depreciation for refining
assets is desperately needed. However, this investment must
occur now, not latér. The American Petroleum Refiners

Association believes that a five year life for refining

equipment fully justifies an accelerated effective date of

January 1, 1981. We also believe that an additional 10 per
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cent investment tax credit is needed to encourage investment

in sour crude conversion egquipment.

Huge amounts of capital are required to modernize or upgrade

even the smallest refinery. This is why the American Petro-

leum Refiners Association has compiled and submitted to the

Congress a very detailed description of tax incentives de-

signed to encourage this needed modernization.

These tax incentives include:

1)

(2)

(3)

(4)

A shorter, five year depreciable life for refinery

processing equipment;

An additional 10 percent investment tax credit for
expenditures made on certain new refining equip-

ment (e.g., sour crude processing equipment);

Increased investment credits for certain addition-
al items of refinery equipment whose principal
purpose is the conservation of energy consumed in

the refining process. (An expansion of existing

provisions contained in the Energy Tax Act of

1978);

1

Immediate write-off of certain obsolete refining

equipment; and
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(5) Expensing of pollution control equipment.

We believe that these tax incentives should form an integral
part of any comprehensive national refining legislation.
Appended to our written testimony is a full description of

these tax incentives.

It is important to recognize that tax incentives alone cannot
assure that the needed investment in refinery retrofitting
will occur. Tax credits are of benefit only if refiners can
obtain loans at a rate of interest sufficient to allow a

profitable return on investment.

Obtaining the capital to modernize is impossible without ac-
cess to crude oil at a competitive price. Our testimony has
already addressed this important prerequisite in some detail.

Petroleum refining consumes from 4 to 5 percent of a barrel
of crude oil in the refining process. Together with the

petrochemical industry, refining accounts for 35 percent of
all energy consumed in the U.S. industrial sector. The po~-
tential for energy savings in downstream petroleum processing

is very large.
APRA supports early passage of S. 750, The Industrial Energy
Security Tax Incentive Act of 1981. This legishtioh will

help ensure that U.S. refineries are modernized to process
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crude oil into refined products with the least possible
amount of energy loss.

The American Petroleum Refiners Asgociation would also sug-
gest thagyzie congress explore the:desirability of providing
a federal loan guarantee program for those refiners with

crude access who must upgrade and modernize to remain com-
petitive. We would recommend that Title II of Senator

Johnst;h'a Doﬁestic Refinery Policy Act, S. 1684, be used a§
; basis for such a loan guarantee program. It is important,
however, that any loan guarantee program be designed to as-

sist dEIy neeﬂed"upgrading in refineries where the necessary

capital cannot be acquired through conventional means. Fed-
eral loan guarantees should target refiners for assistance
wh;_have planned upgrading to make better use out of the
residual fractions of the barrel and enhance their energy
efféciency and should not encourage the construction of un-

(O

nec;ssary excess distillation capacity in the U.S.
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VI. An Independent Refiners Crude Purchasing Cooperative

As stated earlier, the critical problem facing domestic in-
dependent refiners is access to competitively priced crude
0il. Smaller independent refiners acting individually are
not usually capable of buyinq.crude oil in significant enough
quantities to obtain a quantity discount. 1In this sense,
independent refiners face a problem similar to that ex-
perienced by the smaller farmers of this country who found
themselves unable to borrow needed capital in the 1920's.
1t has been proposed that a partial solution to the crude
access question may lie in the formation of a crude oil
cooperative -- an industry-run purchasing organization that
would buy appropriate grades of crude oil in volume for -
resale to small and independent refiners. Such an or-
ganization might, if properly organized, enable small and
independent refiners to enjoy the advantages of size and
market power when competing with major oil companies for
crude oil supplies. In any case, the cooperative function
should extend'only to the acquisition of crude oil. Trans-
portation, refining, and marketing operations should be

operated free from any cooperative influence.

informal crude purchasing cooperatives organized around a
small group of refining companies are currently attempting
to secure crude contracts from foreign governments. An ef-
fort should be made to determine what degred of success has
been achieved or is expected by these informal purchasing
groups.
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The detailed organization of any such cooperative should be
left to those smaller independent refiners who wish to par-
‘ticipate. However, a small appropriation might be necessary
in order to organize the cooperative and provide initial
working capital. This amount should be repaid after a brief

period of time.

After a start-up phase, operational funds might be provided
by amounts retained from the purchase (from the Federal gov-
ernment, from other governments, from private parties) and
delivery (to patrons) of crude oil supplies. Capital for

acquisition of crude oil might be obtained by first deter-
mining the amounts of capital required and then requiring

each member to provide its p;pportionate share based on ac-

tual or anticipated participation (taking of crude oil).

Decisions regarding quantities and qualities to be acquired
and allocation of limited supplies might be made by officers
or directors of the cooperative. Broad or specific criteria
might be formulated by the members. It might be provided in
the charter and/or by-laws that certain minimum percentages
of crudé available to the cooperative would be reserved for
certain categories of refiners, such as larger independent

refiners, small refiners, asphalt refiners, etc. Moreover,

the cooperative qould be divided into departments reflecting
these categories of refiners. If desirable, there might be
regional cooperatives owning shares in the national éoop-

erative.
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Legislation may be required to: (1) clarify the coop-

erative's status under the anti-trust laws, (2) empower it
to negotiate with foreign governments as well as any other
entity possessing crude oil supplies, (3) stamp the coopera-
tive '"Government approved" without making it a part of the
Department of Energy (it might be made subject to oversight
by an independent agency within the executive branch similar
to the Farm Credit Administration), and (4) provide it with
a tax exemption along the lines of the existing exemption

for agricultural cooperatives,
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VII. Standby Allocation Program

Though not within the legislative jurisdiction of this Com-
qittee, APRAAbelieven that a standby allocation program, to
be implemented only upon the occurrence of a specific and
detailed set of circumstances, is an essential element of
national r;tining policy. This program must be adopted in
order to equitably allocate crude oil if a supply shortage,
relative to domestic demand, is caused by events either at
home or abroad. APRA believes that in today's market a
crude oil supply shortage equal to seven percent of national
supply requirements would serve as an appropriate triggering
mechanism for implementing the standby allocation program.
This trigger is the same as U.S. obligations to share crude
o0il under the International Energy Agreement [IEA]. The
program should also be capable of being activated if distor-
tions occur in the priceé of crude oil available on the spot
market, similar to the phenomenom which occurred in the

summer of 1979.

APRA believes that it is incumbent upon Congress to fashion
criteria which are as specific as possible in expressing
Congressional intent regarding a standby allocation program
for crude oil supplies. Under the DOE's previoﬁa Buy/Sell
Program, as well as its mechanism for obtaining exception
relief from the Office of Hearinas and Appeals, there was a
great deal of controversy among affected parties at the

administrative level regarding the spe: (fic Congressional
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intent behind the criteria utilized to assess a firm's
eligibilty to partic;pate in these programs. APRA also
recognizes that imperfections in the program will, to a
certein degree, be inevitable. However, such imperfections ’
are certainly preferable to a situation in which Congress
fails to adopt any standby allocation program at all. APRA
also believes that such a program should be capable of re-
dressing supply interruptions experienced by specific re-

finers inordinately affected by unanticipated events.

APRA would like to emphasize that its members are both will-
ing and capable of competing with larger integrated oil com-
panies for available supplies of crude oil, provided such

competition is opsn. However, when the crude oil market's
normal supply/demand mechanisms are distorted such that

equitable access to supplies at competitive prices is impos-
sible, it is the obligation of the federal government to in-

tervene and provide for an adequate allocation program.

6RLS6C
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Appendix A

American Petroleum Refiners Association

- Membershlp by State

ALABAMA

MARION CORPORATION
Mobile, AL
Refinery: Theodore, AL

MOBILE BAY REFINING COMPANY
Chickasaw, AL
Refinery: Chickasaw

ARIZONA

LA JET, INC.
Phoenix, AZ

CALIFORNIA

GOLDEN EAGLE REFPINING
COMPANY, INC.

Los Angeles, CA

Refinery: Carson, CA

GULF STATES OIL & REFINING
COMPANY
Beverly Hills, CA

LA JBT, INC.
Los Angeles, CA )
LUNDAY-THAGARD OIL COMPANY
South Gate, CA

Refinery: South Gate, CA

MARLEX OIL & REPINING, INC.
Long Beach, CA
Refinery: Long Beach, CA

POWERINE OIL COMPANY
Santa Fe Springs, CA
Refinery: Santa Pe Springs, CA

COLORADO
ASAMEBRA OIL (U.8.) INC.

Denver, CO
Refinery: Commerce City, CO

GARY REFINING COMPANY
Englewood, CO
Refinery: Fruita, CO

WYOMING REFINING COMPANY
Denver, CO

GEORGIA

YOUNG REFINING CORPORATION
Douglasville, GA
'Refinery: Douqlasville, GA

IDAHO

UNITED INDEPENDENT OIL COMPANY
Boise, ID :

INDIANA

GLADIBUX REFINERY, INC.
Port Wayne, IN
Refinery: Fort Wayne, IN

INDIANA FARM BUREAU COOP
ASSOCIATION, INC.

Mount Vernon, IN

Refinery: Mount Vernon, IN

INDUSTRIAL FUEL AND ASPHALT
OF INDIANA, INC.

Hammond, IN

Refinery: Hammond, IN

LAKETON ASPHALT REPINING, INC.
Evansville, IN

Refinery: Laketon, IN

IOWA

PESTER REFINING COMPANY
Des Moines, IA



KANSAS

E-Z SBRVB' INC.

Refinery: Shallow Water, KS
HUDSON OIL COMPANY, INC.
Kansas City, KS

PESTER REFINING COMPANY
Refinery: El Dorado, KS

PIONEER REFINING,
Wichita, KS

LTD.

LOUISIANA

BRUIN REPINING, INC.
Refinery: St. James, LA

CANAL REFINING COMPANY
Church Point, LA
Refinery: Church Point, LA

CLAIBORNE GASOLINE COMPANY
Refinery: Lisbon, LA

CONSOLIDATED PETROLEUM
INDUSTRIES, INC.
Refinery: Lake Charles, LA

ERGON REFINING, INC.

Monroe, LA

EVANGELINE REFINING
COMPANY, INC,
Refinery: Jennings, LA

HILL PETROLEUM COMPANY
Refinery: Krotz Springs, LA

INTERNATIONAL PROCESSORS
New Orleans, LA
Refinery: St. Rose, LA

LA JET, INC.

Refinery: St. James, LA

MT. AIRY REFINING COMPANY
Refinery: Garyville, LA

PLACID REFINING COMPANY
Refinery: Port Allen, LA
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SOUTH LOUISIANA PRODUCTION
CO., INC.

Lafayette, LA

Refinery: Mermentau, LA

T & S REFINING CO., INC.
Refinery: Jennings, LA

MICHIGAN

INDUSTRIAL FUEL AND ASPHAT
OF INDIANA, INC.
Grand Rapids, MI

LAKESIDE REFINING COMPANY
Southfield, MI
Refinery: Kalamazoo, MI

TEXAS AMERICAN PETROCHEMICALS
INC.,
Refinery: West Branch, MI

MISSISSIPPI

ERGON REFINING,
Jackson, MS
Refinery: Vicksburg, MS

INC.

SOUTHLAND OIL COMPANY
Jackson, MS
Refineries:
Yazoo City
Sandersville
Lumberton

NEW MEX1CO

NAVAJO REFINING CO.
Artesia, NM

Refinery: Artesia, NM

TONKAWA REFINING COMPANY
Roswell, NM

NEW YORK
GULF STATES OIL & REFINING

COMPANY
New York, NY
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OHIO

MT. AIRY REPINING COMPANY
Cincinnati, OH

OKLAHOMA

ALLIED MATERIALS CORPORATION
Oklahoma City, OK
Refinery: Stroud, OK

BASIN REFINING, INC.
Refinery: Okmulgee, OK

CANAL REPINING COMPANY
Tulsa, OK

GULF STATES OIL & REFINING ,
COMPANY
Tulsa, OK

HUDSON OIL CO., INC.
Refinery: Cushing, OK

ORKLAHOMA REFINING COMPANY -
Oklahoma City, OK
Refinery: Cyril, OK

TONKAWA REFINING COMPANY

Oklahoma City, OK
Refinery: Arnett, OK

SOUTH DAKOTA
WYOMING REFINING COMPANY
Rapid City, SD

TEXAS

BASIN REFPINING, INC.
Dallas, TX

BRUIN REFINING, INC.
Houston, TX

CARBONIT REFINERY, INC.
Houston, TX
Refinery: Hearne, TX

CLAIBORNE GASOLINE COMPANY
Dallas; TX
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COPANO REFINING, INC.
Midland, TX

San Antonio, TX
Refinery: Ingleside, TX

CONSOLIDATED PETROLEUM
INDUSTRIES, INC,

Abilene, TX
Houston, TX
Midland, TX
E-Z SERVE, INC,

Abilene, TX

Houston, TX

Refinery: Fort Worth, TX

EVANGELINE REFINING
COMPANY
Houston, TX

FRIENDSWOOD REFINING
CORPORATION

Houston, TX

Refinery: Friendswood, TX

GUAM OIL & REFINING CO,
Dallas, TX

GULF STATES OIL & REFINING CO.
Houston, TX
Refinery: Corpus Christi, TX

HILL PETROLEUM COMPANY
Houston, TX
Refineries:
Corpus Christi, TX
san Antonio, TX

INDEPENDENT REFINING CORP.
Houston, TX
Refinery: Winnie, TX

LA COSTE REFINING CORP.
San Antonio, TX
Refinery: La Coste, TX
LA JET, INC.

Abilene, TX

Houston, TX

MARION CORPORATION
Bouston, TX



MT. AIRY REFINING COMPANY
Houston, TX

NAVAJO REFINING COMPANY
Dallas, TX
Houston, TX

PETRACO-VALLEY OIL &
REFINING COMPANY

Rouston, TX

Refinery: Brownsville, TX

PIONEER REFINING, LTD.
San Antonio, TX
Refinery: Nixon, TX

PLACID REFINING COMPANY
Dallas, TX
Refinery: Mont Belvieu, TX -

QUITMAN REFINING COMPANY
Houston, TX
Refinery: Quitman, TX

SABER REFINING COMPANY
Houston, TX
Refinery: Corpus Christi, TX

SIGMOR CORPORATION
San Antonio, TX
Refineries:
"Three Rivers, TX
Corpus Christi, TX

SOUTH HAMPTON REFINING CO.
Silsbee, TX
Refinerys: Silsbee, TX

SOUTHWEST PETROREFINING
Houston, TX
Refinery: Donna, TX

T & S REFINING CO., INC.
Houston, TX

TEXAS AMERICAN PETROCHEMICALS,
INC.
Midland, TX

TEXAS ARMADA REFINING CO.
Houston, TX
Dallas, TX
- Refinerys Fort Worth, TX
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TIPPERARY REFINING CORPORATION
Houston, TX

Midland; TX

Refinery: Ingleside, TX

VEDETTE ENERGY CORPORATION
Houston, TX

Refinery: Brownsville, TX
WYOMING REFINING COMPANY
Houston, TX

WASHINGTON

UNITED INDEPENDENT OIL CO.
Refinery: Tacoma, WA
WYOMING

GLENROCK REFINERY, INC.
Glenrock, WY

Refinery: Glenrock, WY
WYOMING REFINING COMPANY
Refinery: Newcastle, WY

DISTRICT OF COLUMBIA

INTERNATIONAL PROCESSORS
Washington, D.C.

PETRACO-VALLEY OIL & REFINING
COMPANY
wWashington, D.C.



ASSOCIATE MEMBERS
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ALEXANDER & ALEXANDER, INC.

E. I. DUPONT DE NEMOURS &
COMPANY

ENGELHARD MINERALS & CHEMICALS
CORPORATION

ETHYL CORPORATION
FEDCO OIL COMPANY

FIRST CITY NATIONAL BANK OF
HOUSTON

HOWE-BAKER ENGINEERS, INC.
KNOX OIL OF TEXAS, INC.
MELLON ENERGY PRODUCTS COMPANY

MINRO OIL, INC.

NALCO CHEMICAL COMPANY
THE ORTLOFF CORPORATION
OXIRANE CORPORATION

PPG INDUSTRIES, INC.

THE QUARLES AGENCY, INC.

ROLLINS BURDICK HUNTER
AGENCY OF TEXAS, INC.

SOUTHWESTERN GULF PETKOLEUM
COMPANY

WEST TEXAS MARKETING
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Energy - N
Data Reports o i

For information call Susan J. Harris Petroleunm Refineries, Annual
Telephone: (202) 252-5992 .

PETROLEUM REFINERIES IN THE UNITED STATES
. AND U.S8. TERRITORIES

JANUARY 1, 1980

On January 1, 1980, there were 319 refineries in the United States
with a total crude oil distillation capacity of 18.0 million barrels
per calendar day and 19.1 million barrels per stream day, according
to the Energy Informatian Administration, United States Department of
Energy. During 1979, the number of refineries in the United States,
excluding the terrzitories, inoreased eight while the capacity
increased by 443,736 barrels per calen day. The net increase of
eight in the number of refineries was the result of the start-up

of eleven and the dismantling of three during 1979.

Crude oil distillation capacities prbiootcd for January 1 of 1981 and
1982, show increases of 589,497 barrels and 554,747 barrels per stream
day, respectively.

The projected average refinery input of orude oil and other feedstocks
to xefineries in the United States during 1980 is 17.2 million barrels
per stream day. Increases projected for the next two years will
bring the total daily average input to 18.8 million barrels in 1982.
These increases in input are reflected in the increases in gro ected
product yields. The current year's projected output of 16.2 million
barrels per stream day is expected to increase to an average of 17.8
million barrels-.per stream day during 1982.

Shell storage capacity for crude oil and selected petroleum products at
refineries on January 1, 1980, totaled 662,509 thousand barrels.
Compared with January 1, 1979, crude oil storage capacity increased

by 8,406 thousand barrels. Refinery working storage capacity, collected
for the first time this year, is 587,351 thousand barrels.
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TABLE 1.- CRUDE DISTILLATION CAPACITY IN THE UNITED STATES, BY
REFINER IN DESCENDING ORDER: JAWUAXY 1, 1980

(BARRELS PER CALEXDAR DAY)

Companies coatrolling more than
100,000 b/d cxude oil capacity:

Exxon Corp,
Baytovn, Texas 640,000
Bston Rouge, Louisiana 500, 000
‘Linden, New Jersey 290,000
Senicia, Californis 102,000
Billings, Moatana ﬁz,m
1,577,000
Standaxd 011 Co, of Californis
El Segundo, California .+ . k05,000
Richmond, Californis ' 365,000
fascagouls, Mississippl 280,000
Perth Amdoy, New Jersey 168,000
Kl Paso, Texas 76,000
Honolulu, Hawaii k6,000
Salt Lake, Utah 45,000
Bakersfield, California 26,000
Kenaf, Alaska 22,000
Willbridge, Oregon 15,000 -
mtm. l!uylud u.mﬁ
Richmoad Beach, Washington
1,567,000
Ssandaxd 011 Co, of Indisne
Amoco Ol Co, .
Texas City, Texas . k15,000
Whiting, Indiana 380,000
Wood River, Illinois 108,000
Sugar Cresk, Missouri 104,000
Mandan, North Dekota 56,000
Yorktown, Virginia ,000
Casper, Wyoming ,000
Sslt Lake City, Utah 29,000
Ssvannah, Georgia 18,000
Baltimore, Maryland 15,000
' 1,236,000

-
Although these refineries are mormslly shutdown on Janusry 1, th
Bear capscity during the asphalt peving seascn. » they are oparated at or

.3.
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Csoacity b/d
She)l 04} Co, .
hell 0l Co,
Desr Park, Texss 285,000
Wood River, Illinois 283,000
Rorco, Louisiana .230,000
Martinez, Californias 104,000
Vilsington, Californis 93,000
Anacortes, Weshington 91,000
Odesss, Texas »000
Gallup, New Mexico 18,000
1,136,000
Zexeco, Ine,
Zexsso, Inc,
Port Arthur, Texas 365,000
Convent, Louisians 140,000
Westville, Nev Jersey g‘o.,ooo
Lavrenceville, Illinois »000
Anscortes, Washington 78,000
Wilnington, California 75,000
Lockport, Illinois 72,000
West Tulsa, Oklahoma zo.ooo
Port Neches, Texas 7,000
Casper, Wyoming 21,000
Amarillo, Texas 20,000
%1 Paso, Texas 27,000
1,059,000
1L 0] Corp,
Port Arthur, Texas 335,800
Philadelphis, Penansylvania 206,300
3elle Chasse, Louisiana 195,900
Santa Fe Springs, California 51,500
Toledo, Ohio : EO.300
Cleves, 0Ohio » 700
Venice, Louisisna ) _é_,m
912,200
Mobil 0f1 Corp.
Beaunont, Texas 325,000
Joliet, Illinois 180, 000
Torrance, Californie 123,500
Paulsboro, Rev Jersey ,000
Farndale, Washington T,500
Augusts, Kansas Eo.ooo .
Buffalo, Nev York 43,000
891,000

.u.
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Capacity b/d
dtlaptic Richfield Co. .
Bouston, Texss 345,000
Philedelphia, Pemnsylvanis 165,000
Carson, Californis 180,000
Rogth S1ope Aleske iz
e, Alas
e 834,200
e n‘.m g‘l k‘.
Caryville, louisiana 255,000
Robiason, Illinois 195,000
Texas City, Texas +500
Detroit, Michigsn
588,000
Lemont, Iizuota . 151,000 \.
Nederland, Texas 120,000 .
Wilaington, California 108,000 -
Rodeo, California 70,000 ’
Arroyo Grande, Cslifornia 1,000
. 450,000
i Co, Inc,
‘fup Co, Ioc,
Marcus Hook, Pennsylvania 165,000
Toledo, Ohio 125,000
Tulss, Oklshoma 0300
Corpus Christi, Texas To 8455
Duncan, Oklahoma _gﬁ..m
Catlettsburg, Keatucky 213,400
8t. Paul ’lﬁ. Minnesota ‘1.1&3
Canton, Obio 66,000
Buffalo, Mew York 6k,000
Loutisville, Keatucky 25,200
Findley, Pennsylvacis 20,400 *
Freedom, Pennsylvania 6,800
h62,943

'nw these refineries ere mormally shutdown on January 1, they are opersted at or
sear capacity during the asphalt paving season.
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‘ Cepgcity b/d
d -
Lima, Ohio 168,000
Toledo, Ohio 120,000
Marcus Hook, Pennsylvania 164,000 .
! 452,000
Thillics Petrolewm Co,
Xhillips Petroleua Co,
Sweany, Texas 218,000
Borger, Texas 7,000
Kansas City, Kansas , 000
Voods Cross, Utsh 2,000
Great Falls, Montana ﬁ.m
! k25,000
Sopco®
] vt
“Ponca City, Oklahoma . 13':.000
West Lake, Louisiana 7,000
Billings, Montana »500
Paramount, California »500
Wrenshall, Minnesota 23,500
Bgan, Louisiana 12,000
Deaver, Colorado " 10,100
Sants Maria, California 22500
375,100
Coasts] Corp,
Corpus Christi, Texas 185,000
4
Hercules, California 85,000
North Wichita, Kansas 27,982
297,982
Cities Service Co,
V.
Lake Charles, Louisiana 291,000
Getty O{] Co,
Delaware City, Delavare ) 140,000
£1 Dorado, Kansas 80,577
Bakersfield, Californis®
ak3, o

1 pormerly Contimental 0f1 Co.
® Formerly Mohavk Petreleua Corp.
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Appendix C

AMERICAN PETROLEUM REFINERS ASSOCIATION

607 RING BUILDING » WASNHINGTON, D.C. 20038 ¢ (202) 331-7081

MEMORANDUM
DATE: November 6, 1980

SUBJECT: SMALL REFINER INVESTMENTS IN INNOVATIVE
PETROLEUM PROCESSING.

Listed below are innovative technoloqical advancements
in petroleum refining along with the name of the refining company
which first installed the processing unit.

Name of Year
Process company Started Un
First Thermal A small refinery in Independence, 1913
Cracker Kansas, apparently owned by UOP
First Poly Unit Small refiner (unidentified) 1936

in Michiqan
First FCC Unit Root Refininq, Eldorado, Kansas 1943
First HF Alkylation Root Refininqg, Eldorado, Kansas 1943
Unit
First Platformer 014 Dutch Refining 1949

Muskeqon, Michiqan

First Udex Unit Eastern States Refining 1952
Houston, Texas

First Hydrocracker Powerine 0il Company 1962
Santa Fe Springs, California

First Molex Unit Union Texas Petroleum 1964
Winnie, Texas

.

“FOSTERING THE INTERESTS OF SMALL REFINERS"

786-887 0 - 81 - 9
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S - U - M - M - A - R -Y
PROPOSALS POR SMALL AND INDEPENDENT REPINERS

Small " and independent refiners in this country face
fierce competitive pressures from the major, integrated oil
companies, on the one side, and erratic marketplace and
regulatory forces on the other.

They and the country together face the need to produce
8 wider range of more sophisticated petroleum products at a
lower cost to the consumer, to adjust to a more sour crude
oil supply, and to continue to serve the many diverse--some-
times isolated--domestic markets.

In order to create a stable economic climate, in which
refiners that are willing to adapt to the needs of the
¢ountry can survive, the American Petroleum Refiners Asso-
ciation ("APRA") and its member companies are proposing that
new ta; and other legislative and administrative measures be
adopted.

The proposals can be viewed as a package or separately.

A number of the proposed provisions would be temporary.
They would apply only during a transition period lasting a
few years (remembering, however, that delays in obtaining
permits can postpone refinery construction for 5 years or
more), O

Given thege measures, the small and independent re-
finers will be able to produce the petroleum products that
this society needs and do so in competition with some of the
world's largest corporations.

APRA and its members propose, for small and independent
refiners:

== INCENTIVES TO "FREE-UP®" CRUDE OIL SUPPLIES for
small and independent refiners;

-= AN ADDITIONAL 10 PERCENT INVESTMENT TAX CREDIT for
certain investments in new refining equipment that
expands and modernizes existing refinery facili-
ties 80 as, for example, to permit the processing
of more sour crude and to conserve energy;

== BROADENED ASSET DEPRECIATION RANGE (ADR) for this
same type of investment to permit a lower range
life ot yeara;
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-- allowance of an IMMEDIATE WRITE-OFF, OR BXPENSING,
OF POLLUTION CONTROL EQUIPMEBNT)

== RAPID WRITE-OFF OF CERTAIN OBSOLETE EQUIPMENT;

-~ NONRECOGNITION TREATMENT (tax to be deferred rather
than paid currently) on sale of assets and rein-
vestment, plus RELAXATION OF EXISTING RESTRICTIONS
ON CARRYOVERS OF NET OPERATING LOSSES; and

-- CREATION OF SPECIAL FOREIGN TRADE ZONEBS for certain
refineries, where their operations would be wholly
or partially exempt from certain Pederal, State and
local taxes, duties and fees and from which the
reexport of refined foreign crude oil would be
simplified.

APRA and its members, together with other organizations
and groups, will work with the Legislative and BExecutive
Branches towards enactment of these proposals.

Also, the Administration is presently formulating its
capital formation proposals. These proposals should take
into account the situation facing domestic small and inde-
pendent refiners.

REVENUE EFFECTS

The revenue effects of the APRA proposals have been
estimated to the extent possible at this time. This work
was performed by the accounting firm of Brnst & Whinney,
based upon information provided by APRA, its independent
consultant, William K. Hunter and its tax counsel, Charles
M. Bruce of Cole Corette & Bradfield.

Revenue estimates for three of the proposals (addi-
tional 10% investment tax credit, broadened asset depre-
ciation range, and immediate write-offs for pollution
control equipment) have been made. One of the proposals
(incentives to "free-up" crude oil supplies) is not suscept-
ible of accurate revenue estimates at this time, due to the
difficulty of estimating the response to such a proposal and
the size of the deduction that would be necessary to create
an effective incentive. The revenue effect of another
proposal (relaxation of existing restrictions on carryovers
of net operating losses) could not be accurately determined
because the NOLs of small refiners cannot be accurately
estimated and, furthermore, no reasonable estimate can be
made of the extent to which such NOLs ultimately would be
utilized. In any event, it is likely that this proposal
would have a negligible revenue effect. One proposal (rapid
write-off of certain obsolete equipment) is thought to be
largely a clarification of existing practice.
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Two remaining proposals (changes in the non-recognition
rules and creation of special foreign trade zones) are
estimated to have only slight revenue effects. Por the
three proposals for which revenue effects are available, the
maximum agqregate revenue loss for fiscal year 1980, assum-~
ing an effective date for these proposals of January 1,
1980, would be $42.4 million; for fiscal year 1981, $164.5
million; and for fiscal year 1982, $236.9 million.

The revenue effects of the proposals can be sum-
marized as follows:

-- Agqgregate Revenue Bffects. Taking into considera-
tion the éEree proposals for which revenue estimates are
available, the maximum aggregate revenue effects for each
year in a 10-year period beginning with 1980 are as follows:

Calendar Year Piscal Year

MTam ons {In miliions)
1980 ($ 56.6) ($ 42.4)
1981 ($ 195.7) ($ 164.5)
1982 (S 240.2) {$ 236.9)
1983 ($ 226.9) ($ 231.1)
1984 ($ 230.8) ($ 228.7)
1985 ($ 204.3) ($ 211.5)
1986 ($ 122,9) {$ 141.,5)
1987 ($ 46.5) {$ 61.0)
1988 $ 19.0 $ 6.3
1989 $ 68.1 $ 59.1

- Revenue Bffects for Pour H thetical Refiners.
Revenue estimates were made for four hypothetlical refiners.
These estimates show the magnitude of the tax benefits being
proposed in comparison with the expenditures that will

have to be made by small refiners, -

A small, sweet crude vefiner that finds itself faced
with the necessity of processing sour crude--or going out of
business, will need to spend as much as $140,000,000 in
order to upgrade its facilities. This expenditure will
allow it to operate at a capacity of 30,000 bpd. In the
likely event that it decides at the same time to expand its
capacity, the required expenditure may be twice tnat amount.
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Por purposes of illustration, four hypotheticals were
developed: Refiner A has a Category I refinery and expends
$28,100,000 to expand its facility and move into Category
I1. (This development is unlikely to occur since Refiner A
would simply be iIncreasing its capacity and therefore
compounding its marketing problems; it would not be growing
in sophistication of processing or improving the marketabil-
ity of its product slate.) Refiner B has a Category I
vefinery and expends $77,500,000 to move into Category III.
Refiner C has a Category I refinery and expends $127,900,000
to move into Category 1V, Refiner D has a Category 1
refinery and expends $139,100,000 to move into Category
v. : :

Por purposes of these estimates, the small refining
industry is divided into the following five categories:

Category Operation Type Crude Oil Capacity Crude 0il Type
1 Topping 8,500 BPD Lt. Crude with 0,
11 Topping 30,000 BPD Lt. Crude with O,
111 Hydroskimming 30,000 BPD Lt. Crude with 0.
v Catalytic Cracking 30,000 BPD Lt. Crude with 2,

v Hydrocracking 30,000 BPD Lt. Crude with 2

The total and individual year revenue effects for each
hypothetical refiner are as follows (in thousnds of dollars):

Refiner .A 1980 1981 1982 1983 1984
(23.5) (237.2) {517.6) (1,194.0) (1,891.2)
1985 - 1986 1987 1988 1989

(1,645.6) (1,061.3) {659.8) (310.7) 38.4

Refiner B 1980 1981 1982 1983 1984
(65.0) (654.3) (1,448.5) (3,409.1) (5,398,.0)
1985 1986 1987 1988 1989

(4,675.4) (3,009.4) (1,869.7) (879.2) 113.9

5% S
58 S
7% S
0s 8
0s s
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REFINER D 1980 1981 1982 1983 1984
(116.8) (1,174.3) (2,639.8) (6,345.3) (10,057.5)

1985 1986 1987 1988 1989

(8,687.8) (5,591.5) (3,477.4) (1,639.4) 203.5
A_PEW WORDS ABOUT ASPHALT REFINERS

Special attention should be given to another class of
small refiners, small asphalt refiners.

Small asphalt refiners typically have designed their
facilities and made substantial capital expenditures so as
to be able to first process low-gravity sour crude oils and
then store {in many cases at high temperatures) the finished
petroleum products. These refiners have normally been in
existence for many years. They were not spawned by recent
government regulations and product shortages. These re-
finers have the ability to refine sour crude into finished
petroleum products . ready for sale to the ultimate consumer
without requiring further processing by another refinery,
large or small. Many of these refiners produce sizeable
quantities of specialty products and are substantial marketers
in their geographic area. Many of these small refiners are
today, and have been, suppliers of sizeable quantities of
various petroleum products to the United States Armed
Forces. They are also substantial suppliers of roofing and
paving grades of asphalt for the home and commercial build-
ing and highway construction industries.

One of the primary concerns of this segment of the
small refining industry is equal access to suitable types of
crude oil at competitive prices. As more of the major oil
companies, with their vast financial resources, begin
processing these sour crude oils, it is possible, perhaps
even probable, that the major oil companies will discontinue
making this quality of crude oil available to this category
of small refiners. In most cases the major oil companies
will convert "the bottom of their barrel® to coke. Not only
will the historic small refiner of sour crude be adversely
impacted, but many of his customers, including the military
and highway construction industries, will f£ind that their
source of petroleum products is disappearing. If replace-
ment suppliers can be located, they will normally be at more
distant locations, requiring higher transportation costs.

At a minimum the major oil companies should be en-
couraged--by the enactment of the aforementioned incentives
to "free-up” crude oil supplies--to continue to make this
type of crude oil available to this category of small
refiners at competitive prices. .
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APPENDIX E K
A HISTORY OF GOVERNMENT CONCERN FOR THE VIABILITY OF

THE INDEPENDENT REFINING INDUSTRY

Critics of smaller and independent refiners often ignore the
reasons behind the long history of government concern for

the independent refining industry.

Federal programs attempting to address the particular problem
of equitable access to crude oil have been an integral ele-

ment of this nation's energy policy for many years. The evo-
lution of these programs began in the 1950's when the United
States initi&lly recognized its growing dependehce on foreign
oil imports. The first formal effort by this country to con-
trol its level of oil imports occurred on July 29, 1957, vwhen
President Eisenhower accepted the report of his Special Com=-
mittee to Investigate Crude 0il Imports. This report recom-
mended that national crude oil imports should not exceed

1,031,000 bp4d, -an amount which represented a level of imports
equal to approximately 12 percent of doﬁestic production at

that time.

A voluntary compliance program was then adopted to achieve
this goal, but it failed to attract the necessary level of
cooperation within the industry. As a result, on March 10,
1959, President Eisenhower issued Executive Order No. 3279
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which abolished the voluntary program and established in its
place a mandatory oil import program (MOIP).

The MOIP was based on a system of granting import quotas to
all refiners and permitting exchanges as the means by which
imported oil was allocated. The "historic" importers were
cut back to 80 percent of their last allocation under the
voluntary program and the remaining imports were then dis-
tributed to all refiners by the application of a sliding
scale formula. The sliding scale allocations were cumula-
tive so that every refiner, regardless of size, would re-
‘ceive the same allocation as a percentage of its first
10,000 bpd, of its second 10,000 bpd, and so forth. More-
over, this system resulted in a benefit to smaller refiners,
since that refiner's quota allocation constituted a greater

proportion of its refinery runs than a large refiner.

The end result of the MOIP's sliding scale approach was to
force large, integrated nmulti-national o0il companies to
share the advantages of the cheaper imports with indepen-
dent refiners. Exchanges were usually accomplished by a
contractual agreement between an interior refiner which
held an import qﬁota and a coastal refiner which had ac-
cegs to foreign oil. The inland refiner agreed to buy a
specific amount and type of foreign oil for delivery to the
coastal refiner. In return, the tidewater refiner agreed

to deliver a specific amount of domestic o0il to the inland

-2-
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refiner. The "exchange" of o0il was largely a matter of
paperwork, since both the inland and coastal refineries
continued to arrange for supplies from their customary

sources.

The quota sharing aspect of the program was supported at the
time by the Justice Department on the grounds that it would
counteract concentration in the petroleum industry. Although
stated with reference to residual fuel oil, Assistant Attorney
General Lee Goevinger expressed what was believed to bel the
Department's attitude toward historic allocations.
Use of the historic pattern as the principal
basis of allocation, other than for temporary
purposes . . . [is] . . . antithetic to the
normal process of growth and change through
competitive efforts. By virtue of the compe-
titive advantage in costs of imported over
domestic residual, what changes in industry
structure do occur are in the direction of
growing concentration and increasing domina-
tion by the principal historic importers.
An additional reason underscoring the need for quotas was
that the program helped guarantee crude access to inland
independent and small refineries and thereby aided in the
dispersement of refining facilities for national security
purposes. The federal government recognized the vulner-
ability of the country during military attack if our do=~
mestic refining capacity was concentrated in a few large
coastal locations. This vital national security factor
continues to be an important reason for insuring the vi-

ability of the nation's small refiners.

3=
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The MOIP and the sliding scale allocation system continued
in effect with few changes until 1973. It is interesting to
note that in 1969 the Justice Department reiterated its sup-
port of regulatory efforts to aid the smaller segments of

the petroleum industry in the interests of enhanced competi-
tion. Richard W. McLaren of the Antitrust Division announced
that his office had designed a plan to prevent the special

allocative powers of the integrated firms from affecting the
ability of some segments of the industry to compete. Accord-
ing to McLarpn's plan, a different distribution of product
quotas, as well as the power that came with import quotas,

would serve to prevent the major integrated firms from re-

stricting competition.

Although flexible enough to last more than a decade, the MOIP
was simply not equipped to deal with the cataclysmic disrup-
tion in the world and national petroleum markets that took
| place in the early 1970's, culminating in the Arab boycott
of October 1973 and the subsegquent gquadrupling of world oil
prices. On one hand, the energy policy embodied in the MOIP
clﬁshed with the Nixon administration's effort to control
inflation through wage and price controls. Either prices
haad to rise to discourage consumption or import controls had
to be adjusted to increase supplies. Furthermore, under the
MOIP allocation system, the major advantage given small inde-
pendent, inland refiners, namely their ability to exchange
their import licenses for cheap imported oil for domestic
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crude, was virtually eliminated. This placed sﬁall indepen-
dent refiners in diregt competition witﬁ fhe'majors for do-
mestic supplies, and gs a result pressure grew in favor of
extending federal alloéation controls to domestic crude oil.

Public alarm over rising prices and concern with the possible
existence of major oil company oligarchy benefiting from the
oil crisis created demands for a change in our national

energy policy.

The first efforts to replace the mandatory quota program were
embodied in a new license-fee system that extended existing
import fees and granted certa%n exemptions to historical im-
porters under the MOIP. Although the fees and exemptions

were designed to become gradually more restrictive, thereby
providing greater protection for domestic production and re-
fining, the license-fee system in the short-term represented
a significant easing of controls on imports in an effort to
resolve oil shortage problems resulting from the embargo.

As was the case with earlier programs, the license-fee system
also provided special treatment for small and independent

refiners. Under the new system the 0il Import Appeals Board
had authority to grant a 50,000 bpd fee-free allocation to
be distributed to hardship cases, with a specific emphasis

on small and independent refiners.

~ As stated above, the license-fee system, although initially

increasing oil imports, was also concerned with the long-

term problem of how equitably to distribute existing and
-5-
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future domestic crude oil supplies. On November 7, 1973, in
an effort to further resolve-this problem, the President re-
quested the Office of Petroleum Allocation to prepare a plan
for the distribution of all crude oil and refined products,

and one day later he asked the Congress for authority to im-
plement the plan. Three weeks la“er, Congress responded by
passing the Emergency Petroleum Allocation Act of 1973 (EPAA)
(P.L. 93-159). Contained within the EPAA was authority to

freeze existing crude oil supplier/purchaser relationships

and reallocate crude oil supplies among refiners. Specifi-
cally, the allocation system required refiners with crude

supplies p;iced above the U.S. industry average to sell to

those whose supplies were priced sufficiently below the aver-
age. It is evident from the express objectives of the manda~-
tory allocation provisions of the EPAA that the preservation
of competitive- small and independent refiners and the need

to assure thea adequate supplies were two primary considera-
tions of the Congress under the Act.

(b)(1) The regulation under subsection (a), to
the maximum extent practicable, shall provide --

(D) preservation of an economically sound and com-
petitive petroleum industry; including the priority
needs to restore and foster competition in the
producing, refining, distribution, marketing and
petrochemical sectors of such industry, and to pre-
serve the competitive viability of independent re-
finers, small refiners, nonbranded independent mar-
keters, and branded independent marketers;

(F) equitable distribution of crude oil, residual
fuel o0il, and refined petroleum products at equit-
able prices among all regions and areas of the
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United States and sectors of the petroleum indus-
try, including independent refiners, small refin-
ers, nonbranded independent marketers, branded in-
dependent markets, and among all users;

15 U.S.C. §§ 753(b)(1)(D) and (F).

As the shortage conditions that had existed during the Arab
embargo began to abate, the demand for scarce petroleum prod-
ucts likewise fell and price again became the dominant force
~ in the marketplace. Refiners who were dependent upon high-
priced foreign crude o0il found that they were unable to com-
pete with other firms that had large supplies of cheaper do-
mestic crude. The first reponse to this ineqﬁity came from
the newly created cabinet-~level Energy Resources Council,
headed by Interior Secretary Rogers C.B. Morton. The Council
advised the President to develop a crude oil cost equaliza-
tion program to distribute crude o0il acquisition costs equit-
ably among all refiners. This "entitlements" program, as it
came to be ca%led, was embodied in a set of rules issued by
FEA on December 4, 1974. Under this new regulatory frame-
work, each refiner would receive entitleﬁeuts for olq,
price-controlled domestic crude oil equal to the national
average ratio of old c;ude 0il to total crude runs to stills.
Despite the emergency conditions prevalent at the time, the
federal government once again demonstrated a commitqent to
smaller refiners. Refiners with less than 175,000 bpd runs
to stills were to be given bonus entitlements on a sliding

scale that was quite similar to the scale used under the old

-7-
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import quota program. The major difference in the two pro-
grams was that vwhile the "price" of import gquota tickets had
been determined by market forces, the entitlements price was

to be set by the FEA.

Support for the small and independent refining induﬁtry con=
‘tinued to be a matter of legislative concern within the na-
tion's energy policy as reflected by provisions contained in
the Energy Policy ayd Conservation Act (EPCA) (P.L. 94-163),
which amended the EPAA. Specifically, Section 403 of the
EPCA provided an explicit small refiner preference by exempt-
ing all refiners with a capacity of less than 100,000 bpd
from purchasing entitlements on their first 50,000 bpd. Thus,
again Congress specifically provided a regulatory remedy to

the crude access problem experienced by small refiners.

As detailed above, efforts by the federal government to as-
sure the competitiveness of small and independent refiners
in one form or another have been an integral part of this
nation's energy policy for the past two decades. Clearly
this circumstance is the product of deliberate Congressional
action to protect important national interests. These inter-
ests, suéﬁ‘as the need for dispersing our refining capacity
in the interest of national security, are as valid today as

they were in 1959.
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The elimination of the small and independent réfining indus-
try, and the subsequent impact it would have on the affected
refiners, would cause permanent and significant changes in
the refining industry. To eliminate the nation's small and
independent refiners would signal the abandonment of a quar-
ter centurf of COngressioqal support for an integral part of
the modern day petroleum industry, and it would be contrary
to a sound national energy policy. Furthermore, such an at-
titude would signal to foreign nations that the United States
is willing to rely increasingly upon imports of petroleum

products.

6RLS6D



140

STATEMENT OF GARY PETERSEN, SPOKESMAN FOR INDEPEND-.
ENT REFINERS' ASSOCIATION OF CALIFORNIA, AND PRESI-
DENT OF THE U.S. OIL & REFINING CO., TACOMA, WASH.

Mr. PerersEN. Thank you, Mr. Chairman and members of the
subcommittee.

Itisa gleasure to a;;pear before you today to lfpresent the views
of the Independent Refiners’ Association of California. I am Gary
Petersen, president of U.S. Oil & Refining Co., and accompanying
me today is Joseph Helyer, vice president and general counsel of
the association.

Our association is a 45-year old trade association, comprised of
mostly independent, small refiners operating on the west coast of
the United tates(;({)rincipally as refiners and marketers with little
or no crude oil production of their own.

With respect to U.S. Oil & Refining Co., we operate a 21,400-
barrel-per-day refinery in Tacoma, Wash., and have executive of-
fices in Los Angeles.

We have been in operation since 1957 and produce a full line of
petroleum products. Our petroleum products are marketed directly
or by exchanges throughout the west coast and areas east of the
Cascade Mountains.

The issues which we on the west coast feel are most significant
to our future are, first and foremost, equitable access to crude oil,
including the continued sale of Elk Hills groduction to independent
refiners; second, relaxation of unreasonable restrictive export con-
trols to allow the export of heavy fuel oil from the west coast,
along with tax or other incentives to ﬂromote the movement of
needed products from the west coast to the east coast; third, protec-
tion of the domestic refining industry against injury from m%orted
petroleum products from insecure foreign sources; and fourth, tax
incentives to encourage retrofitting of domestic refineries.

A tariff or quota system controlling the imports of foreign petro-
leum products is, however, of great importance to us. We believe it
is in the national interest to encourage a strong domestic produc-
tion and refining industry by, among other methods, restricting
importation of products from foreign sources that are subject to
interruption for a multitude of reasons.
~ The destructive influx of foreign petroleum products has begun,

and we are just now seeing the tip of the iceberg. We are already
experiencing substantial increases in the importation of Mexican
asphalt in the Western United States.

Another clear example is gasoline bein7 shipped to the west
coast of the United States from the Peoples Republic of China.
Several cargoes of such gasoline have already been received in west
coast ports at costs well below domestic rack prices.

With regard to tax incentives for upgrading retrofitting domestic
refineries, we fully support such incentives to encourage capital
improvements for independent refiners. We especially need such
assistance on the west coast to help independent refiners install
conversion facilities for processing the predominant heavy, high-
sulfur west coast crudes into marketable products.

At this point, we would like to address the windfall profits tax
issue raised this morning by Congressman Thomas. Because of this
tax and the resulting economics, approximatrely 100,000 barrels
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per day of lease crude oil is being burned to produce steam for
enhanced recovery operations.

Prior to this tax, substantial amounts of residual fuel oil were
used for this purpose.

H.R. 1974, introduced in the House of Representatives, by Con-
gressman Thomas, would remedy this oversight in the windfall
profit tax law, and should be enacted at the earliest possible date.

I would like now to discuss the issue that is most vital to the
west coast independent refining industry: Access to suitable sup-
plies of crude oil at equitable prices.

An equitable crude oil access program must be developed to
provide economic crude oil supply to crude deficient refiners when
an adequate economic crude supply is not available as a result of
international or domestic crude supply dislocations or price dispari-
ties. A

In recent years, IRAC members have spent approximately $260
million to expand and upgrade their refineries and currently have
plans to spend an additional $300 million to further allow the
utilization of heavy, domestic crude oil for the manufacture of
environmentally acceptable products most in demand by the con-
suming public.

However, at this time, approximately $880 million of these pro-
posed expenditures are on hold because of the uncertainty of future
crude supplies. and the impact of decontrol.

» US. Oil & Refining Co., alone, has invested $17 million since
1978, mainly to increase higher sulfur crude oil processing capabili-
ty and unleaded gasoline production.

An additional $7 million has been spent for engineering and
equipment purchases, a part of a $30 million project for down-
stream facilities to allow economic processing of Alaskan North
Slope crude oil.

However, because of the lack of assured crude supply, this $90
million project for North Slope crude oil has been put in abeyance
while we continue to attempt to line up long-term crude supplies.

The current administration has decontrolled the petroleum
market in efforts to return to a free market system, a system
which we supﬁ%rt.

However, IRAC members, most of whom were in business prior
to the inception of the FEA/FEO/DOE controls, do not believe that
a full free market exists, partially as a result of distortions caused
by many years of controls and partially as a result of remaining

vernment impediments to free operation.

The most glaring examples of Government impediments are the
short supply control regulations administered by the Department
of Commerce pursuant to the Export Administration Act.

Mr. Chairman, we commend you for the leadership role you and
other members of the subcommittee are taking to insure that our
country’s energy security is not held hostage to the petroleum
policies of foreign nations. )

In conclusion, we would state, once again, that while tax and
tariff measures will be an important factor in the development of a
strong and flexible domestic refining industry, unless a reasonable
crude oil access program is developed to assure a continued source

76-887 0 - 81 - 10
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of suppl ﬁ' at equitable pnces, we fear the efforts of your committee -
mw be undermined
ithout raw materlals tax incentives will do very little for any
American business.
Thank you for the opportunit to resent these comments.
Senator WaLLop. Thank you, etersen.
[The prepared statement of Mr. Petersen follows:]
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Mr. Chairman and members of the Subcommittee,
it is a pleasure to appear before you today to present
the views of the Independent Refiners' Assocdiation of
California (IRAC). Ifaﬁ Gary L. Petersen, President
of U.S. 0il & Refininé Co., and accompanying me today
is Joseph A. Helyer, vice‘President and General Counsel

of the Association.

The IRAC, a 45-year o0ld trade association, is
comprised of most of the independent, small refiners
operating on the West Coast of the United States.
Refineries operated by our member companies range in
size from 4,000 barrels per day up to about 45,000
barrels per day. The product output of member company
refineries varies with each company -- ranging from
some that are predominantly fuel oil, asphalt, and
distillate refiners to others that provide a full range
of petroleum products. These companies operate

principally as refiners and marketers with little or

no -crude oil production of their own.
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A unique, and not so desirable, characteristic
of the western refining industry is the predominance
of heavy crude oil produced in the State of Cali!orni#.
Over 65% of California production is 20° API gravity
or less} while the corresponding percentage for the
rest of the country is only 5%. This predominance of
heavy, high sulfur crude oil clearly illustrates the
importance of access to sources of light, sweet crude
oils to enable production of environmentally acceptable
petroleum products and an immediate need for refinery
retrofit. Our emphasis is directed more to the up-
grading of our facilities than»to substantigl capacity

increases.

The IRAC members, most of whom were in business
prior to the inception of the FEO/FEA/DOE controls,
support a free market but do not believe that de-

contiol has yet resulted in such a market.

With respect to U.S. 0il1 & Refining Co., we
operate a 21,400 barrel per day refinery in Tacomh,

Washington and have executive offices in Los Angeles.
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We have been in operation since 1957 and produce a
full line of petroleum products including‘two grades
of leaded gasoline, two grades of unleaded gasoline,
commercialland military jet fuel, diesel fuel oil,
low-sulfur fuel oil, bunker fuel cutter stocks and
several grades of asphalt. We have continued to make
substantial investments in our facilities over the
years and would like to make even larger investments
in the future which I will discuss later in the
statement. Our petroleum products are marketed
directly or by exchanges throughout the West Coast

and areas east of the Cascade Mountains.

We appreciate the oppo:thnity to appear before
this Subcommittee today to present comments and
suggestions on tax and other incentives for domestic
refiners, particularly as they relate to West Coast’
independent, small refiners. The issues which we
on the West Coast feel are most significant to our

future are:



147

1. Equitable access to crude o0il, including
the continued sale of Elk Hills pro-

duction to independent refiners.

2. Relaxation of restrictive and unreason-
able export controls to allow the expogf
of heavy fuel oil from the West Coast,
along with tax or other incentives to
promote the movement of needed products

from the West Coast to the East Coast.

3. Protection of the domestic refining
industry against injury from imported
petroleum products from insecure

foreign sources.

4. Tax incentives to encourage retrofitting

of domestic refineries.

Although we ctonsider equitable crude access to
be the most pressing problem, we will first comment on
the tax/tariff concepts referred to in the Subcommittee's

March 11, 1981 press release.
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Concerning the modification of foreign tax
credit rﬁles, we certainly ‘would not oppose any
législation along these lines that would motivate
major oil companies to sell crude oil to independent
refiners. However, because of West Coast circum-
stances, we feel that this concept may not prove
beneficial to the western small refiners ang,
therefore, this is not a prime objective of the

IRAC members.

A tariff or quota system controlling the im-
ports of foreign petroleum products is, however, an
item of great importance to us. We believe it is
in the national interest to encourage a strong pro-
duction and refining industry within the United
States by, among other methods, restricting impor-
tation of petroleum products from insecure foreign

sources.

fhg influx of destructive foreign petroleum
products has only begun, and we are now just seeing

the tip of the iceberg. We have already seen substantial
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increases in the importation of Mexican asphalt into
the western United States. Another clear example is
’gasoline being shipped to the West Coast of the
United States from the Peoples Republic of China.
Several cargoes of such gasoline have already been
received in West Coast ports at costs well below
domestic rack prices. Even more distressing is
information contained in a report from Platt's

9ilgram Price Report of Monday, March 23, 1981

which indicated:

"BEuropean Stocks Still Declining ==

Rotterdam 3/20 - Mogas, naphtha, and
- heavy fuel stocks decreased, with

other products quiet and unchanged.

Mogas trade was active; cargoes
continue to arrive from Morocco,
China, and Russia with five or six
outflowing cargoes primarily to the
U.S. already loaded and another four
due to load by the end of March, also
destination U.S...."
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It is difficult to see how a strong domestic
refining industry will be maintained if our nation
is allowed to become dependent upon insecure foreign
sources of supply, particularly when these products
have ﬁo true economic cost but result from foreign
_government-owned production, government-owned re-

fining facilities, and government-controlled marketing.

We commend the Subcommittee Chairman and other
Senators who joined in a letter to the Secretary of
Commerce on February 20, 1981, requesting an immediate
investigation into the impact upon our national
security resulting from fpreign petroleum product

imports.

With regard to tax incentives for upgrading
or retrofitting domestic refineries, we fully support
such incentives to encourage capital improvements for

independent refiners. We especially need such
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assistance on the West Coast to help independent
refiners install conversion facilities for processing
the predominant heavy, high=-sulfur West Coast crudes
into marketable products. Howevef, it must be pointed
out that independent refiners must have suitable
crude‘supply at equitable prices to justify committing
large sums of money to such projects in order to

receive the benefits of these tax incentives.

Crude oil purchasing cooperatives are a good
idea and may be very beneficial to independent re-
finers east of the Rockies. We do, however, have
reservations about the abilitv of crude o0il pur-
chasing cooperatives to serve the interests of West
Coast independent refiners. For example, if foreign
crude is moved directly to the West Coast, a likely
source is either Indonesia or Malaysia =-- both of
which are charging prices far in excess of that which
can be recovered in the product markets on the West

Coast. The other alternative is to purchase crudes
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that can be transported to the Gulf Coast or East
Coast in exchanges with major oil companies for West
Coast crude ¢0il. However, to date, these exchanges
have tended to significantly increase the prices of
West Coast crude oils above the posted FOB prices;
The concept is a fine example of "self help" and

free market thinking, and we will continue to explore
the system to determine if it can be beneficially

applied to West Coast refiners.

At this point, we would like to address a tax
issue which has created a severe hardship on many
independent refiners in California, the Windfall
Profit Tax Act enacted last year. Because of this
tax and the resulting economics, approximately
100,000 barrels per day of lease crude oil are being
burned to produce steam for enhanced recovery oper-
ations. Prior to this tax, substantial amounts of
residual fuel oil were used for this purpose. This

in turn has added to the oversupply in the West Coast heavy
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fuel oil market. By burning crude oil instead of
heavy fuel oil, light products are beind consumed
inefficiently rather than being converted to usable
products for the consuming public.

H.R. 1974, recently introduced in the House of
Representatives by Congressman William M. Thomas of
California; would remedy this oversight in the Wind-
fall Profit Tax law. This bill would exempt crude
produced from steam generation enhanced recovery
projects in an amount equal to the amount of residual

fuel oil used to power the steam generators.

With the use of the4£ue1 oil rather than the
burning of crude, slightly higher efficiencies would
be achieved and therefore, more crude oil would be
produced. The "exemption" therefore, would also ‘
slightly increase the revenues from the Windfall
Profit Tax as we;l as allowing the recovery of the
light end products from the crude now burned on the

lease. Our Association strongly supports the
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legislation and would hope that this Subcommittee
would also consider this issue. While the Windfall
Profit Tax impact is extremely minimal, the'iﬁpicé
upon the residual fuel market in California is
significant. f

I would like now to discuss the issue previously
mentioned as the most vital to the West Coast inde-

pendent refining industry.

Access to suitable supplies of crude oil at
equitable prices is the most critical problem of
any independent refiner. An equitable crude oil
access program must be developed to provide economic
crude oil supply to crude deficient refiners when an

adequate economic crude supply is not available as a

result of international or domestic crude supply dis-

locations or price disparities.

We understand that such a program may not come

under the jurisdiction of this Subcommittee. However,
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we ask you to recognize that, without this type of
program, the tax incentives which this Subcommittee
may recommend would be rendered considerably less
meaningful. Financial institutions would not be
willing to lend money for large refining.investments
without such protection, and furthermore, company
management would be unlikely to invest funds without

a realistic access program.

The IRAC member companies have been willing to
spend large sums of money in the past to upgrade
their refining facilities when there was a certainty
of crude oil access in shortage periods, such as
provided for by the Buy/Sell Program and the Supplier/
Purchaser Freeze Rule. More importantly, additional
large expenditures were planned for the future to
construct additional facilities to process heavy"
crude, provided there were some type of crude access

program in existence.

In recent years IRAC members have spent
approximately $260 million to expand and upgrade

their refineries and currently have plans to spend
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an additional $900 million in the near future to
further allow the utilization of heavy, domestic
crude oil for the manufacture of environmentally
acceptable products most in demand by the consuming
public. However, at this time approximately $880
million of these expenditures are "on hold" because
of the uncertainty of future crude supplies and the

impact of decontrol.

U.S. 0il & Refining Co. alone has invested
$17 million since 1978, mainly to increase higher
sulfur crude oil processing capability and unleaded
gasoline production during the past five years, and
has already expended an additional $7 million for
engineering and equipment-purchases in an estimated
$90 million project for downstream facilities to allow
. economic processing of Alaskan North Slope crude oil.
However, because of the lack of assured crude supply.,
this $90 million project for North Slope cruce oil
has been put in abeyance while we have been making

attempts to line up long-term crude supplies.
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The current Administration has decontrolled
the petroleum industry in efforts to return to a
"free market" system. However, IRAC members do
not believe that a full free market exists, partially
as a result of distortions caused by many years of
controls and partially as a result of remaining

government impediments to free operations.

The most glaring examples of government im-
pediments are the "short supply control" regulations
administered by the United States Department of

Commerce pursuant to the Export Administration Act.

These controls were developed to meet "shor£
supply" conditions of the type that occurred during
the world-wide embargo conditions in the 1970's.
However, as crude oil and petroleum products have
become relatively surplus in the world, we are
still locked into "short supply"” controls that

prevent the "free" export of surplus fuel oil into
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an available world market. These controls are un-
duly restrictive and cumbersome for today's supply
conditions and are not consistent with the decontrol

mode of the current Administration.

The IRAC supports the relaxation of petroleum
product export restrictions to allow for the free
export of surplus products for sale into the world

markets.

Similarly, the movement of surplus West Coast
residual fuel oil to the fuel oil-deficient East
Coast is economically hindered as a result of the
Jones Act requirement for use of American flag
vessels in such transportation. We urge the Sub-
committee to review the situation to determine if
tax or other considerations could be developed which
would provide for the movement of surplus West Coast
residual fuel oil to the East Coast, where the product
is needed, and now mainly imported. Such a concept
would continue to support the use of the American
merchant fleet while achieving a greater utilization

of our nation's energy resources.
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CONCLUSIONS

.

Mr. Chairman, we commend you for the leader-
ship role you and the other Members of the Sub-
commiﬁtee are taking to insure our country's energy
security is not held hostage to the petroleum
policies of foreign nations. We believe that
healthy domestic refineries are an essential in-
gredient to the well-being of our national energy

security.

After only two months of decontrol, an over-
all assessment of the future is not possible. The
western small, independent refiners, for the most
part, existed prior to-controls and believe we will
continue to compete effectively in a free market.
However, to do this, we believe we will require
governmental action removing existing bérriers to
free market operations as well as reasonable tax in-
centives which could be applied across the board to
the refining industry to bring about the modern,
efficient refining industry that the West Coast and

the United States deserve.
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In conclusion, we would state once again
that, while tax and tariff measures will be an
important factor in the development of a strong
and flexible domestic refining industry, unless a
reasonable crude o0il access program is developed
to assure -a continued source of supply, we fear
the efforts of your Committee in areas of its
jurisdiction may well be undermined. Without raw
materials, tax incentives will do very little for
any American business. Thank fou for the oppor-

tunity to present these comments.
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STATEMENT OF WILLIAM H. BODE, GENERAL COUNSEL, EMER-
GENCY SMALL INDEPENDENT REFINERS' TASK FORCE,

WASHINGTON, D.C.

Mr. Bope. Mr. Chairman and members of the committee, small
efficient refiners are today unable to procure sufficient crude oil to
sustain their operations.

Domestically, only about 2 million barrels per day of independ-
ent crude oil is available on the open market. There are over 170
independent refiners with 6 million barrels per day capacity vying
for this production.

However, the integrated oil companies are also seeking this
crude oil and, as a DOE study recently noted, can bid up to $10
more per barrel than can the independents.

As a result, small refiners are effectively denied access to even
the limited sources of crude oil available domestically.

Small refiners have also been unable to produce crude oil abroad.
Small refiners, acting individually and in consortium, have been
unable to secure supply contracts with OPEC countries. Indeed, the
only countries which have been willing to deal with small refiners
are the most price-militant members of OPEC which demand exor-
bitant premiums. -

As a result of this lack of access to crude oil, ESIRTF predicts
that over 75 small and independent refiners will be forced from
business by the end of this year.

Mr. Chairman, small refiners are efficient. Their refineries uti-
lize the latest engineering advances and are rigorously maintained.
In fact, they are more efficient than many large, but antiquated,
refineries of the major oil companies.

Small refineries are geographically dispersed, and have tradition-
ally represented an important source of supply for the Department
of Defense. They are also a major supplier of petroleum products to
farmers in many regions of the country.

Small independent refiners offer vigorous competition to the
major oil companies, to the benefit of the consumer. For every 1
cent per gallon increase in the price of petroleum products which is
deferred because of competition by small refiners, the American
consumer saves $2.5 billion annually.

The majors would like to eliminte this competition, and they are
able to do so by subsidizing their refinery operations with crude oil
profits. Their success in eliminating the small refining sector will
not only injure the consumer, but it will also cause severe disloca-
tions in the farming industry and threaten the national security.

ESIRTF believes that the swift enactment of legislation establisg-
ing an oil import fee, with a small refiner exemption, is crucial to
maintaining small refiners. While ESIRTF is interested in the
concept of tax incentives for independent foreign crude purchasing
cooperative, the association suggests that creation of an oil import
agency could more effectively achieve this objective of assuring
independent refiners access to foreign crude oil.

M: Chairman, we will submit, for the record, a complete state-
ment.

Thank you.

Senator WaLLop. Thank you very much, Mr. Bode.

[The prepared statement of Mr. Bode follows:]
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SUMMARY STATEMENT BY WILLIAM H. BODE
OF THE EMERGENCY SMALL INDEPENDENT
REFINERS TASK FORCE

I. Small Efficient Refiners Cannot
Survive in the Decontrol Era

As a result of the termination of certain regulatory pro-
grams by President Reagan's decontrol ofder, small efficient refiners
are unable to procure sufficient crude oil to sustain their operations.
Domestically, about 2 million barrels per day of independent crude oil
is available on the open market. There are 170 independent refiners
with 6 million barrels per day capacity vying for this production.
However, the integrated oil companies are also seeking this crude and,
as a DOE study recently noted, can bid up to $10 more per barrel than
can independents. As a result, small refiners are effectively cutoff
from much of the domestic crude oil supply.

Small refiners find foreign crude unavailable as well,

Small refiners, acting individually and in a consortium, have been
unable to secure supply contracts with moderate OPEC countries, as
those countries deal only with international oil companies or on a
country~to-country basis. The only foreign crude they have found
available is in militant OPEC countries at exorbitant prices.

As a result of this lack of access to crude, ESIRTF predicts
that over 75 small refiners are in imminent danger of going out of

business.
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1I. The Country Needs Small Efficient Refiners

Small refiners are efficient. Their refineries utilize the
latest engineering advances and are rigorously maintained. In Fact,
they are more efficient than many large antiquated refineries of the
major oil companies.

Small refineries are geographically dispersed, and have
traditionally represented an importént source of supply for the
Department of Defense. They are also a major supplier of petroleum
products to farmers in many regions of the country.

Small independent refiners offer vigorous competition to
the major oil companies, to the benefit of the consumer. For every
1 cent per gallon increase in the price of petroleum products which
is deferred because of competition by small refiners, the American
consumer saves $2.5 billion annually.

The majors would like to eliminate this competition, and are in a
position to do so by bidding up the price of domestic crude oil to
uncompetitive levels. Their success in eliminating the small refining
sector will not only injure the consumer, but it will also cause se-
vere dislocations in the farming industry and threaten the national
security.

III. Suggested Programs to Ensure the Viability
O0f Small Independent Refiners

ESIRTF believes that the swift enactment of legislation
establishing an oil import fee, with a small refiner exemption, is
crucial to maintaining small refiner access to crude oil. While ESIRTF
is interested the concept of tax incentives for an independent foreign
cruce purchasing cooperative, the association believes that creation
of a crude oil import agency would be a much more effective way to
achieve the objective of giving independent refiners leverage in obtain-

ing foreign crude.
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STATEMENT OF THE
EMERGENCY SMALL INDEPEDENT
REFINERS TASK FORCE
By William H. Bode
General Counsel

Mr. Chairman and members of the subcommittee, my
name is William H. Bode. I am General Counsel to the Emergency
Small Independent Refiners Task Force ("ESIRTF")}, an organization
formed over a year and a half ago by 17 small refiners concerned
akout the competitive viability of the small independent sector of
our domestic refining industry.

ESIRTF commends the subcommittee, and especially you,
Chairman Wallop, for holding these timely hearings on the problems
facing the domestic refining industry. We urge you to act on what
you hear today to ensure that there will be competitive refining
in the decades to come. We fear that, if you wait for even a year
you will find that there is no longer a small, independent sector
to help keep competition alive in the industry. At that point, it
will be too late to undo the damage.

Small independent refiners are indeed facing a real and
potentially fatal emergency. I will point out the dimensions of
that emergency for you today. I will also outline for you the
crucial importance of small refiners to a healthy refining industry.
And I will suggest some easily-administered solutions which you can
enact into law without resurrecting a regulatory structure such as

existed prior to January 28.
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I. Swall Efficient Refiners Cannot
Survive 1n the Decontrol Era

As you know, President Reagan's decontrol order terminated
several programs designated to assure small refiners access to crude
0il by neutralizing the market dominance of large integrated oil
companies. The Crude 0il Allocation and Mandatory Buy/Sell Programs
gave access to crude oil to small refiners which otherwise would
have been unable to procure supplies.. The Entitlements Program
removed the crude oil cost disadvantage otherwise suffered by small
refiners. Without these programs, small efficient refiners will be
unable to procure éufficient domestic or foreign crude oil to main-
tain their operations.

Domestically, there are about 8.5 million barrels of crude
oil produced daily. Vying for this 8.5 million barrels aze domestic
refiners with about 18.3 million barrels per day of refining capaci-
ty. Clearly, domestic production would fall far short of meeting
domestic refineries' needs, even if every refiner had access to a
fair share of this production.

However, access to a large portion of domestic production *
is foreclosed to a significant segment of the refining industry be-
cause it is owned by the major integrated refiners. A study pre-
pared by the Senate Antitrust Committee revealed that in 1973, the
eight largest oil companies alone controlled approximately 68% of
domestic crude o0il production. They control this production direc:-
ly, through ownership of producing fields, or indirectly, through

ownership of the gathering pipelines.
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The control by the major oil companies of domestic crude
oil production is increasing. The newspapers have reported the
acquisition by Shell 0il of the huge resources of Bellridge 0Oil
Company, and by Mobil 0il Corporation of General Crude Oil. Dozens
of other independent crude producers have also been acquired by
major refiners.

As a result, there are only about 2 million barrels per
day of domestic production available on the "open market." This is
the only domestic o0il which is available to the 170 refiners who
are not among the 16 major integrated refiners. The combined
capacity of these refiners constitutes over 30% of the domestic re-
fining capacity, or about 6 million barrels per day. Even if the
majors did not compete for available open market crude and even if
each of the independent refiners were able to obtain a share of
this crude, there would only be sufficient domestic crude to supply
1/3 of the needs of the independent sector.

However, it is unrealistic to assume that the majors are
not attempting to capture these "open market" crude supplies. As
their controlled production declines, their incentive to replace
these volumes with crude oil otherwise available to independent refiners
increases. Data in the ricent "Crude 0Oil Access Study" by the Office
of 0il Policy of the Department of Energy points to such a trend.
That study indicates that from 1976 to 1979, the four largest inte-
grated refiners turned to the open market to fill an additional 18%

of their domestic crude requirements. ESIRTF greatly fears that this
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increased activity by major integrated companies in the open
market will result in independent refiners being outbid for avail-
able domestic crude supplies.

The "Crude Access Study" confirms our fears. In the
study, DOE recognizes that the integrated companies, because of
their captive crude oil production, “"can afford to pay higher prices
than the independents for open market supplies."™ The Department es-
timates that this potential for the integrated companies to subsidize
their open market crude cil purchases is indeed substantial. The
study indicates that the 16 major integrated companies can afford
to bid over $10.00 per barrel more than independents for crude oil
while maintailing their profitability.

DOE has doubts about whether the majors would want to
subsidize crude acquisitions in this manner. But ESIRTF submits
that they are already engaged in the bidding up of open market
crude prices. 1Indeed, recent data indicates that posted prices
for decontrolled domestic crude exceeds product revenues by several
dollars per barrel.

Faced with this outlook on the domestic market, small and
independent refiners are forced to turn abroad for sources of crude
feedstocks. Unfortunately, the outlook is grim for small refiners
seeking foreign crude supplies under contract. Approximately one-
half of ESIRTF's members have traveled abroad in the last year and

a half in an attempt to obtain contracts with foreign producing
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countries. None have been successful. Several members of ESIRTF
have formed a “buying consortium™ and have retained professional
representatives to continue this task. Yet this group has been
unable to obtain crude oil. ) -

The fact is that crude oil contracts with OPEC nations
have been extremely elusive. As the DOE study on crude access notes,
producing nations increasingly are tying crude sales to commitments
by the purchaser to make invéstments in their countries. Only the-
largest companies can undertake these huge expenses,

The few foreign sources of crude which small refiners
have found have been with the most price militant members of OPEC.
Nigeria and Libya are quite willing to offer contracts at prices
four to five dollars per barrel higher than OPEC benchmArk posf-
ings. But such contracts effectively price the small independent
refiner out of the market, siﬁce small refiners can not 'éost
average” higher price crude with low priced crude, as'the majors
can,

This bleak picture of crude.availability for the small
refining sector points unavoidably to one thing -- the demise .
of a significant number of small refiners. DOE's Office of 0il Policy,
in its "Refinery Poligcy Study," predicted that decontrol would cause
appfoximately 40 small refiners to shut down. ESIRTF believes tht
DOE's estimate is off by nearly ioos. It is much more likely that
over 75 small independent refiners will go out of business within
the coming months.

In fact, small refiners have already begun to close down.
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A number of ESIRTF members have either ceased operations or are
operating at greatly reduced capacity. If these and other small
refiners are not able to gain access to competitively-priced

crude very soon, they will be forced to go out of business. When
that happens, the nation will have irretrievably lost an important
source of refined products.

II. The Country Needs Small Efficient Refiners

Some members of the subcommittee may wonder whether the
closing down of small indepedent refiners will make any difference
to the nation. After all, you have probably been hearing that small
refiners are merely inefficient "tea kettles" which have existed
solely off of government subsidies.

ESIRTF urges you to examine closely the facts behind
what you have been hearing. We believe you will discover that the
assertion that all small refiners are inefficient is a myth, per-
haps fabricated by Big 0il in order to get rid of competition by
small refiners.

Let us examine the meaning of efficiency in the refining
industry. DOE has defined "efficiency"” in terms of heat exchange
losses in the refining process, or as the ability to process sour
crude oils into unleaded gasoline.

With respect to the first definition, small indepedent
refiners are probably more efficient than the older refineries of
the major companies. Members of ESIRTF operate distillation units

which have been designed and constructed by utilizing the latest
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engineering advances which are rigorously maintained. The heat
loss in their operation is certainly comparable to the heat loss
experienced in the distillation units of the average refinery
operated by the majors. With respect to the production of avia-
tion fuel oils, the small refiner consumes no greater part of a
barrel of crude oil than the average major refinery.

As to the second definition of "efficiency," ESIRTF
submits that it is simply incorrect. If "efficiency" is to be
equa;ed with production of gasoline, we must presume a relatively
greater demand for gasoline than for other petroleum products.
Certainly, no one would claim that it is efficient to expend
three and one-half to four dollars per barrel more in refining
costs to manufacture gasoline if additional gasoline were not
needed. Yet, this is the situation today. Mr. Chairman and
members of this subcommittee, the fact is that this country
needs not one barrel more of additional gasoline refinery capacity.
Department of Energy projections indicate that demand for gasoline
will actually decrease in the future, as the mileage of the
automobile fleet improves and consumption declines due to higher
prices,

ESIRTF would also point out that small refiners in
fact devote a substantial portion of their product slates to
gasoline. 1In 1978, small refiners devoted 15-29% of their produc-
tion to gasoline. Small refiners with 10 to 50 thousand barrels
per day of capacity devoted a greater percentage of their output

to motor gasoline than any other product.
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More importantly, the subcommittee should appreciate
that a substantial portion of the naphthas and lighter ends
produced by small independent refiners are sold as feedstock to
large refiners. These larger refiners input these petroleum
products to vaccum towers and hydrocracking units to produce
unleaded motor gasoline. By this activity, approxiamtely 40% of
small refiners' output ends up as gasoline.

In considering efficiency in terms of product yield,
the subcommittee should consider the potential for increased
demand for products other than gasoline which are produced by
small refiners. The Administration and members of Congress are
suggesting the deregulation of natural gas and the repeal of
coal conversion requirements for utilities. Such actions will
induce utilities and industrial to use increasingly competitive
residual fuel oil and middle distillates. Increased demand for
diesel-powered automobiles will increase demand for diesel fuel.
Thus, it would appear that small refiners which are producing
scarce middle distillates and residual fuel ocils are more
"efficient™ than the majors which produce gasoline.

In this regard, it should be noted that the United
States has imported negligible quantities of gasoline in the
last two to three years. Imports of middle distillates and
residual fuel oil, however, have exceeded one million barrels
per day for the last three years.

The implications of our dependence on foreign sources

of residual fuel oil are potentially serious. This fuel is used
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to fire industrial and utility boilers. Over half of the East
Coast residual fuel market, which includes many of the most
heavily industrialized and highly populated areas in the country,
has been supplied by foreign refineries for the past 20 years.
Thus, a curtailment of foreign supplies of residual oil could
threaten the economic base of an important region of the country.

A Congressional Research Service study points out the
dariger to national security posed by reliance on foreign-
refined products, a danger which may be even greater than that
posed by dependence on foreign sources of crude oil. 1In light
of this threat, it is in the national interest to adopt programs
to ensure that small refiners will be able to continue to pro-
vide domestic sources of residual fuel oil.

Finally, the most "efficient" refining industry is not
one in which every refining entity is capable of refining sour
crude oils. Approximately 50% of crude oil imports and 50% of
domestic crude oil production consists of "sweet” crude oils.

The National Petroleum Council predicts that by 1990, the lowest
level this proportion of sweet crude will reach is between 41%

and 45%. Since the capacity of small refineries which process
only sweet crude is considerably less than 41% of the total U.S.
refining capacity, it is clear that there will be an ample
quantity of sweet crude to be efficienty refined by small refiners
until well beyond 1990, if small refiners have access to this
crude.

The U.S. not only has sufficient sweet crude supplies

available to accomodate sweet crude refining capacity but it

78-887 0 - 81 - 12
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also has sour crude capacity to process present and projected
future supplies of sour crude. DOE recently concluded that
current high sulphur refining capacity combined with planned
additions and lower product demand make it "highly unlikely that
the nation will face a shortfall of sour crude capacity.”

We agree that economics of scale are important in the
processing of sour crude oils. However, in light of the sweet
and sour crude supply picture, this simply means that the largest
refineries should process sour crude oils. That is what they
can do most efficiently. The smaller refiners should process
sweet crude oils, which is what they can do most efficiently.

In this way, the total efficiency of the domestic refining
industry is maximized.

Thus, it is clear that the allocation of crude oil to
small independent refiners is not a "missallocation®™ of resources,
as is maintained by major oil companies.

The animus of the majors toward the small refiners is
easily explained. They fear the competition. Small independent
refiners are efficient, they are resourceful, and they are
creative. They assure that monopoly profits will not be available
to major oil companies. They further the competitive model upon
which our free market system is based.

Unfortunately, the majors are in a position to do more
to combat competition than foster myths about small refiners.

The majors have the ability to bid up the price of open market
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crude to levels not justified by product prices and thus fore-
close crude supplies to small refiners. Without crude, small
refiners will cease to compete and thereby kcep the majors
honest.

The Federal Trade Commission has found evidence that
the "big eight"™ companies have already initiated such a concerted
effort to eliminate competition by independent refiners. If the
majors succeed, it is the consumer who will ultimately pay the
price in higher product costs and lessened supplfl

But the implications of the elimination of small
refiners go beyond potential impacts on consumers. Small indepen-
dent refiners provide a large proportion of the diesel fuels and
heating oils used by farmers, upon whom our nation's agriculture
depends. The loss of small independent refiners, upon which the
farm industry depends, is therefore of the utmost concern to all
Americans. In addition, small refiners are major suppliers of
vital petroleum products to the Department of Defense. Since
small refiners are geographically dispersed, they also enhance
our national security while serving local industries,

If Congress permits small indepedent refiners to be
forced from business, the American economy will suffer greatly.
If this is allowed to happen, the trust which binds the governed
to those who govern will be broken. Smali'independent refiners

must be provided government assistance.
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I1I. Suggested Programs to Ensure the Viability
Of Small independent Refiners

ESIRTF strongly believes that one of the most important

legislative steps that this Congress could take to ensure that small
independent refiners have access to crude oil would be to enact an
oil import tariff or fee. ESIRTF recommends that a fee of approxi-
nately five dollars per barrel on crude oil imports be imposed on
all importers except qualifying small independent refiners. The
former 0il Import Control Program provided this form of protection
for small refiners for over l4 years.

A number of distinguished petroleum experts and economists
have recommended the immediate implementation of such a tariff. Im-
port fees would not only protect the country from increased dependence
upon imported crude o0il, but would also assure the maintenance of
competition during shortages.

ESIRTF was interested in your suggestion, Chairman Wallop,
that the subcommittee consider the possibility of legislation to
grant tax-exempt status to an independent refiner's purchasing
cooperative. The idea behind such legislation would be to en-
courage independents to join together so that they can bargain
on an equal footing with the majors.

We will certainly give this idea further consideration.
However, we fear that, even if independents succeeded in forming

such a cooperative, they would find that their bargaining power in
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foreign oil markets does not equal that of the majors. It is the
entrenched position which the majors enjoy in the moderate OPEC
nations such as Saudi Arabia that gives them their advantage in
obtaining lower cost supplies of foreign crude. We are not sure
that even a very large independent cooperative could overcome
that advantage.

ESIRTF believes that a more viable concept would be to
create a government agency to oversee the importation and distribu-
tion of foreign crude oil. Such an agency could administer a
special preference for small refiners. We realize that the creation
of such an agency is not within the jurisdiction of the subcommittee.
However, ESIRTF urges that, as Members of the Senate, you consider
such an approach as an alternative to the concept of independent re-
finer cooperatives. .

The establishment of such an import agency is supported
by countless, compelling factors. In a world as coﬁplex as ours,
it is surprising that this nation's very lifeline is left to a‘hand-
ful of companies motivated primarily by their own private financial
interests. We believe that the stark realities.of international
politics demand the establishmént of an oil import agency. We
believe that the sooner such an agency is established, the better.

* * * * * ® .

In closing, ESIRTF would like to leave the subcommittee
with a concrete example of the importance of competition in the
refining industry: For every 1 cent per gallon increase in the price

of petroleum products which is deferred because of vigorous competition,
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the public saves $2.5 billion annually.
We appreciate this opportunity to testify and would
welcome the chance to further assist the subcommittee in its

consideration of legislation relating to the refining industry.

Resﬁectfully submittéd,

STATEMENT OF ROBERT VINSON, CHAIRMAN OF THE TAX
COMMITTEE, INDEPENDENT PETROLEUM ASSOCIATION OF
AMERICA, AND PRESIDENT OF THE STERLING PETROLEUM
CO., WICHITA FALLS, TEX.

Mr. VINSON. Mr. Chairman, I am Robert E. Vinson, an independ-
ent oil and gas producer from Wichita Falls, Tex. I am appearing
today in my capacity as chairman of the tax committee of the
Independent Petroleum Association of America, which represents
the independent oil and gas producer.

Since independent producers are suppliers of crude oil to all
domestic refiners, we are concerned with the problems of small
refiners as well as the major refiners.

Although, as producers, we do not have expertise to suggest
detailed solutions, we do want to insure that no solution to the
refiners’ problems creates or compounds problems for the inde-
pendent producer.

We think it is vital that the United States decrease its depend-
ence on foreign sources of crude oil and refined petroleum prod-
ucts. To reach the goal of increasing domestic energy supply, we
have advocated that energy prices be set in the marketplace in
order to increase domestic production, reduce consumption, and
encoura%e the development of alternative sources of energy supply.

We believe that many of the policy changes that IPAA advocated
to increase domestic energy supplies have relevance for this hear-
ing, since the crux of the problem faced by all domestic refiners is
the insufficient supply of domestically produced crude oil.

For example, the so-called windfall profits tax acts as a reverse
tariff which subsidizes and thereby encourages the import of for-
eign crude oil and discourages domestic production.

This is why IPAA believes the energy security of the Nation
requires repeal of the tax. Any attempt to link the crude oil tax to
solving the small refiner problems would be counterproductive. It
would tend to perpetuate the tax by establishing a constituency
that would benefit from its continued existence.

Adding the additional requirements necessary for the adminis-
tration of such a program would significantly increase an already
onerous regulatory burden.

If it is determined that Federal action is needed to address any
perceived competitive disadvantage that domestic refiners face vis-
a-vis foreign refiners, IPAA suggests tax incentives rather than
any type of allocation or entitlement program which disrupts and
distorts the energy market.

Finally, IPAA believes that any contingency plans for dealing
with interruptions in supplies of foreign crude oil should, to the
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fullest extent possible, rely on existing industry mechanisms and
market forces. Any allocation proposal should be only at the refin-
ery level and not at the producer’s level.

n closing, I think it appropriate to quote from the comments of
a small domestic refiner in a letter to IPAA last year. This letter
was specifically in response to the Department of Energy draft
refinery policy study published last year.

This small refiner stated:

If a company sincerely wants to prosper in the refining or any other industry, it
will change and grow without specific subsidies that often have very limited benefit
to fellow businessmen and consumers. Any special programs will benefit equally
deserving firms to different degrecs, a lesson taught by the entitlements program
and the supplier-purchaser rules.

_Mr. Chairman, thank you for this opportunity to express our
views.
Senator WaLLopr. Thank you, Mr. Vinson, for your statement. I

appreciate it.
[%‘he prepared statement of Mr. Vinson follows:]

StaTEMENT OF ROBERT E. VINSON, CHAIRMAN, TAXx COMMITTEE, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA

Mr. Chairman, I am Robert E. Vinson, an independent oil and gas producer from
Wichita Falls, Texas. I am ap%earing today in my capacity as chairman of the tax
committee of the Independent Petroleum Association of America.

We are joined in these comments by the thirty unaffiliated state and regional oil
and gas associations listed on the cover page. The combined membership of these
associations includes virtually all of the same 12,000 independent oil and gas pro-
ducers in the United States.

The IPAA is a national association of some 6,500 independent domestic explorer-
producers of crude oil and natural gas. Virtually all of the oil and gas exploration
and production activity of the IPAA membership takes place within the “lower 48"
states of the United States.

IPAA recognizes that domestic refiners, particularly the smaller ones may have
transitional Yroblems stemming from decontrol which are different from those of
integrated oil companies. Since independent producers are suppliers of crude oil to
all domestic refiners, we are concerned with the problems of small refiners as well
as the proposed solutions to those problems. Although as producers, we do not have
the expertise to suggest detailed solutions, we do not want to insure that no solution
to the refiner’s problems creates or compounds problems for the independent pro-
ducer. This is the purpose of our testimony today.

We think it is vital that the United States decrease its deﬁendenoe on foreign
sources of crude oil and refined petroleum products. To reach the goal of increasing
domestic energy supply, we have advocated that energy prices be set in the market
place in order to increase domestic production, reduce consumption, and encourage
the development of alternative sources of energy. In addition, we have advocated
legislative and administrative changes in the tax, environment and public lands
areas which we believe will enable domestic producers to maximize domestic energy
su&gly and thereby reduce our foreign dependence.

ncerning today’s proposals I would like to make a few brief points:

We believe that many of the policy changes that IPAA advocated to increase
domestic energ{ st;wplies have relevance for this hearing since the crux of the
problem faced by domestic refiners is the insufficient supply of domestically
produced crude oil. For example, the so called windfall profit tax which is an excise
tax on domestic crude oil, acts as a reverse tariff which subsidizes and thereby
encourages imports of foreign crude oil, and discourages domestic production. This
is why IPAA believes the energy security of the Nation requires repeal of the tax.
Any attempt to link the crude oil tax to solving the small refiner problem would be
counterproductive. It would tend to perpetuate the tax by establishing a constituen-
cy that would benefit from its continued existence. Adding the additional require-
ment necessary for the administration of such a program would significantly in-
crease an already onerous regulatory burden.

To the extent that there are inefficient and obsolete refiners such linkage would
eliminate any incentive for upgrading and modernizing them as they would not
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have to compete for crude supplies. It would tend to make smaller producers
captives of the refineries which they supply. This is because the economic conse-
quences of selling their production to someone else would be severe due to the
additional tax burden.

Small refiners frequently have potential competitive advantages over the larger
integrated companies in obtaining supplies of crude oil. Because of their smaller
size, they have 'ﬂeater flexibility and are able to respond more quickly to changing
circumstances. This enables them to deal more directly with the specific problems of .
individual lproducers. They can provide what amounts to customized service for each
producer. It is important for the small producers to have their crude oil physically
collected from the lease at appropriate times. Also, they need to receive payment for
their crude oil as quickly as possible. With larger companies this is usually very
difficult if not impossible to arranie. Independents have been placed somewhat at
the mercy of the refiners throughout the existence of the crude oil allocation
program use of the lack of competition among crude oil purchasers. For larger
producers, this is a problem of relatively insignificant proportions, but for smaller
producers operating marginal properties, it can be quite significant.

It if is determined that Federal action is needed to address any perceived competi-
tive disadvantage that domestic refiners face vis-a-vis foreign refiners IPAA sug-
gests tax incentives rather than any type of allocation or entitlements program
which disrupts and distorts the energy market.

There are several advantages to tax incentives over many other proposed solu-
tions. It would make possible modernization and improving the efficiency of existing
refineries and encourage construction of additional total refining capacity as well as
refining capacity for hard to refine types of oil such as heavy and sour crudes. These
incentives, however, would not in anyway be disruptive to crude oil production.

The proposal for the creation of crude oil purchasing cooperatives is another
possibih(t%ofar more greferable than artificial, mandated allocation or subsidy pro-
grams. peratives have proved quite successful in many other instances and are
very much in keeping with the spirit of initiative and private enterprise which are
so important to a strong domestic petroleum industry.

Finally, IPAA believes that any contingency plans for dealing with interruptions
in supplies of foreign crude oil should to the fullest extent possible rel{ on existing
industry mechanisms and market forces. Any allocation proposal should be only at
the refinery level, not at the producer level. This significantly reduces the number
of entities which must be considered in designing administrative provisions and
would significantly increase efficiency.

In closing, I think it appropriate to quote from the comments of a small domestic
refiner in a letter to IPAA last year. This letter was specifically in response to the
Department of Energy Draft Refinery Policy Study published last year. This smali
refiner stated, “If a company sincerely wants to prosper in the refining or any other
industry, it will change and grow without specific subsidies that often have v‘nsll?
limited benefit to fellow businessmen and consumers. Any special gr ams will
benefit equally deserving firms to different degrees—a lesson taught by the entitle-
ments ghrogram and the supplier-purchaser rules.”

Mr. Chairman, thank you for this opportunity to express our views.

STATEMENT OF RICHARD WILCKE, PRESIDENT, COUNCIL FOR
A COMPETITIVE ECONOMY, WASHINGTON, D.C.

Mr. WiLcke. Mr. Chairman, the Council for a Competitive Econo-
my is a national membership organization of businesses and indi-
viduals from all 50 States, including businesses of all sizes and
from every industry, and our common bond is a principled belief in
the justice and the efficiency of a free and competitive economy.

ile we certainly oppose, with other business organizations, the
burdens of taxes and regulations, we also stand with consumer
groups, or alone on other occasions, in opposition to subsidies,
protection, or special privileges.

We have listened with extreme interest to the discussions of
competition within the refining industry over the past several
years, and we're firmly convinced that American consumers, were
thef' adequately represented by those who claim to speak for them
as lobbyists or as elected officials, would always be on the side of
. true unbiased economic competition.
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That such competition does not now exist in the domestic refin-
ing industry is explained easily by a previous purposeful Govern-
ment intervention at the behest of certain interests.

We believe it is not now, nor was it ever, in the interest of
consumers of petroleum products to attempt to divest, subsidize,
control, or manage the structure or the procedures of the various
segments of the petroleum industry.

We suggest that economic distortions caused by prior interven-
tions do not justify new distortions, and unless this fact is acknowl-
edged, there can be no hope of ever depoliticizing our economy. We
urge that current proposals be considered on their face without
reilérd to prior action by Government.

o one can blame consumers or taxpayers for mistaken or ill-
advised Government policies of the past. Arguing that Government
created a problem, and should, therefore, solve it with new positive
steps may please some business interests, but it cannot be said that
new manipulation is in the best interests of energy consumers.

Looking then briefly at currentxfroposals, tariffs, quotas, or fees
on foreign refined petroleum products are definitely not procon-
sumer. ile every industry threatened by foreign competition,
from steel to textiles, to the energy industry, uses a national secu-
rity argument to justify protection, there is no economic justifica-
ti:;lds for restricting the rights of American people to buy foreign
goods.

From an economic standpoint, it makes no difference whether
energy imports are in the form of crude oil or refined products. If
we can create an efficient and unhampered refining industry in the
United States, then the mix of imported versus domestic crude, as
well as the mix of imported crude versus imported refined prod-
ucts, would be and could be determined by market forces.

We are not unaware of the problems of small refiners as a result
of decontrol. However, no one can deny the fact that the growth in
number of small refineries over the past 5 years is a direct result
of a biased entitlement pro%ram.

That some of these small refineries are suddenly in a far differ-
ent situation is a possibility we feel each investor group should
have considered.

The question is, whether it is possible to help them without
hurting consumers or taxpayers. It's hard to believe that members
of this committee, or the entire Congress, are so convinced of the
virtue of small refineries that they would be willing to raise the
price of all refined petroleum products to their constituents.

Plus, I think while large refineries are not necessarily lobbyin
for stiff tariffs on refined products, they would also certainly stan
to gain. In fact, they might stand to gain more because of their
greater capacity and efficiencies due to scale and technology.

Policies which tend to increase concentration in American indus-
try or policies which tend to penalize size, are opposed by our
organization. There is no reason why the Federal Government
should be en’couraﬁi.ng large numbers of small refineries.

Again, we feel the number and size of domestic refineries should
be based on economic factors and worldwide competition, and we
would think that the country is best served when entrepreneurs
are turning attention in ways to compete in real terms; not turning
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your attention in ways to take advantage of a complex maze of
taxes and controls.

Finally, in brief, are the general notion of tax-related solutions.
Our view is that the tax code should be simplified and that tax
should not be a tool of economic policy, but only a means of
funding Government.

Modifying tax rules through new gimmicks won’t lead to a more
responsive, more consumer-oriented, or more competitive economy.

ow, I should also say that we do not consider tax credit subsi-
dies. We think there is a significant difference between keeping
more of one’s own money and getting funds transferred. So, we
don’t oppose tax credits.

However, we are not in favor of using selected or discriminating
tax credits to help or hurt certain industries.

Finally, our recommendation for tax reform is a repeal of the
corporate income tax, and we have a paper on that that I, with
your permission, ask be put into the record.

Senator WaLLopP. By all means, it will be.

Thank you very much, Mr. Wilcke.

Mr. WiLckE. Thank you.

[The prepared statement of Mr. Wilcke and material mentioned

above follow:] ‘
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Before
Subcommittee on Energy and Agricultural Taxation
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March 27, 1981

Mr. Chairman and members of this Committee, thank you
for the opportunity to present our perspective on this issue, namely
problems facing segments of the domestic refining industry. My
name is Richard W. Wilcke, president of the Council for a
Competitive Economy, a national membership organization of
businesses and individuals from all 50 states. Our membership
includes businesses of all sizes and from practically every
industry. Our common bond is a principled belief in the
justice and efficiency of a free and competitive market
economy. While we certainly oppose, with other business
groups, the burdens of taxes and regulations on U.S. business
firms, we also stand with consumer groups, or alone on many
occasions, in opposition to subsidies, protection or special
privileges meant as "pro~business” interventions.

We have listened with extreme interest to the ongoing

discussions of competition within the refining industry. We
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have, quite frankly, been amazed at the skill with which such
a good word has been used to justify intervention of the most
complicated and counterproductive nature. We are firmly
convinced that American consumers, were they adequately
represented by those who claim to speak for them as lobbyists
or as elected officials, would always be on the side of true
and unbiased economic competition. That such competition does
not now exist in the domestic refining industry is explained
by previous, purposeful government intervention at the behest
of certain business interests. It is not now, nor was it ever,
in the interest of the consumers of petroleum products to
attempt to divest, subsidize, control or manage the structure
or the procedures of the various segments of the petroleum
industry. It is unfortunate that consumers have been used by
certain political and business interests as the very rationale
for interventions.

While the notion of principle is treated harshly in the
halls and hearing rooms of Congress, especially by lobbyists
for various business groups, we would nonetheless wish to
suggest that there are principles which might make this issue
clear. One is that problems and economic distortions caused
by prior interventions do not justify new distortions or
new taxpayer subsidies as solutions. Unless this fact is
acknowledged, there can be no hope of ever depoliticiziqg our
economy. Therefore, we urge that current proposals be

considered on their face without regard to prior action by
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government. Certainly, no one can blame consumers or
taxpayers for mistaken or ill-advised government policies of
the past. Argqguing that government created a problem and
should, therefore, solve it with new positive steps may
please the owners and managers of small refineries, for
example, but it cannot be said that new manipulation with
economic forces is in the best interest of energy consumers
who are best served by free and open competition.

~ Looking, then, at current proposals aimed at aiding
domestic refiners, several observations can be made from the
standpoint of consumers. One is that tariffs, quotas or
fees on foreign refined petroleum broducts are not pro-consumer.
while every industry threatened by foreign competition, from
steel to textiles, uses a national-security argument to justify
protection, there is certainly no economic justification for
restricting the rights of American prople to buy foreign goods.
It makes no difference, from an economic standpoint, whether
energy imports are in the form of crude oil or refined products.
Give an efficient and unhampered refining industry in the U.S.,

the mix of imported vs domestic crude, as well as the mix of imported

crude vs imported refined products, would be determined by
the market. No one who truly understands economics can argue
that tariffs are in the best interest of consumers, not if
the arguments are honest and in good faith.

Now, this is not to suggest that we are unaware of the
problems of small refiners as a result of decontrol. However,

no one can deny that the growth in number of small refineries

over the past five years is a direct result of a biased
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entitlement program. That these small refineries are suddenly
in a far different situation is a possibility each investor
group should have considered. The question is whether it is
possible to help them without hurting consumers or taxpayers.
It's hard to believe that members of this committee, or the
entire Congress, are so convinced of the virtue of small
refineries that they would be willing to raise the price of

all refined petroleum products to their constituents. Plus,

it should be noted that, while large refineries are not lobbying
for stiff tariffs on refined products, they also would certainly
stand to gain. 1In fact, it could be that they stand to gain
even more because of their greater capacity and efficiencies

due to scale and techuology.

This brings up the fact that the Council is opposed to
policies which tend to increase concentration in American
industry, and also the policies which attempt to penalize size.
The discussions of the past half-dozen years about the need for
small, "mom-and-pop" refineries has sounded like populist
rhetoric surrounding the virtues of small farms. There is no
reason why the Federal government should be encouraging
large numbers of small refineries. To the extent possible,
the number and the size of domestic refineries should be
' based on economic factors and worldwide competition.
Entrepreneurs should be turning attention Eo ways to compete
in real terms, not, as many have done, in ways to take advantage
of a complex maze of taxes and controls. Consumers aren't

helped by schemes which cause more than 60 new refineries to
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be built just to take advantage of tilted laws. Neither
were they helped by laws which developed an artificial refining
industry in the Caribbean.

Rejecting most strongly the idea of tariffs or fees as
a means of aiding domestic refineries, let me comment briefly
on the general notion of tax-related solutions. The position
of our organization is clearly different from that of most others,
and al;o touches on this idea of tilting the structure.

In our view, there are a number of factors which tend to
exacerbate the tendency of concentration and make it more
difficult for smaller firms to compete with large ones. One,
of . urse, is the fact that regulation invariably falls more
heavily on smaller firms. This argument was a cornerstone of
Lee lacocca's when he was arguing for loan guarantees for the
Chrysler Corporation. We reject the idea of aid to Chrysler,
but certainly do agree that smaller firms are relatively more
hampered by regulation. So all regulations tend to tilt
the structure of industry toward more concentration of larger
and fewer firms. Also, however, is the fact that the corporate
income tax also has this effect. Small companies need their
profits for growth and investment much more than do the
large, heavily capitalized firms. There's no secret why
larger companies are more enthused about proposals to accelerate
depreciation, such as 10-5-3. Smaller companies would be
better served simply by a reduction in the corporate tax rate.

The view of the Council is that the tax code should be

simplified, and that taxes should be a means to fund the
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government, rather than a tool of economic policy. Modifying

tax rules through new gimmicks doesn't lead to a more responsive,
more consumer-oriented, or more competitive economy. We do not
consider tax credits subsidies. There is a signifiant difference
between keeping more of one's money and getting funds tranferred
from taxpayers., Therefore, we do not oppose them. However, we also
are not in favor of using selected or discriminatory tax credits
to help or hurt certain industries or certain-sized firms.

We believe that depoliticization of the economy is in the best
interest of all parties; large and small business, taxpayers,

and consumers.

Our recommendation for tax reform is the repeal of the
corporate income tax. This proposal.is supported by economists
from widely differing viewpoints, including both kilton Friedman
and Lester Thurow. Income from the sale of stock or from
stock dividends would be taxable to atockholde;s, including
corporate executives, in a clear and above-board way. The
taxable income of corporations, already in the very place
needed, with no question about whether it might be invested or
consumed, and already in the hands of the so-called "winners"”
in the economy, would give a tremcndous boost to U.S. companies,
including refineries. There is not sufficient time to go into
details of this proposal, but it would accomplish many worthwhile
reforms. Only a mistaken belief that corporations as entities
pay taxes that people might otherwise pay, has kept it out
of the public dialogue for so long.
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v

We urge this committee to take the tax and regulatory
roadblocks away from the domestic refining industry. We urge
that, in the interests of consumers and taxpayers, the
industry not be shielded from competition nor further politicized
by tax gimmicks. In addition, we urge that the government be
neutral with regard to size and not grant special privileges
to small refineries. There is a great deal that could be
done to make up for past interventions, but new subsidies
or protective devices are not justified. We urge a domestic
energy industry based on free and open competition, and supply
and demand. We urge it on behalf of our membership and on

Cd
behalf of American consumers. Thank you.

1344
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Repeal the Corporation Income Tax
The Key to Tax Equity and Economic Growth

by Joe Cobb
Director of Economic Analysis

Emerging issues in public policy always begin with someone
daring to speak the truth and advocate some politically unrealis-
tic proposal--which starts to move political realities, inch by
inch, clc:er to that solution. With the election of Ronald
Reagan, and the ideas he brings to his office, we have seen
what was "politically unrealistic” one day can become public
policy the next. Indeed, the label "politically unrealistic" is
often merely an excuse timid politicians use to evade thinking or
speaking the truth about economic problems.

There is a perverse tendency in economics to look for the
"gecond best" solution to problems, because the best solution is
believed to be politically impossible. Yet, the economists who
offer such second-best solutions never explain how they believe
they obtained their expertise in politics. In reality, there
are only "best" or correct soclutions and a long list of worse
proposals that defy any preference ranking. In his excellent
bcok, Politically Impossible . . .?, Professor W. H. Hutt has
demonstrated how damaging a reigning orthodoxy can be when it
loses the ability to distinguish intellectually between truth
and error--due to the economists' desire to be politically
fashionable. His case in point is the Keynesian movement.

The productivity of U.S. labor has fallen rapidly in recent
years, both in terms of international competition and our own
historical record. Economists agree that the key to this
problem is the rate of capital formation; that something
must be done to increase the rate of savings by the general
public. Real capital can only come from real savings, not
from credit expansion through monetary policy. Real savings,
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moreover, can only be¢ increased by changing the relative prices
of savings vs. consumption expenditures. When we look at the
present tax structure in the United States, it is clear that
there is a heavy tax penalty of savings. If this penalty can be
removed, the relative prices of consumption vs. savings will be
restored to levels that the free market can best determine.

It seems that President Reagan understands the importance of
tax neutrality. In his address to the joint session of Congress
Pebruary 18, 1981, on his Program for Economic Recovery, he said:

Por too long now, we've removed from our
people the decision on how to dispose of what
they created. We have strayed from first
principles. We must alter our course.

The taxing power of government must be used -
to provide revenbes for legitimate government
purposes. It must not be used to regulate
the economy or bring about social change.
We've tried that and susely we must be able
to see it doesn't work.

The Undersecretary of Treasury for Tax Policy, Norman B.

Ture, has further explained the implicatlons of this new economic
philosophy as follows:

Corporate earnings would not face a separate
tax. Instead, they would be taxed to the share-
holders. The corporation would deduct all invest-
ment in plant and equipment in the year it incurred
the cost for these facilities; accordingly, there
would be no depreciation allowances with their
complicated rules and accounting problems.
Retained earnings would be counted as saving too.
Dividends or other capital returns not reinvested
or saved by individuals would be taxable to them...
The elimination of the corporation income tax,
of the taxation of'capital gains, and of deprecia-
tion would greatly simplify the tax structutg as
well as reducing the bias against saving....

The tax-reduction proposals that the President has sent to
Congress, however, do not include the repeal of the corporation
income tax. The accelerated depreciatlon proposals for business
are a cautious, halfway measure, due it seems to the administra-
tion's fears about ideas that may not be "politically possible."
Indeed, when the ‘idea of repeal is mentioned to individual
Congressmen or their staff assistants in charge of economics and
tax policy, the reply is: "That's politically unrealistic.” So
long as this remains the catechism in tax policy debates, the
President's ohjective of tax neutrality will not.be achieved.

A major part of the problem is the anthropomorphic fallacy
in the minds of so many of our fellow citizens. When the news
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broadcasters report that a large corporation's profits in the
previous quarter were $100 million, how many viewers absorb this
information in personal terms, comparing it to their own meager
biweekly after-tax wages? This fallacious frame-of-reference is
reinforced by the legal doctrine that corporations are "entities.”

WHAT IS A CORPORATION?

In U.S. law, the "entity” doctrine was first stated by Chief
Justice John Marshall in 1819: W The] corporation is an artificial
being, 15v131b1e, intangible, and existing only in contemplation
of law."* The origins of this doctrine can be found in British
history, when corporations were created by the king to exercise
various trade monopolies. In modern capitalism, however, indi-
viduals can form corporations as easily as they can form partner-
ships, and there are no special privileges that confer any economic
advantage that is not also available to anyone else.

The legal doctrine that a corporation is a separate entity,
apart from the human beings who own, operate, or work for it,
is a convenience for those who might want to sue it for damages
in court--because they don't have to list all of its shareholders
by name on the legal papers. Robert Hessen has argued:

Every organization, regardless of its legal form
or features, consists only of individuals. A
group or association is only a concept, a mental
construct, used to classify different types

of relationships between individuals. Whether
the relatlionship 1s a marrlage, a partnership,

a team, a crowd, a choir, a corps de ballet,

or a corporation, one fact remains constant:

the concept denotes the relationship between
individuals and has no referent apart from it.
In a marriage, for example, there are two indi-
viduals whose relationship is designated by

the concepts of husband and wife. There is no
need to posit or invent an artificial entity

to represent "the marriage" or to account for
the fact that, in the eyes of the law, the
husband and wife are regarded as a unit for

some purposes (community property, for example).

This idea that we get from accountants, therefore, that a
corporation has an annual income, which may be a proper basis for
the income tax, is just an extension of the legal doctrine that
the corporation is an "entity." Yet, in economic terms, why
should the working capital of a corporation be treated any
differently from the cash flows of a partnership? Would it make
any sense, or reflect a social concern for equity, to tax the
combined earnings of a husband and wife as joint-income to "the
marriage” and then tax again the individual spendings of the
husband or the wife as personal income? This is precisely what
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the U.8., tax code does to corporations.

President Reagan seems to understand this issue, which is a
giant 8tép toward making the repeal of the corporation income tax
"politically realistic.” He declared in his February 5, 1981,
televised address to the nation that "business doesn't pay taxes...
Only people pay taxes--all the taxes. Government first uses
business in a kind of sneaky way to help collect the taxes.”
Indeed, the only justification for collecting the tax revenue from
stockholders at their corporate treasurer's office is because
corporations have to keep accurate books for financlial and cost
accounting~-the tax auditor has an easier job. Those employees
who remit the revenue have no personal stake whatsoever in cheating
because it is not their own money. Politicians believe that this
is a hidden rax, one that no one will object to because they won't
ever see the money disappear.

Yet the politicians are wrong: the corporation income tax is
a very obvious and serious tax for investors. They may not sign
the tax forms, but they understand the reduced equity yields.

~—~—_
RELATIVE PRICES IN THE CAPITAL MARKETS

This easy-to-collect, sneaky tax is the most damaging tax in
the U.S. tax code. It has been estimated that the cost to the
economy of having capital in less than its most productive 1ocgle
because of the tax differentials is approximately $300 billion
(1980 dollars). The tax revenues are supposed to be $65 billion
dollars in fiscal year 1981. This implies that if the tax were
immediately repealed, the federal government would not lose a cent.
It receives about 22 percent of the GNP these days.

The corporation income tax distorts the allocation of capital
by imposing a particular burden on certain investments, making
them less attractive relative to others that are not taxed. For
example, if a corporation can earn $20 per year on $100 of capital,
but only $10.80 is left after taxes to the investor, he might well
choose to put the $100 in a money-market fund and earn as little
as $10.81 from some less-important use of the capital.

Because the U.S. tax code is a byzantine maze of different
tax rates on different kinds of investments, we observe a plethora
of tax-schemes and a vast array of job opportunities for tax
lawyers and financial whiz-kids. Their earnings are even included
in the gross national product but we must observe they do not,
in truth, make our nation wealthier in any way. Although it is
all legal and honest work, the impact is the same as those who
cheat on welfare payments; the tax code just creates opportunities
to redistribute wealth without producing anything except the
ingengity to figure out how to get their clients a larger share of
the pie. "

All of modern, scientific economics is grounded 9n the concept
of subjective marginal utility and opportunity costs. Individuals

-~
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allocate their scarce resources, their time, and their labor on
the basis of what they expect to get in return for whatever they
have to give up. For the free market to be effective, moreover,
it is not important for everyone to be rational in his behavior,
since market prices are determined at tge margin-~by a relatively
small number of consumers or investors.

The prices that are revealed in the market by the process of
experimentation and discovery are the information signals that
businessmen use to calculate the optimal amounts of capital and
labor, the kinds of capital investment they will make--and the
duration. ThIs information system is necessarily and essentially
decentralized; it has beeg proven that government planning cannot
simulate nor outguess it, The price signals that people rely
upon, however, can be distorted by tax policy because the after-~
tax amounts are what affect everyone's choices.

Members of Congress have questioned the Reagan administration's
claim that most of the taxpayers' benefits from the Kemp-Roth plan
would flow into savings and investment. While we agree with
President Reagan that there are strong reasons to believe the
major impact would be to increase savings and the available capital
for business, the same Congressmen who doubt the President are the
ones most likely to oppose repeal of the corporation income tax.

The $65 billion that the U.S. Treasury will collect from
corporations in fiscal year 1981 is already in the very place that
these Congressmen would like to see the money go. It exists as the
working capital of the corporations. The liquid capital of a
business is like gasoline in a car. It has to be maintained at
a certain level to accomplish various goals. The corporation
income tax is like a steady leak in the gas tank, taking fuel
away ‘from the engine of our economy so that we can't achieve
the business~-growth rates we want. 1In a period of inflation, the
method of calculating the net income of a business is distorted
as well, since the cost-of-goods-sold that is deducted from gross
revenues to compute the profit is understated: the historical
cost-of~goods-sold is less than the business has to spend to
replace the inventory to stay in business. The tax eats up
phantom profits. N

The financial policies of corporations are also distorted by
the income tax, since it is relatively cheaper to borrow funds
than to raise capital in the equity markets. U.S. corporations
are far-deeper in debt than they would otherwise be if there
were not a tax-incentive to borrow capital. A heavily leveraged
corporation is a more fragile business, more likely to face
bankruptcy in hard times. It is possible that the Chrysler
Corporation would not be in the trouble it is in, with the polit-
ical pressures to bail out its bankers and bondholders, if the
corporation income tax had not been skewing its financial policy
since 1909. Would there be pressure from the auto and steel
industries for protection from international competitiom were it
not so dangerous to run a temporary loss?
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The size of the federal deficit is of great concern to the
people on Wall Street because they fear that whatever capital is
available in the market will be scooped up by the Treasury bills
and government bonds, driving up interest rates. High domestic
interest rates are credited with strengthening the U.S. dollar,
since Arab sheiks and European money-market managers can get a
higher rate of return by sending liquid capital to the New York
markets.

Yet, one immediate effect of repealing the corporation income
tax would be approximately to double the value of shares in U.S.
corporations. The price of a stock is determined by its yield,
or its expected future yield. Since the yield is sliced dramat-~
ically by the corporation income tax, the removal of this tax will
make equity investments much more attractive, Foreign investors
would be strongly motivated to invest in the United States equity
markets. The attraction of foreign capital could eradicate the
perceived capital shortage in one sudden sweep--even if the
federal deficit increased.

Members of Congress who are under populist pressure from
constituents to vote for lower interest rates should observe
that an influx of foreign capital to the United States in response
to higher equity yields would relieve all of the pressure on the
supply of lendable funds. Since the purchase of stocks on Wall
Street would require also the purchase of U.S. dollars with which
to make the transactions, the dollar would become very much
stronger internationally and this would have a powerful impact
on domestic prices. OPEC oil could even become cheaper, in
relative-price terms!

WORKERS ARE-HURT MOST BY TAXING CORPORATION INCOME

The principal objection by members of Congress to the Reagan
tax-cut proposals is based on an appeal to "social justice" or
"vertical equity"--the idea that taxes should fall more heavily
on the income of the rich than of the poor. The Reagan proposals,
however, by cutting tax rates equally across-the-board allow those
who earn more--and would thus be liable to pay more without the
cuts--to keep more of the fruits of their labor. The "social
justice" objection confusers some basic concepts in taxation:
rates vs. amounts due.

The corporation income tax, however, is a far heavier tax on
the savings of the poor than on the savings of the wealthy. If
an individual's marginal tax rate is more than 46 percent, it is
in his self-interest for the corporation in which he owns stock
to cut dividend payments and reinvest:the funds--perhaps by
becoming a conglomerate and buying another company that may have
some "loss carry-over" credits that could be used to reduce the
corporation income tax even further. One's personal tax rates
might be as high as 70 percent on dividends, but if the corpor-
ation's reinvestment program is adequately managed, it is
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preferable for the company to.grow and diversify so that only a
long-term capital gain would be due when the stock is sold--at a
maximum rate of 28 percent.

On the other hand, most working people rely upon a company
or union pension fund as their main vehicle for savings toward
rotirement. Pension funds are heavy investors in corporate stock.
Instead of accumulating wealth for the worker's retirement at a
riate that would be determined by the productivity of the corpora-
tion, the income tax reduces this growth by removing 46 percent
of the pension fund's accumulation before dividends are paid.
The growth in market value of its investments is correspondingly
reduced, so even if the pension fund seeks long~-term growth rather
than dividends, the penalty works against the poor. Since the
pension fund would not otherwise pay a tax on its earnings, the
corporation income tax is perhaps the worst tax in terms of
*social justice." Peter Drucker, in his book The Unseen Revolution,
writes:

The corporation income tax has thus become

a highly regressive tax, and one that is paid
increasingly by the employees, especially
those least able to afford a high rate of
taxation--older retired workers. It is in
effect a tax to 'soak the poor.' Yet any

1 proposal to reduce the corporation income
tax, or to allow the individual taxpayer
to offset it in his tax return, is immedi-
ately shouted down as a 'giveaway to the
rich' by the labor unions, [i.e., by] the
representatives of the people who are most
penalized. Actually, nothing would so
effectively promote greater equality of
income as to eliminate the corporation in-
come tax, or at least that part of it which
is levied on the holdings of the corporate
pension funds. This would give the lowest
income group in the adult population, the
retired older people, substantially more 10
purchasing power without inflationary impact. -

To the extent that some employees of a corporation participate
in an employee stock-ownership plan, or buy shares (because they
want to invest in the productive organization with which they
may be most familiar), the regressive impact of the tax on their
ability to accumulate wealth is worsened. Yet in rational terms,
Congress might well prefer to see workers support their own
companies, as do the Japanese workers, rather than buy silver
coins or take some of the other tax-shelter opportunities open
to small savers.

The question of who pays the corporation income tax in the
long-run, after all the relative-price impacts of the tax on
stockholders' investment choices have passed throughout the
system, is an open question to many economists. The earliest
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empirical studies of the shifting of the corpgfate tax burden
were performed by Professor Arnold Harberger. He argues, as
we have, that stockholders pay in the short-run, but in the
long-run there is a reduction in economic efficiency. The
productivity of labor is therefore reduced. The reason that
economists debate the true incidence of the tax burden is that
it is almost impossible to measure: Wwho pays a higher cost for
economic inefficiency and lost worker productivity--the workers
by missing out on wage increases or consumers by paying higher
prices? All economists agree, however, that some of the tax is
paid by consumers and some of it by employees of the corporations.

We can appreciate the intuitive idea that if workers are
hurt by the corporation income tax in the long run, then it is
regressive. The way it hurts workers requires a brief digression
to see why wages rise.

All economists, except those employed by labor unions, under-
stand that real wages are paid at a rate determined by the
marginal productivity of labor. As workers are supplied modern
capital-intensive tools and production processes, they become
more pfoductive. Ludwig von Mises, in an chellent essay,

"Capital Supply and American Prosperity,“l asks why workers

in America are so much better paid than workers in India, and

shows how capital investment in America has made, the difference.
Wages are bid up by employers who have more capital year-after-
year and need to recruit more workers to put it to use. Compe-
tition in the labor market assures workers that their wages will
rise as capital formation advances, and workers become relatively
scarce and more productive. This process is often obscured, not
only by labor union propaganda and fi%se reporting about the
Industrial Revolution by historians, but also because unemploy-
ment occurs in particular segments of society, or in depressed
geographical regions, leading workers to believe they are competing
against each other for jobs rather than that employers are competing
for good workers.

The corporation income tax, by reducing the rate of capital
formation in the business sector, reduces the need for employers
to bid against each other to keep their best workers. The long-
term upward pressure on real wage rates slows down. To make
matters worse, employers in recent years have offered increased
compensation in the form of pension benefits instead of direct
wages. For the individual worker, this-is a shelter from the
personal income tax for his savings, but as we have seen, the
pension funds' long-run value for his retirement is caught by the
perverse impact of the corporation income tax.

THE TAX HURTS SMALL MORE THAN LARGE FIRMS

At first glance, repeal of the corporation income tax might
look like a benefit to big business because the absolute dollar
amounts might be larger. Yet there is considerable evidence that



small businessmen are hurt much more by the tax. Milton Friedman
has pointed out that the ability of corporations to reinvest funds
internally, and create a tax advantage for wealthier stockholders,
encourages inefficient reinvestment and promotes the concentration
of industry. Even though stockholders could take their dividends
and invest in a diversified portfolio themselves, it is to their
advantage to have xhe corporate management do this for them under
. present tax laws.l Roger Sherman has argued that industrial
concentration and the trend toward conglomerate firms are further
stimulated bscause such firms can shift their internally-generated
funds from division to division, where the greatest productive
opportunities may lie, thus enhancing the value of their stock;
and by such diversification, they can also attract borrowed funds
at a lower interest rate by reducing_ the risk of bankruptcy.

Every small businessman, moreover, has experienced that
unpleasant moment at the bank when the banker agrees to finance
less than the full amount of his loan request because his after-

. tax earnings are too small. The ability of a business to borrow
funds is directly related to its cash flow--and this is especially
the case for the small businessman with fewer assets and perhaps

a shorter track-record for the banker to evaluate.

A smaller business may well be a faster-growing one, with a
much higher rate of return on its investments than a larger,
established firm. Small business accounts for over 55 percent of
all non-agricultural employment and 45 percent of GNP in the United
States. It also produces over 50 percent of all new inventions,
innovations, and patents. In the last ten years, 69 percent of
all new jobs were created by firms with less than 100 employees,
many located in the centers of large cities. Yet, if access-to-
capital is viewed as a "social justice" issue, the corporation
income tax takes it away from the very entrepreneurs who might
make the best use of it. Certainly the larger corporations, with
established market shares and recognized brand names, are less
likely to be hurt by a tax that takes money equally from the small
and large business, as this tax does above $100,000 in income.

POLITICAL DISHONESTY

No discussion of the inequity of the corporation income tax
would be complete without a brief discussion of why it is a
popular tax among politicians and labor leaders. It is in the
interest of some politicians for the rest of us to believe that
it is "politically unrealistic" to discuss its repeal.

Sadly, they believe the employees and the poor are too
stupid or naive to realize that they are its real victims. It
is easy for a politician to rail against the rich corporations,
especially when inflation--and the public's misunderstanding of
the causes of inflation--make business such a handy scapegoat.
"Tax the giant corporations!” they shout. Yet, no friend of the
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working class or the poor who is intellectually honest can support
such a policy.

Much to his credit, Lester C. Thurow of MIT has strongly
advocated the repeal of the corporation income tax-~-as a policy
for helping the poor. Professor Thurow is widely known as an
economist identified with government policies to benefit the
socially disadvantaged. The Council has reprinted the relevant
sections of his book, The Zero-Sum Society, in its Perspectives
on Public Policy series.  1In his view,

When you review the arguments, there isn't
any case for the retention of the corporate
income tax. It is both unfair and_ineffi-
cient. It ought to be eliminated.l?

With such diverse agreement on the issue, it hardly seems
possible that repeal of the corporation income tax could be
“"politically unrealistic.” The Council for a Competitive
Economy believes that its repeal ought to be among Congress's
top priorities as it debates President Reagan's tax-cut pro-
posals. Certainly if the Congressional Democrats want to
amend the Kemp-Roth plan in the direction of tax cuts on
business, they should not be timid.

Why waste effort to puncture the corporation income tax
like a slice of swiss cheese when it would be so much better
to abolish it?
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Senator WaLLop. Thank you all, gentlemen.

Senator Durenberger, do you have a question?

Senator DURENBERGER. Yes, Mr. Chairman.

Mr. Van Arsdall certainly represents a number of the concerns
of the refiners we have in our State. I was struck by Mr. Wilcke’s
firss}t1 principle in his testimony, which is one that is hard to argue
with. :

The first principle is that problems .and economic distortions
caused by prior interventions do not justify new distortions or new
taxpayer subsidies as solutions.

My question to you relates to your testimony on standby alloca-
tions. I read the NCFC paper on standby allocation, and I'm won-
dering if you could summarize for us, briefly, the kind of allocation
program that you have in mind. I'm concerned being whether or
not1 it’s simply the old buy-sell program that we had before decon-
trol. !

Mr. VAN ArspaLni. Well, to start with, I would like to reiterate
that we are owned by the consumers of our product. Thus, we do
;epresent consumers of one special kind, and that’s the American

armer. :

Senator DURENBERGER. I should have made that point for you.

Mr. VAN ArspaLL. We're not asking for a subsidy or a free ride.
We have efficient refiners and an efficient system that can serve
farmers’ needs in a truly competitive market.

Again, I emphasize that a decontrolled market does not necessar-
ily equate to a free market. To state the extreme, a monopoly could
existl;; Significant barriers exist today which preclude a timely free
market.

In terms of the program that we are advocating, there are a
number of ways to get there. We are anxious to see the debate
proceed forward in the appropriate committees. We are looking at
a program in which the basic objective is to make sure that timely
-access to crude oil at competitive prices is available to efficient
domestic refiners. To the extent that a competitive marketplace
functions normally, there is no need for any program to be in
operation.
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We are looking at some sort of standby mechanism which would
have some clear triggers in and out, and provide that timely access.
In terms of just what those triggers are, I think that we have some
specific views that we would like to share with the Members of
Congress as the debate goes forward. You will be hearing from a
number of parties, and I am sure that at that time you will want to
make up your own mind, after evaluating the different views.

Obviously, we don’t want to be without crude oil, as our farmers
would be without product. And we don’t want to see them paying
disporportionately more for their fuel.

Senator DURENBERGER. Thank you for the response. I think we’ll
all look forward to those more specific recommendations.

I have a question that is partly on the point that was raised by
Gary Petersen. You know where I come from, geographically. You
know our concerns for access to Alaskan crude, and you are aware,
I am sure, of the p:oposals for trying to move crude from west to
east in this country. I'm trying to read the parts of your statement
that refer to refinery expansion along the west coast and figure out
what the position of the independent refining industry along the
west coast relative to Midwest access to crude or refined products.

Mr. PeTersen. Well, we’re sitting in a location where we're
watching ships go by, setting down and going through the canals to
the gulf, because the major producers on the North Slope will not
sell the crude. Last year they would not sell at all. This year they
will only sell it on short term contracts because of what they
consider apparently as a short term glut.

I think the northern tier pipeline would be valuable to your
refiners if they were looking at foreign crude. I don’t know how
they are going to buy crude from the producers if people on the
west coast can’t buy it.

Senator DURENBERGER. Well, I see your point, yes. Yours is a
problem of access?

Mr. PETERSEN. Ours is a problem of access.

Senator DURENBERGER. Not a problem of price or anything else,
but of access?

Mr. PeTerseN. Well, as far as the North Slope goes, it’s not a
problem of price. If we could have, you know, the guarantees that
would be there when we expanded—when I say expanded, I'm
talking about retrofitting the refinery to more efficiently convert the
North Slope—but we have no guarantee.

Like I say, we can get a 3-month contract and we're not going to
invest $90 million on a 3-month contract. Our banks aren’t going to
let us do that.

This is a problem of crude access. If that pipeline is built, it’s
going to have a problem of crude access if they intend to put the
North Slope in it, because your refineries out there, with the
exception of one, I believe, are all independents. I don’t know any
reason why any of the majors producing on the North Slope would
prefer to sell to somebody in Minnesota than they would to some-
body in Tacoma, Wash. :

Senator DURENBERGER. Well, one reason that somebody who is
producing in Alaska would prefer Washington to Minnesota is the
cost of delivering it to the refinery, and- that is, of course, where
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refiners on the west coast have an advantage over refiners in the
Midwest.

Mr. PeterseN. That'’s correct, and you can see the net backs to
Valdez when you look at the crude delivered to the gulf. Simulta-
neously, you would have the same problem on a pipeline.

Senator DURENBERGER. Thank you very much.

Senator WaLLopP. I would like to ask Mr. Van Arsdall or any of
the advocates of access and competitive prices, who or what mech-
anism would you put in place to provide that access and the
competitive price, and who would determine what access was ade-
quate and what price was competitive, without a major Govern-
ment intrusion?

Mr. VAN ArspALL. I think that when you examine past history,
one can readily agree with a number of people who have said that
the minimum Government intervention opportunity lies at the
crude oil end of the petroleum system. When there are disruptions,
they tend to be regional and they tend to fall upon sectors differen-
tially. They are not shared equally across the refining system.

We have all experienced the attempts to deal with such short-
ages at the product end, particularly out in rural areas, in the
northern tier States, for exampie. We found that trying to allocate
a gallon of diesel fuel to a farmer in the midst of spring planting
when there is no product out there is a bit difficult to-implement.
These product shortages develop because the refineries that serve
rural areas do not have access to crude oil.

So, we hope that by approaching it from the crude oil end, you
can minimize Government intervention and never get to the crisis
situation that faces us when shortages develop at the product end.

Senator WaLLop. Well, as an aside, that’s obviously a question

more for the Energy Committee than the Finance Committee. It 7

concerns me because somebody, somewhere along the line is going
to have to say, “That’s a competitive price and that is sufficient or
insufficient access.” Some entity is going to have to make a judg-
ment, then we’ll get back to the whole business of distortion and I
don’t know how to solve that. I was hoping there was some Solo-
mon amongst you who could advise the Senate.

Mr. BopE. Mr. Chairman, I believe there is a mechanism which
could let the marketplace make those determinations. The Inde-
pendent Petroleum Association of America, I understand, is sup-
porting legislation which would exempt from the windfall profits
tax the first 1,000 barrels per day of independent crude production.

If that exemption could be conditioned upon sales by independ-

ent crude producers to independent and small refiners, there would
be an established mechanism that would not require Government
bureaucracy or Government decisions regarding supply and
demand. Rather, the independent crude production, which now is
unavailable to independent small refiners, would be available.

If such legislation were adopted and limited—because we don’t
support the continuation of the windfall profits tax; rather, we
think the tax should be lifted when the statutory objective of $227
billion is obtained—we would build, I think, a very viable and
competitive independent sector. We would assure that the inde-

pendent crude producers receive the revenues that they so desper-

ately need to enhance their production activities, and on the other
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hand, we could assure that small and independent refiners would
olt)itain a viable source of domestic crude oil to sustain their oper-
ations.

Senator WaLLor. As I read and listened to Mr. Vinson’s state-
ment, it would be my understanding that you do not endorse that

concept.

Mr. VinNsoN. We, unequivocally and vehemently oppose that
proposition.

Simabor WaLLor. I gathered that when it was going on. [Laugh-
ter. ‘

I just want to make an aside here because it is a matter of some
fascination. I hope that some in the press and some in the audience
would be able to see from this discussion that there is no conspir-
acy in the energy industry in America. You cannot get them to
agree what time to leave the room. [Laughter.]

The interests, as displayed here, are so varied, that there is no
level at which it meshes enough to control this economy, anAd I
think refiners and producers alike and this panel would agree on
that if they didn’t agree on any of the other roads to travel that
might be imposed.

Mr. SteeNBERG. Our tax credit proposal, I think, has some real
benefits in the terms of the question that you asked, because it

uires none of the answers that you are seeking.

r tax credit proposal is voluntary in terms of using it by those
who are selling and those who are buying and, therefore, requires
no mandate, no regulation, no system, no bureaucracy, and the
price at which the crude oil moves from seller to buyer is a negoti-
ated price motivated by an incentive to bring home a tax credit.

But, what is the competitive price is determined by the parties
who are dealing, and 80 no one has to determine, by computer
model or regulation or formula or system, what is a competitive
price.

If I go out into the marketplace and attempt to use this mecha-
nism to buy crude, and I negotiate a price, and I can’t compete on
that price, I'm not going to buy it or I'm very silly.

So, I think our proposal for a tax credit system avoids all the
complications that the previous regulatory programs had.

Senator WaLLop. Mr. Wilcke, let me just ask you this: It's my
understanding that your organization contains a few small refinery
members. Would it be your opinion that they would endorse your
comments today? ‘

Mr. WiLcke. Well, our organization is sort of a collection of
Mavericks, Mr. Chairman, from all industries. On almost every
issue, in almost every industry, there are a few people who don’t
agree with the consensus. So, I would say yes, our organization is
supported by a few who would endorse it, but I don’t think—they
speak for themselves and they speak for our organization; they
don't speak for their industry.

‘Senator WaLLop. Senator Durenberger, do you have any further
questions?

Senator DURENBERGER. No further questions.

Senator WALLOP. Gentlemen, thank you. There may be a ques-
tion or two that we would like to submit to you, but I appreciate
your taking the time to come here and I also very much appreciate
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your abiding by the clock. I realize how far it is, but I also realize
that others have come as far.
Thank you.

STATEMENT OF JOHN VENNERS, MANAGING DIRECTOR,
INTERDEPENDENT CRUDE & REFINING, WASHINGTON, D.C.

Mr. VENNERS. Thank you, Mr. Chairman.

My name is John Venners. I'm managing director of Interdepen-
dent Crude & Refining, a joint venture of five established U.S.
refiners to acquire foreign crude oil directly from the oil-producing
countries.

With a refining capacity of nearly 200,000 barrels per day, the
ability to process a full slate of products and individually strong
corporate financial positions, our group can effectively compete in
the world oil market under proper circumstances.

IC&R will continue to take the lead in recognizing our growing
interdependence by implementing new concepts and programs in
the oil-producing countries.

It is important that we take a look at the drastic structural
changes that have taken place in the world oil market during the
last few years. When OPEC was founded 20 years ago, the eight
largest international oil companies controlled nearly 98 percent of
all OPEC oil produced.

In addition to serving their own needs, the majors were in a
position to market large surplus volumes to their third-party cus-
tomers, many of whom were independent refiners throughout the
United States.

Today, more than 50 percent of OPEC’s production is controlled
and marketed directly through the OPEC national oil companies.
Most of this transformation has taken place in the last few years,
and OPEC'’s control of oil is increasing steadily. .

As a result, independents have been forced into the volatile spot
market and government allocation programs which have recently
been terminated.

We believe the best way to achieve price and supply ability in
the world market today is to align the responsible independent
refiners directly with the oil-producing countries.

As relatively new entrants to the world oil market, independents
face numerous difficulties and obstacles which must be confronted
head on in order to be successful in meeting our future needs.

A free market for world crude oil in the pure economic sense
does not exist. As a highly politicized commodity, crude oil is no
way divorced from political considerations.

As independents, we welcome the challenge to compete in the
world oil market, but we must have the opportunity to gain direct
access to the politicized commodity on a competitive basis.

The energy policy of this Government should provide the diplo-
matic initiatives which encourage producing countries to make
available all crude being marketed by national oil companies to all
responsible refiners on a nondiscriminatory basis.

First, our Government officials must convince the producing
countries that a strong, viable independent sector is vital to our
economy and national security.

78-867 0 - 81 - 14
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Second, Congress and the administration must make it clear that

we will not subsidize inefficiencies or allocate supplies under non-
- —emergency conditions as we have in the past.

Third, it must be understood that our Government has no inten-
tions of forming a Federal oil purchasing agency to enter into
government-to-government contracts with the producing countries.
In lieu of a purchasing agency, our Government policymakers
should explore ways in which our refiners could be placed on a
similar favored or preferential basis as foreign national oil compa-
nies are today.

To deny needed volumes to U.S. refiners on the grounds that we
do not have a national oil company should be considered an un- -

friendly act against this country.

In addition to the diplomatic initiatives, I would like to suggest
that Congress consider the following suggestions: :

One, explore the possibility of guaranteeing crude oil payments
to the producing countries through the Export-Import Bank. Under
such a concept, individual refiners could post acceptable letters of
credit from their commercial banks to the Export-Import Bank
guaranteeing credit; therefore, removing any risk or exposure to
the bank. This would help individuals and independent buying
groups in their negotiations, since they would post only one letter
of.credit;- backed by the Government, instead of several individual
letters of credit from different banks.

This would be another signal to the producing country that our
Government not only sanctions the individual joint efforts of our
refiners; but-is also willing to back them up.

In addition, we would like to suggest that any of the volumes
that we would have guaranteed through the Export-Import Bank
could possibly flow directly to the Strategic Petroleum Reserve
during low demand and surplus supply periods.

Mr. VENNERS. The independent refining sector must act in a
responsible manner to be worthy of our Government’s support and
to be considered viable customers by the oil-producing countries.

Past subsidies and allocation programs have provided an artifi-
cial shield over the oil industry. To say that the only way we can
survive in the future is through continued Government subsidies
suggest that we have lost our original competitive spirit. Some may
suggest it is impossible for independents to compete effectively in

N %}e_his_torically major-dominated world oil market. We disagree.

e must and will succeed.

To blame OPEC, or the majors, for the current distortions in the
marketplace only diverts attentions and efforts required to adapt to
the changing circumstances.

Our Government can play a vital role in providing the proper
atmosphere which will enable us to be on an equal footing with the
majors and other purchasing nations in order to meet the future
petroleum needs of our country.

Thank you.

Senator WaLLop. Thank you, Mr. Venners.

[Statement follows:) '
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SUMMARY OF STATEMENT

Introduction

Interdependent Crude and Refining is a joint venture of five established
U.S. lndepe_ndent oil refiners to acquire foreign crude directly from the oil
producing countries. We have pooled our resources and strengths to implement
new marketing concepts enabling us to compete effectively in the restructured

world oil market.

Restructured World Oil Market

It is important to look at the world oil market, as it is today, and then
examine ways that government and industry can adapt to the changing circumstances.
Untlll recently, the major oil companies controlled most of the OPEC pro;iuction
and were in a position to sell surplus volumes to the independents. As the
OPEC National Oil Companies assumed control, as well as the marketing
aspects, of their oil the majors terminated most of their third party sales.

We believe the best way to achieve price and supply stability in the volatile
world market is to assist the independents with their crude access problems
by aligning the responsible refiners directly with the oil producing countries on
a similar competitive basis as other purchasers. ’

A free market for world crude oil in the pure economic sense does not
exist. Therefore, we must examine ways that government can play a constructive
role in assisting new entrants in the world market to gain fair access to this

highly politicized commeodity.
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. Recommended Diplomatic_Initiatives

Convince the producing countries that a strong vishle independent
sector is vital to our economy and national security.

Make it clear that subsidies and allocation programs during non-
emergency times are a thing of the past.

Assure the world that the U.S. has no intentions of establishing a
federal oil purchasing agency just to enter into country-to-country
deals. Denying available volumes to qualified U.S. refiners on the
grounds that we do not have a national purchasing agency should be
considered a diseriminating and unfriendly act against this country.

Bank Guarantees, SPR Fill Option and Anti-trust

Explore feasibility of guaranteeing crude oll payments through the
Export-Import Bank. The guarantees would be backed up by each
refiner's commercial bank to remove any risk to the Ex-Im Bank.
Federal guarantees would not cost our government anything and

would assist independents in their negotiations with the producing

ecountries.

Any refiners, utilizing the Ex-Im Bank guarantee could give the-
government first option on all or part of their contracted volumes,
at their official cost, for the Strategic Petroleum Reserve during
surplus and low demand periods. This would assist the government
in ncquiring volumes at official prices without tampering with the
delicate spot market, It would also afford the independents the
flexibility required to maintain contracted volumes during these
times of surplus.

Provide for any exemption in the anti-trust laws deemed necessary
for groups of refiners to compete effectively in the world market.

Conclusion

We, as responsible refiners, must and will compete in the restructured

world ofl market given the proper atmosphere and circumstances. Government

has a vital role to play to put us on an equal footing with other_purchasers in

the highly politicized world oil market. Instead of subsidies, we seek cooperation
and understanding in recognizing our mutual goals during this transitional

period.
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STATEMENT

Mr. Chairman, distinguished Members of the Subcommittee, let me begin
by expressing my appreciation for giving us an opportunity to share views on
the rapidly changing world oil market and possible ways to make adjustments
so that our refining industry can continue to meet our country's petroleum
needs. My name is John Venners and I am Managing Director of Interdependent
Crude and Refining (IC&R), a joint venture of five established U.S. independent
refiners. Our goal is to acquire foreign crude oil/ directly from the oil producing
countries. lC&it was originally founded in February, 1980, by Rock Island
Refining Corporation of Indiana and Farmers Union Central Exchange,.lhc. of
Minnesota. IC&R has since expanded to inélude Marion Corporation of Alabama,
Pester Refining Company of Iowa, and Southern Union Refining Company of
New Mexico. With a combined refining capacity of nearly 200,000 b/d, the
ability to pi'ocess a full slate of products, and individually strong corporate
financial positions, our group can compete effectively in the world oil market
under proper circumstances. '

We feel strongly that the recognition of our growing mutual interdependence
with the oil producing countries is essential to building a foundation for long-
term working relationships. IC&R will continue to take the lead in this area
by implementing new concepts and programs to further that recognition.

Before we can examine ways to assist the responsible independent refiners
in their world-wide efforts, it is important that we take a look at the drastic
structural changes which have taken place in the world oil market during
the past few years. When OPEC wds founded twenty years ago, the eight
largest international oil companies controlled nearly 98% of all OPEC oil
produced. In addition to serving their own needs, the majors were in a position
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to market large surplus volumes to their third party customers, many of whom
were independent refiners throughout the United States. However, today more
than 50% of OPEC's production is controlled and marketed directly through
the OPEC rfatlonal Oil Companies (NOCs). Most of this transformation has
taken plcce< in the last few years, and OPEC's control of its oil is increasing
steadily. Thus, most of the crude oil which was once available to the independents
through the majors is no longer available. As a result, in order for the indepen-
dents to acquire their needed crude oil, they have been forced into the volatile
spot market and to government allocation programs which have recently been
terminated. We believe the best way to achigve price and supply stability in .
the world oil market today is to align the responsible independent refiners
directly with the oil producing countries. If the volumes, once marketed by
the majors, flowed directly to the responsible independents on an equitable
and competitive basis, we would eliminate the need for many of the traders
and brokers who are currently speculating on the crude oil rather than refining
it. Rather than a continued state of confusion and misunderstanding, the
restructured oil market can actually provide new opportunitlés for the developing
oil producing countries and the independent refiners by working together on a
‘direct basis.

As relatlvely/ new entrants in the world ofl market, independents face
numerous difficulties and obstacles whi.ch must be confronted head-on in order
" to be successful in meeting our future needs. A free market for world crude
oil in the pure e(éonomic sense does not exist. As a highly politicized commodity,
crude oil is in no way divorced from political consideration. As independents,

we welcome the challenge to compete in the world market, but we must have

-2-
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the opportunity to gain direct access to this poll}lclzed commodity on a competitive
basis.

Our government can play a vital and constructive role in enabling U.S.
refiners to- compete effectively in the world markets. The energy policy of
our government should provide for diplomatie initiatives which encourage
produeing countries to make available all crude being marketed by national oil
companies to all responsible end-user refiners on a non-discriminatory basis.
Pirst, our government officials must convince the producing countries that a
strong, viable independent sector is vital .to our economy and national security.
Secondly, Congress and the administration must make it clear that we will not -
subsidize inefficiencies or allocate crude supplies under non-emergency conditions
as we have in the past. Further, it must be understood that our government ‘
has no intentions of forming a federal oil purchasing agency to enter into
government-to-government contracts with the producing countries. In lieu of
a purchasing agency, our government policy makers should explore ways in
which our refiners could be placed on a similar "favored” or "preferential"
basis as foreign National Oil purchasing entities' Companies are today. We
have found that some producing countries refused to negotiate possible crude
contracts with us because their government policies limited new crude sales to
govemment-to-govemment: arrangements. A federal oil purchasing agency may
work for some countries who have only a few government controlled refineries.
However, it would be impractical, unworkable, and counter productive to
establish such an agency in the U.S. where we have almost 300 individual
refineries with 18 million barrels per day of capacity. As such, to deny
needed volumes to U.S. refiners on the grounds that we do not have a national
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oil company should be considered a discriminatory and unfriendly act against
our country.

In addition to the diplomatic initiatives discussed above, we suggest that
Congress consider the following suggestions for assisting the responsidle independent
refiners in their efforts to meet the needs of their customers:

1.  Explore the possibility of guaranteeing crude oil payments to the

’ producing countries through the Export-Import Bank. Under such a
concept, individual refiners would post acceptable letters of credit
from their commercial bank to the Ex-Im Bank guaranteeing payments.
This would remove any risk or exposure to the Ex-Im Bank but give ’
U.S. government guarantees to the foreign crude selling countries..
A fee could be charged to the individual refiners to cover any

. administrative costs associated with providing these guarantees. An
arrangement like this would help individuals and independent buying
groups in tﬁeir negotiations since they would post only one letter
of credit, backed by the U.S. government, instead of several individual
letters of credit from different banks.
Federal guarantees through the Ex-Im Bank should make it

eqsier to deal with foreign national oil companies who may doubt
that they would receive payment for their crude oil. This approach
would be another signal to the producing countries that our government
not only sanctions individual and joint efforts of our refiners but is

also willing to back them up wheu necessary.
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A refiner, or group of refiners, receiving Ex-Im Bank guarantees
would give the government first option to assume all or part of
their contracted volumes at their official cost for the Strategic
Petroleum Reserve (SPR) during times of low demand and surplus
crude supplies before offering such volumes into the spot market.
There are several reasons why arrangements of this sort could be
beneficial. First of all, I believe we can all agree that SPR should
be filled primarily during periods of surplus supply, and that industry
can do a better job of acquiring volumes at the lowest price for

storage than the government. This suggested approach would assist

the government in filling SPR without tampering with the tempermental

spot market byﬂ soliciting bids on spot volumes. Secondly, such an
accommodation would help the independents maintain their contracted
volumes during times of surplus or low demand. We have heard
several times from OPEC Countries that, in the past, independents .
were good customers during times of short supply but have been
known to reduce liftings or walk away from contracts when a
temporary glut developed. Quite frankly, many independents have
hesitated signing long-term contracts in the erratic world oil market.
Unlike the majors, independents lack the storage capacity and the
flexibility of owning several refineries here and abroad which is
necessary to accommodate contract crude supply during low demand
periods. In addition, independents have difficulty in absorbing the
high cost ef carrying substantial surplus inventory. Being able to

divert some of these volumes into SPR, at our official purchasing
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price, would make it much easier for more independents to enter

into term contracts. Last, an accommodation of this sort would

tend to downplay previous criticism and threats to reduce production
by various OPEC officials. The Saudis and other moderate producing
countries face strong criticism at home when our govemmént encourages
them to maintain higher than needed production levels while the

U.S. simultaneously announces stepped up fill rates for SPR to
protect us from those same countries. Other industrialized countries
have developed substantial reserves in the event of another disruption.
However, in most instances this has been accomplished with the
assistance of industry in a quite, non-confrontational manner. Our
government should explain that the reserve will be in place for all
disruptions and not just 'to'protect us from political acts aimed
against the U.S. Internal revolutions within producing ocuntries,

wars among producing countries, or occupation of those producing

countries by unfriendly nations, or even unforeseen domestic disruptions,

" could quickly and drastically reduce supplies normally available to

us. Any one of these potential events would have a tremendous
impact on our economy and society unless we are prepared to deal
with them.

The main goal of the responsible independent refiners is to be a
competitive force in the marketplace. The anti-trust law_a. to the
extent that they act to protect will not interfere with the independents
efforts to enter the world market. However, when two or more

companies attempt to act in concert, anti-trust issues naturally
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arise. We have carefully designed the IC&R joint venture to eliminate
any present anti-trust objection. The logical extension of the IC&R
concept may, however, require limited, specific exemptions from
anti-trust laws if independent refiners attenipt to purchase crude in

the world market on a cooperative basis.

The independent refining sector of the U.S. must act in a responsible
manner to be worthy of our government's support and to be considered viable
customers by the oil producing countries. Past subsidies and allocation programs
have provided an artificial shield over the oil industry. Likewise, these programs
have overshadowed the significant role of independents in the marketplace.

We seem to forget that most of the independent refiners got into the business
prior to government programs because they were able to provide the consumer
with needed products in the most efficient and cost effective manner. To say
that the only way we can survive in the future is with continued government
subsidies, suggests that we have lost our original competitive spirit. Some

may suggest it is impossible for independents to compete effectively in the
historically major-dominated world oil market. We disagree. We must and

will succeed. The price of failure is much greater than the simple profitability
of a few independent refiners.

To blame OPEC, or the majors, for the current distortions in the marketplace
only diverts attentions and efforts required to adapt to the changing circumstances.
Our government can play a vital role in providing the proper atmosphgre
which will enable us to be on an equal footing with the majors and other
pwchz—ags;h;gul—mtions in order to meet the future petroleum needs of our country.

We are not suggesting that government once again assume a caretaker role.
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Rather we seek cooperation and understanding in recognizing our mutual goals
during this transitional perfod.

Mr. Chairman, I wish to commend you for taking the initiative in exploring
the various avenues of cooperation available between industry and government.
As independent refiners, bound together by a common desire to serve our
country's needs, we welcome this opportunity and challenge.

’l'hank‘ you.

STATEMENT OF EDWIN JASON DRYER, EXECUTIVE SECRE-
TARY, INDEPENDENT REFINERS’ ASSOCIATION OF AMERICA,
WASHINGTON, D.C.

Mr. DryYER. Mr. Chairman, I have about five highlight points and
I will try to stay within my allotted time.

The first is that the issue of equitable access to crude oil is so
fundamentally a background factor to the future of the independ-
ent refiners that we think appropriate priority has to be given to
that. It has to be identified as a problem which, if it is not solved,
then all of the other measures that may be under consideration
will be as of naught. :

We have, as of yesterday, finally brought to fruition the best
judgment of our group, developed over a period of about a year, as
to the best solution for that problem. We delivered it to Secretary
Edwards yesterday. We will be delivering it to your committee as a
matter of information in the immediate future.

That program, incidentally, does not involve a large bureaucracy.
The most important element is that—

Senator WALLoP. Does it involve a small one? Because, they turn
into big ones. [Laughter.]

- Mr. DrYER. Well, the largest number of people involved would be
in data monitoring and, incidentally, that is an aspect of just
keeping track of what is going on in the world oil market, about
which all elements of the industry are in agreement, as indicated
by a symposium under the API auspices a month ago, and Secre-
. tary Edwards agreed with us yesterday on that subject.

The second element is just the mechanics of how you redistribute
oil in the event of a shortage, and that will take six people. That is
not a very large bureaucracy dealing with the significance of the
problems involved.

We have a specific triggering mechanism tied to pricing; price
being the leading edge of every shortage.

Now, turning to the other main point that we wish to make
today, and that has to do with the independent refiner purchasing
cooperatives. We formerly endorsed that concept at a board of
directors meeting. We fleshed it out in specifics. We believe it will
be a very useful adiunct by way of self-help for the independent
refiners. .

The principal problem we have faced in seeking oil abroad is the
fact that we cannot negotiate the long-term contracts in most areas
of the world, because they prefer government-to-government deals.
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That was sKecifically told to the president of our association by
Yamani. It has been repeated in other areas.

So, we have to have something which gives a Federal imprimatur
upon some entities; not necessarily one. Certainly not one, but
several, who then will be able to negotiate for oil with the Federal
Government’s foreign relations policy backing them up. If the for-
eign governments want to negotiate for wheat or arms or what
have you, the foreign relations policy can be negotiated, having in
mind the fact that there are federally sponsored entities who
should then have, under those negotiations, perhaps a most favored
purchaser treatment.

On that subject, I might add that with respect to the tax exemp-
tion feature, the Treasurfr Department representative was correct,
that under existing tax law we do not need a tax exemption for
those coo(feratives, but they necessarilﬁ are because they would be
conducted as nonprofit operations for the participants.

But, I would say that the fact that they are alternatives to tax-
exempt entities might be appropriately considered by your commit-
tee.

Finally, on the tax and tariff proposals, we have supported over
time the necessity of a tariff to protect the domestic refining indus-
try against the competitive advantage of foreign refineries. Any tax
measures should, however, end up being applied across the board
to all the small independent refineries without some kind of artifi-
cial distinction based upon size or otherwise.

Senator WaLLop. Thank you very much.

[Statement follows:]
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STATEMENT OF -
INDEPENDENT REFINERS ASSOCIATION OF AMERICA

BEFORE THE
SENATE FINANCE SUBCOMMITTEE
ON
ENERGY AND AGRICULTURAL TAXATION

HEARING ON TAX AND TARIFF PROPOSALé
TO AID THE-DOMESTIC REFINING INDUSTRY

March 27, 1981
Washington, D.C.

SUMMARY OF STATEMENT

1. Long~-Term Fundamental Problems.

Tax, tariff and similar measures to aid the domestic
refining industry will be as of naught, if we do not address fully the
fundamental problem -- varying and inevitably-repeating curtailments in
world oil supply. IRAA has specific proposals for assuring equitable
access to crude oil in shortage situations -- a data monitoring and
standby crude oil allocatfion program.

2. IRAA's Indeéendent Refiner Purchasing Cooperative Proposal.

A Federally-chartered independent refiner purchasing
cooperative, following the pattern of COMSAT and Amtrak, will be a very
useful supplement to any standby crude oil access program. It will meet
foreign demands for "government-to-government' deals without involving a
Federal crude oil purchasing authority. It can be a valuable element of
U.S. foreign policy negotiation and implementation. We will work with

the Congress in developing the specific details of enabling legislation.
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3. Tax And Tariff Measures.

IRAA has consistently pointed to the need for a tariff on
imported products when decontrol should remove the offset, through lower
U.S. crude oil costs, to the substantial cost advantages enjoyed by off-
shore refineries. i

On other tax measures, any benefits intended to aid

domestic refiners should be extended to all small and independent refiners.
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STATEMENT OF
INDEPENDENT REFINERS ASSOCIATION OF AMERICA

BEFORE THE
SENATE FINANCE SUBCOMMITTEE
OoN
ENERGY AND AGRICULTURAL TAXATION

HEARING ON TAX AND TARIFF PROPOSALS
TO AID THE DOMESTIC REFINING INDUSTRY

March 27, 1981
Washington, D.C.
Mr. Chairman and Members of the Committee:

My name is Edwin Jason Dryer and I appear as General Counsel
and Executive Secretary of the Independent Refiners Association of
America. Our membership consists of small or independent refiners (or
both) as those terms are defined by the Emergency Petroleum Allocation
Act. Independent refiners in all size categories and in virtually all
locations of the United States where oil is found are represented in our
membership.

i (It should be noted, parenthetically, that the definitions
established by the Emergency Petroleum Allocation Act were seleéted by
" the Congress in terms of the overall structure of the oil industry and
the impact of that structure on the competitive viability of separate
segments of that industry. It is, therefore, the most appropriate
definition or demarcation in any consideration of the basic problems
facing this nation's domestic refining industry. In particular, it may
be noted that the EPAA definitions are quite different from those used
by the Small Business Administration for the separate, specific and

narrowly-defined objectives of SBA programs which, incidentally, exclude

78-887 0 - 81 - 15
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from the SBA category of "small business' many very smsll refining
companies including a number of firms {n the 10,000 - 20,000 b/d size
category.)

1. IRAA Position on Tariffs and Tax Measures.

The agenda for today's hearing contains four items, three
of which deal with tax and tariff proposals to aid the domestic refining
industry, and the fourth concerns crude oil purchasing cooperatives. We
believe that the first three items will be addressed adequately by other
witnesses, and we would, therefore, confine our remarks on those proposals
to the following:

a. Tariffs. We have actively supported, for some time,
the need for a tariff on imported petroleum products when the removal of
price controls on domestic crude oil would terminate the offset which
such controls provided, in the form of lower U.S. crude oil costs, to
the other substantial cost advantages of foreign refineries. We continue
to do so, and we would point out that the Congress should not be lulled
into a false sense of security by the current state of world crude oil
supplies and the absence of an immediate flood of foreign products into
the domestic market. Congress should note the announced plans of Caribbean
and European refineries to expand and upgrade their facilities targetted
to the U.S. market. Accordingly, the long-térm tariff policy of this
country must be determined and clearly announced for consideration in
these off-shore plans. .

s.‘ Other tax measures. With respect to other tax
measures designed to aid the domestic refining industry, we believe that
any benefits should be made available to all small or independent refineés

'aa defined by the EPAA and not confined to a portion of this group.

-2 -
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2. Other Measures.

Instead of further comment on the foregoing items, our
testimony will be concerned primarily with a)} identifying the most
pressing long-term problem we face and then b) specific comments on the
fourth item on today's agenda: crude oil purchasing cooperatives. As
to the co-op idea, we agreed, at a meeting of the IRAA Board of Directors
on February 18, 1981, to support this.concep: as one which would b; very
helpful in aiding the domestic refining industry and, in particular, the
small and independent refiners. The purchasing cooperative proposal
should not, however, be viewed as a substitute for an adequate crude
access program (or the tax and tariff measures under consideration by
this Subcommittee today), but instead, as a very useful supplement
thereto.

! 3. Long-Term Fundamental Problems.

Without detracting in any way from the consideration of
various measures supportive of the domestic refining industry, we believe
it important to note that there are fundamental abnormalities and weak-
nesses in the world oil supply situation which pose a serious threat not
only to the independent refiners, but to the domestic oil industry
generally and, indeed, to the basic economic fabric of this nation. We

must have an adequate response to the varying and inevitably repeating

shortages in world oil supply. This is-in the national interest, and it

is of paramount importance to the many independent refiners and marketers
who are the first to feel the impact of shortages as they develop. All
other measures to aid the domestic refining industry will be as of
naught, if this fundamental problem is not adequately addressed.

For this reason we are pressing, as a first priority on
our legislative agenda, for some continuing data monitoring and standby

i
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crude oil allocation program. This will presumably come before other
committees of the Congress, but we will supply our recommendations to
your Committee as a matter of information.

4. Background Factors Leading to Co-op Proposal.

The purchasing cooperative proposal has its genesis in,
and it is designed specifically as a response to, major problems vhich
the independent refiners have encountered in negotiating for crude oil
" abroad. There are three key problems.

a. Producer country preference for government-to-
government deals. Many independent refiners have negotiated contracts

for foreign oil, but these are all short-term in nature or on a spot .
basis. Independent refiners desiring longer-term contracts find the
door shut to them in many major producing countries because of the
expressed preference of such countries to negotiate on a government-to-
government baeis.

b. International financial standing. A second obstacle
is the lack of international financial standing which small refiners, or
even coalitions of small refiners, may have. This is only partially a
question of the small refiners' relatively weaker financial posture
compared with the international majors. Even small refiners with superior
financial credentials, and credit guarantees from U.S. banks, find lo;o
financial hardships in dealing abroad, particularly with respect to
contracts which are to be of some duration. Apparently, something more
is needed =- in effett a government guarantee or seal of approval with
respect to the ultimate performance of the U.S. banking systea itself
over time.

¢. Antitrust complications. A third obstacle, faced by

those independent refiners who would band together in negotiating for
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foreign oil, is posed by antitrust restrictions on the conduct of U.S.

firms, The chilling effect of these restrictions cannot be ignored.

5. IRAA's Independent Refiner Purchasing Cooperative Proposal.

We are aware of some proposals, responding to the problems

I have just described, for the creation éf a Federal crude oil purchasing
entity. In our view it 1is not uecessary to go that far, by way of a
substantial Federal role, to zolve these problems. We believe, instead,
that Federally charted independent refiner purchasing cooperatives un{
a) provide the recessarvy Federal "imprimatur” and backup (in terms of U.
S. foreign relations policy coordinated with these co-ops) to meet the
government~to-government condition imposed by producing countries and b)
minimize the Federal role in the actual negotiation and procurement of
foreign oil. These cooperatives would have the following features.

a. Faederal charter. A Federal charter is the first
essential step. We suggest, baged upon prior experience with COMSAT and
Amtrak, that these cooperatives be incorpo;cted in the District of
Columbia under District of Columbia corporate law as modified by the
enabling legislation. At the outset, ther; are two important aspects to
such a charter. First, it provides the all-important Federal imprimatur
to meet the expressed needs of the foreign national oil companies.
?econd, the form of the charter and the enabling legislation will set an
appropriate framework of corporate governance, including some measure of
Federal supervision, which will justify the other Federal supporting
actions described below.

A b. Foreign relations policy support. The Federal

imprimatur just described is not a mere matter of appearances. We

expect that United States foreign relations policy will be carriaed out

-5«
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by the agenciés normslly responsible therefor, notably the Department of
State and the Department of Agriculture. Access to crude oil, however,
by these purchasing cooperatives, should be one of the elements of
foreign relations policy and international negotiations thereon by these
agencies. As a minimum, for example, the State Department and the
Agriculture Department can request "most favored purchaser' status for
charted co-ops as part of treaties, food and equipment, mutual assistance
pacts and other government-to-goverument arrangements.

¢. Export-Import Bank loan guarantees. A second area
of support for these cooperatives would be in the form of Export-Import
Bank (Bx-Im Bank) crude oil payment guarantees to foreign countries or
their national oil companies. As we understand it, existing legislation
anthorizes such guarantees but they have been used to only a limited
extent with respect to imports, as distinct from exports. Congressional
clarification on this point may be helpful. More importantly, we believe
that the enabling legislation should recognize the special nature of
the guarantees which may be needed by these cooperatives and which will
not require any significant funding out of the Federal treasury or
provision in the Federal budget. We believe that these cooperatives
will be able to provide acceptable guarantees or letters of credit from
the co-op members through their commercial banks so that all risk to the
Ex-Im Bank will be removed (except in the event of the collapse of the
U. S. banking system). The Federal Government, in its supervisory role
over the national banking system, can calculate an appropriate premium
to cover the risk of loss in any individual U. S. bank and this could be
assessed against the cooperatives so that no Federal funds need be

required. Whatever reserves are adequate for Federal bank depositor
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guarantees should be adequate to protect tha Ex-Im Bank here. Under
these circumstances we believe that Ex-Im Bank guarantees could be
authorized without pressure upon the Government's fiscal plans and yet
they would perform a most needed function in intermational crude oil
negotiations. Consistent therewith the legislation should provide that
the Ex~Im Bank guarantees themselves, backed as described, should be
treated as non-Federal-budget items.

d. Federal supervision. Some minimal Federal supervision
is appropriate, to insure compliance with the eligibility standards for
initial chartering and conformance of the actual operations of the
cooperatives to their charter, as a price for the Federal assistance
described above. We suggest that the Department of Commerce have this
responsibility and it can be the vehicle for coordination with the
Departments of State, Agriculture and others which may be involved.

e. Antitrust fmmunity. The structure of these coopera-
tives and iheir method of operation, as provided in the enabling legis-
lation, should be such as to eliminate antitrust concerns. Accordingly,
cooperatives go organized and so operating should have specific anti-
trust imounity provided by the legislation. In these circumstances
there should be no need for further review by the Department of Justice
as to whether such immunity is warranted.

£. No impact upon Treasury. These cooperatives will be
non-profit by their nature. No special tax exemption is required and
there will be no loss of tax revenues to the Treasury.

g. Other details. We have not developed in this statement
the other details, regarding the organization and operation of these

cooperatives, which would be included in the enabling legislation. Our
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objective here has been to show simply the need for such legislation and
the objectives which such legislation should seek to attain. Ve oh;ll
be most happy to work with the members of this Committes and the staff
and other interested members of the Congress in the furtherance of this
proposal for refining industry self-help, with minimal but necessary
Federal support, in dealing with the highly complex world crude oil

situation.

Senator WALLOP. Senator Durenberger?

Senator DURENBERGER. I would just like to clarify one point right
near the end of your statement.

Would you repeat what is necessary or unnecessary for us to do
if we were to move in the direction of providing tax-exempt status
for crude purchasing coops?

Mr. DryYER. It will not be necessary to provide tax-exempt status
. as that term is used in the Internal Revenue Code. What we really
need is a Federal stamp of approval, a Federal imprimatur on
entities which would then be included in foreign relations negotia-
tions by the State Department, or by the Department of Agricul-
ture, in which these entities would be recognized as the sponsored
‘entities for the Federal Government and meet the requirements of
foreign producing countries that they want to deal government to
government. ‘ ' . :

If they want to deal for wheat, for oil, that is something which
we have to recognize. At the moment, we are completely precluded
from getting any long-term contracts with a country like Saudi
Arabia who says, “We want to deal government to government.”

Now, once you’'ve done that, we have the structure created. It
can be incorporated like Amtrak or Comsat, under the laws of the
District of Columbia, as- modified by the enabling legislation. You
have the precedence there for entities that are not government
instrumentality, but are government-sponsored entities, privately
operated and would have, most importantly, the sponsorship of the
Fef!eral Government in the negotiations of our foreign relations
policy.

Senator DURENBERGER. John, let me ask you a related question.

Is your joint venture, or are the members of your joint venture
now benefiting from some form of tax-exempt status, or is there
something in the proposal before us that would make a specific
change in tax status for your joint venture?

Mr. VENNERS. Well, the way we’re structured, I don’t see where
a tax exemption would really help us. I would like to defer that to
glt:rtcounse , Mr. Phillips. He could submit a written comment on

at.

[The comment referred to follows:]

WasHINGTON, D.C,, April 14, 1981.

Mr. EDwARD DANIELSON,
Senate Committee on Finance,
Washington, D.C.

DEAR MR. DANIELSON: In the course of the testimony given by John P. Venners,
Managing Director, Interdependent Crude and Refining, before the Subcommittee
on Energy and Agricultural Taxation, Senate Committee on Finance, on March 27,
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1981, Mr. Venners, in response to a question by Senator Durenberger, offered to
submit by counsel a written comment for the record in response thereto. According-
ly, I submit the following comment which we request be made part of the record of

the above proceeding.

At the conclusion of Mr. Venner's testimony, Senator Durenberger, at page 87 of
the transcript (attached hereto), inquired as follows:

Is your joint venture, or members of your joint venture now beneﬁting from
some form of tax-exempt status, or is there something in the proposal before us
that would make a specific change in tax status for your joint venture?

Interdependent Crude and Refining (IC&R) is a joint venture of five domestic,
independent oil refiners. The Agreement creating IC&R calls for joint efforts to
develop and identify opportunities to purchase long-term supplies of acceptable
foreign crude oil. The joint venture, by design, is specifically limited to developing
and identifying opportunities to purchase foreign crude oil. Any and all contracts
entered into for the supply of foreign crude oil through the efforts of the joint
venture will be contracted for and executed by each refiner so purchasing in its
individual corporate capacity. The Agreement creating IC&R therefore envision
neither IC&R as a purchasing entity for its members, nor joint purchases by the
joint venturers. Further, all joint venturers ?{peciﬁcally agreed that each was free to
purchase foreign crude oil through its own efforts.

As a result of the agreed upon structure of IC&R, the tax consequence of any
purchase of crude oil is the direct obligation of the refiner who so purchases. Since
the joint venture as such will not purchase for its members, as would be the case
under a co-operative arrangement, neither the joint venture nor the joint venturers
will benefit from a tax-exempt status nor propose by this testimony a specific
change in tax status for the joint venture or its’ joint venturers.

Thank you for the opportunity to respond to the Senator’s inquiry.

Best regards,
MicHAEL P. PHiLLiPs,

Counsel,
Interdependent Crude & Refining.

Mr. VENNERs. The way we are structured is that any crude
volumes that we would acquire through the joint venture would
flow ‘directly to the refineries, and it would be actually purchased
by the individual refineries in a joint effort.

So, we don’t envision any direct profits within the joint venture;
any profits that we would have would be distributed back to the
joint venture partners.

Senator DURENBERGER. Let me ask you another question that
relates to allocation.

As I understand, as I look through your summary, you seem to
be completely opposed to allocation programs, and I would like to
ask you why you are, and what you think the biggest harm is in
allocation?

Mr. VENNERS. Well, under a dire emergency, I'm not necessarily
opposed to it. I think one of the problems we faced with the
producing countries was when we would go in there and try and
negotiate a contract with them, they would come back and say,
“Well, don’t give us that song and dance. We know you can go back
to your Government and they will allocate some crude for you.”

e want to be on an equal footing, and we feel that if the
independents are successful in acquiring their own direct contracts,
then maybe whatever eventually is a trigger for some type of an
allocation program, wouldn’t be triggered as quickly because we
would have the direct sources.

Senator DURENBERGER. Thank you very much.

Senator WaLLopr. I want to pay a compliment to both of you,
because you offer some attempts to be creative involving a situa-
tion that is very complex, and each path has a thicket in it some-

place.
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Unfortunately, most of the proposals that you would have Con-
gress consider don’t really fall within the reach of this committee,
and my experience as a witness to the process with the former
_majority party was that those chairmen fight hard for their turf,
and might look with some disfavor on us engaging in some kind of
a departure from jurisdictional standards.

But, I guess we will at least be able to pass on some of your
recommendations, because, as you know, there are bills in the
Energy Committee, as well, which would have to do this.

Mr. Venners, in your attempts to acquire crude oil supplies frcin
foreign producers, have you found that contracts are written which
require you to purchase more complex crudes, heavier or sourer, in
addition to the light crudes which you need? Is there a mix effec-
tively mandated by the very dealings you are engaged in?

Mr. VENNERS. Yes. That, naturally, varies from country to coun-
try, but we have found that in countries such as Libya, Mexico, and
others that have large volumes of heavier sour crudes, it’s one way
for them to dispose of those volumes and they usually demand that
you must take a mix of the two.

If that can be acquired at a competitive price, or there are some
reasonable differentials, or if OPEC ever unifies their price struc-
ture, it shouldn’t be that big of a problem, because you should be
able to exchange it off as long as it’s acquired on a competitive
price.

Senator WaLLopr. Mr. Dryer, in your cooperative concept and the
imprimatur that you seek of official or semiofficial status, if that
were to take place, what percentage of the small independent
refiners in the country would such a policy affect? Would it be of
benefit to someone who was refining in the Midwest, for example,
as opposed to one of the coasts, or either of the coasts?

Mr. DrYER. Yes, it would be to the benefit of the refiners in the
Midwest and, indeed, most of the independent refiners in this
country are located in the midcontinent.

But, fortunately, most of them can be reached with foreign oil
through existing pipeline systems. I guess the longest pipeline, for
any independent refiner, starts at the gulf and goes on north and
then ultimately over to Warren, Pa.

But, most of our independents can be reached by foreign oil, and
most of them of any size, 5,000 barrels a day and up, would be
interested in sharing.

Several of our members are members of Mr. Venners’ venture,
and they are also participants in the other two ongoing consor-
tiums of which we are aware. So, they are interested and able.

Senator WaLLor. Thank you both very much. '

The next witnesses will be the final panel, consisting of Mr. John
Roper, vice president of Koch Refining Co., Wichita; Don Davis,
who I'm happy to welcome as president of the Glenrock Refinery,
Inc. in Casper, Wgo.; Dennis Juren, group vice president, Tesoro
Petroleum Corp., San Antonio; Mr. Theodore Eck, chief economist
of the Standard Oil Co. of Indiana, Chicago, Ill.; Mr. Frank Cahoon,
chairman of Copano Refining Co., Corpus Christi, Tex.

Mr. Roper, would }y;ou begin?

Mr. RoPer. I'd be happy to.
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Senator DURENBERGER. Before he does, I wonder if I could ask
you two things, Mr. Chairman?

One, that the opening statement that I have might be made part
of the record. _

Senator WaLLoP. Absolutely, it will be made part of the record.

OPENING STATEMENT OF SENATOR DURENBERGER

Mr. Chairman, I want to thank you for taking up this subject as the first item to
be considered by the Energy Subcommittee this year. There are few energy issues
that are more important to Minnesota than the future of the independent sector of
our refinery industry.

Minnesota has three refineries within its borders. Two and by far the largest two
are independent refineries. They are owned by Koch Refining Company and Ash-
land Oil. Two thirds of the petroleum products consumed in Minnesota are produced
by these two refineries. In addition much of the petroleum available in rural parts
of our state is marketed by the Farm Cooperatives. Two cooperatives, Cennex and
Midland have their headquarters in Minnesota.

I know that there are some who will read the hearing announcement for today
and conclude that the Finance Committee of the United States Senate is still
operating in the old way. They will think that this hearing is intended to find ways
to use the tax laws to prop up inefficient refineries that cannot survive in the new
decontrol environment that the President has created.

I haven't come to that conclusion yet and hope that I don’t have to. The issue is
not efficiency. The two independent refineries in Minnesota are extremely efficient
processing heavy, dirty crude oil into the range of products that is necessary for our
economy. The issue is fair access to the world crude oil market. The question I hope
to explore is, “to what extent does size determine the availability and price for the
crude oil that independent refiners are able to get in a decontrolled market?” Is it
the case that vertical integration or foreign concessions give some companies such
an advantage in crude oil costs that other companies do not have a fair opportunity
to compete in the marketplace? And if so, what should be done about it?

I hope to approach this hearing with an open mind and know that the opinions
expressed today will be diverse, Again, Mr. Chairman, I thank you for these hear-
ings and offer my assistance to you in exploring these questions.

Senator DURENBERGER. Second, that you let me say something
nice about Mr. Roper before he starts speaking.

Senator WaLLoP. Indeed, because I'm going to say something nice
about Mr. Davis before he starts speaking.

Senator DURENBERGER. Well, I've already learned something
about Mr. Davis that I didn’t know. [Laughter.]

I want to compliment you first on pronouncing the name of the
association correctly. There are so many ways of doing that.

But, John is the executive vice president of Koch Refining Co., as
you pointed out, which is one of the refineries located in Minne-
sota. It is the largest by far, and contributes to a large portion of
Minnesota’s supply of petroleum products.

This particular refinery is a very efficient user of heavy crude oil
and, until recent months, most of its crude runs came by pipeline -
from Western Canada. As you well know, Mr. Chairman, back in
1974, the Canadians signaled their intention to reduce their im-
ports. Ever since then, Mr. Roper, who is really a Kansan, has
qualified for Minnesota citizenship and has been spending much
time in our State trying to guarantee the people of Minnesota an
adequate source of supply.

I must say to Mr. Dryer, now that he’s gone, there may be
pipelines reaching all over this country to the independent and
other kind of refiners. But there are pipelines and there are pipe-
lines, and I guess one of the issues that Mr. Roper has been dealing
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with for 6 or 7 years is the size of crude that can be brought into
our State for refining.

We now have the start of a new transportation system from the
south, and if I haven’t said this officially, thank you, John, for the
personal efforts that you put forth to guarantee access to refined
products of crude oil for the people of our State.

Mr. RopEr. Thank you, Senator.

STATEMENT OF JOHN DEE ROPER, VICE PRESIDENT, KOCH
REFINING CO., WICHITA, KANS.

Mr. Roper. Koch is an independent refiner as that term is de-
fined in law. It has 127,300 barrels a day rated capacity.

The subcommittee here is considering several proposals which
would grant subsidies or biases to small and independent refiners,
and particularly they include a proposal to provide them equitably
priced crude access, as you’'ve heard.

Well, Koch is maybe in a unique position. There could be other

independent refiners in our position with the same view but they
are not before this panel. We would stand to benefit by a buy-sell
program, possibly. We would stand to benefit short term, possibly
with the proposal for foreign tax credit. We even potentially, if we
got the exemption and our competitor, who is larger than us, didn’t
gﬁt the exemption on imported fees, we could stand to gain through
that. :
But, we have had too much experience with Government regula-
tion to want to support that sort of a program, and for that reason
we strongly oppose any tax incentives or benefits which would, in -
effect, provide a small and independent refiner with a competitive
advantage. \

Now, we’re not against tax incentives. We're not against tax
credits, but we would ask that it be across the board.

Koch believes that the free market is the best mechanism to
regulate the market. As I say, this past 7 years prove that a
Government subsidy program which has caused small refiners to
spring up all over the place that are very inefficient, and really
probably will not continue to exist, and perhaps I think our coun-
try, our Nation, would be better off without them.

I have attached to my statement a much longer statement, and I
have also attached to it an analysis made in the February Energy
Report published by the Department of Energy. It shows that with
all the new refineries that you have described in this information
bulletin, the ability of our country to produce motor gasoline has
not really increased substantially.

The products that we heard mentioned such as jet fuel are not
difficult products to produce. In fact, with a light, sweet crude, they
can be produced with a very inefficient refinery.

There isn’t really any national defense question. We are not
protecting our defense by protecting the products that are specially
produced by small refiners. If the small refiner is, in effect, produc-
ing a product that is needed and can do so efficiently, it will stay in
lt;usiness on a competitive basis, and if it's not, it shouldn’t be in

usiness.
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That’s kind of the long and short of it, gentlemen. Senator Dur-
enberger, I appreciated your introduction. I'd be happy to answer
questions.

Senator WaLLop. Thank you, Mr. Roper.

[Statement follows:]
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REFINING COMPANY

SUMMARY OF STATEMENT
JOHN Dgg ROPER
on behalf of
KOCH REFINING COMPANY

I am John Dee Roper. I am Executive Vice Presi-
dent of Koch Refining Company, a subsidiary of Koch
Industries, Inc. in Wichita, Kansas. Koch is a small,
independent refiner with a plant near St. Paul, Minnesota
with a capacity of 127,300 barrels per day.

This Subcommittee is considering several proposals
which would grant subsidies to small and independent
refiners, particularly with crude oil access. Koch
strongly opposes any such tax incentives or benefits
which wbuld, in effect, provide a small and independent
refiner with a competitive advantage. Koch believes
that the free market is the best mechanism to regulate
the market.

The past seven years of Governmental regulation
of the petroleum industry have resulted in the construc-
tion of small, inefficient refineries which cannot
operate without government subsidy. Despite the U.S.
need to develop efficient and sophisticated facilities
to produce gasoline and other sophisticated products,
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the government heavily subsidized topping plants which
predominately produce residual fuel oils.

Koch believes that Congress should accept its
new mandate and permit the market to function without
artificial incentives. Specifically, Koch recommends

that this Subcommittee reject any proposal to:

- impose import tariffs on refined petro-
leum pfoducts; and .

- grant bias or subsidy to one part of
the industry at the expense of other

parts of the industry.

These proposals only promote inefficiency, raise

costs and are unnecessary.

March 27, 1981
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§€XOCH
REFINING COMPANY

STATEMENT
OF

JOHN DEE ROPER
on behalf of

ROCH REFINING COMPANY
| ON

"TAX INCENTIVES FOR DOMESTIC
REFINING"

before the
SUBCOMMITTEE ON ENERGY AND
AGRICULTURAL TAXATION

COMMITTEE ON FINANCE
UNITED STATES SENATE

Washington, D.C.
March 27, 1981
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I. Introduction

I am John Dee Roper, Executive Vice President
of Koch Refining COmpgny, a subgsidiary of Koch Industries,
Inc. in wWichita, XKansas. Koch is a shall, independent
reflnét with a plant near St. Paul, Minnesota with a capa-
city of 127,300 barrels per day.

I am here today to present testimony on tax in-
centives for .domestic refiners and have reviewed specifi-
cally four proposals pending before the subcommittee. They
are: '

1. Modification of Foreign Tax Credits

2. Tariffs on Imported Petroleum Products

3. Tax Incentives for Upgrading or Retrofitting

Domestic Refineries

4. Tax Exemptions for Crude 0il Purchasing Cooper-

atives.

Koch strongly opposes the proposals on foreign
tax credits and import tariffs, but does not oppose any
generally applied tax reduction. 1In addition, if the pro-
posal on tax-exemptions for crude purchasing cooperatives
would disadvantage independent crude oil resellers, then
Koch would oppose any such proposal.

1I. Ffee Market vs. Regulation

The adoption of the proposals on foreign tax credits

78-887 0 - 81 - 16
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and import tariffs would substitute a government-sponsored
program in whole or in part for free market mechanisms.
Koch believes that the free market is the only valid manner
in which to allocate resources in the economy.

It is critically important that this nation move
toward a free market system for the petroleum industry,
‘and that principle certainly applies to the small and indepen-
dent refining segments as well. A significant step was
taken toward the free market when President Reagan removed
price and allocation controls from crude and product on
January 28, 198l1. We cannot allow this effort to be reversed
or slowed by any new government subsidy or incentive measure.

A free market permits active competition in the
market. Competition in turn exerts downward pressure on
prices and provides consumers with petroleum and petroleum
products at the lowest possible cost delivered in the most
efficient and economical manner. |

In contrast, a regulated market increases costs
and promotes inefficiencies. The Government's record is
not an enviable one.

During the past seven years each new Department
of Energy regulation created a new problem, requiring yet

another regulation to try to rectify the problem. The result

was a wholly inflexible system.
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In 1979, during a relatively brief crude supply
shortage triggered by the Iranian Revolution thg allocation
program created gasoline lines in urban areas, while rural
areas had too much prodﬁct. The gasoline lines in Califor-
nia were the worst of all, yet there was a crude glut in
the state the whole time. Unfortunately, it was the wrong
kind of crude, heavy crude. That situation could have been
avoided if the government had allowed the heavier Alaskan
crudes tr be exported in excﬁange for sweeter, lighter crudes
more suited to domestic refining configurations., 1In a free
market, efficient management and distribution of crude and
product would have been a relatively easy task. Under govern-
ment regulations, it was an impossible task.

Moreover, because it was exceedingly difficult
to predict how a particular regulation might affect the market,
the Government could only guess. Frequently, implementation
of a regulation had an affect exactly opposite that which
was intended. l

Contrary to the desired purpose of encouragiag
efficient compeﬁitive refineries, the small refiner bias
under the Department of Energy entitlements program caused
a boom in grass roots construction of small, unsophisticated
refineries which typically were designed to run sweet, light

crudes. In fact, according to a DOE publication, irends

- In Refinery Capacity and Utilization, there were fifty-five
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grass-roots refineries built since January 1, 1975, only
one of which had a capacity over 40,500 barrels per day.
(The exception was the ECOL plant at Garyville, Louisiana
with a capacity of 200,000 barrels per day.) Of these 54
plants of 40,000 B/D or smaller, only 4 had capacities in
excess of 30,000 B/D, 14 had capacities 10,000 B/D and 30,
000 B/D, and the preponderance, 36, were 10,000 B/D or smaller.
The total number of refining companies in the five years
between 1975 and 1979 grew 30%. However, the 54 new plants
represented an increase of only 4% of the U.S. refining
capacity with virtually no growth in the capacity to produce
- motor gasoline. See the attached February, 1981 Monthly
Energy Review which describes the change 1ﬁ~tef1ning produc-
tion during controls.:/

At precisely the time when there should have been'
_incentives for more sophisticated refinery expansion and
reconfiguration, the regulations created incentives suffi-
cient to ignore market signals and create largely‘unneeded
plants, In addition, the problem was compounded by the
crude allocation regulations which allocated crude away

from the more sophisticated plants to generally smaller,

*
Y/ See Attachment A.
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less sophisticated plants that simply could ﬁot'get the
maximum use out of each §arte1. This was no minor problem,
The January 12, 1981 ediéion of Fortune reported:

By extracting a maxifum percentage of gasoline

and other high-value products, a truly-efficient

U.S. Refining industry could reduce oil imports

by perhaps a million barrels a day--equal to the

goal of...[the] $80-billion synfuels program.
The regulations caused precisely the wrong result,

It is no coincidence that the greatest number
of refineries constructed through the period of regulation
were also the type of refineries which received the greatest
subsidy under the Department of Energy Entitlements Program.
.10 C.F.R. §211.67. Unfortunately these smaller, less sophis~-.
ticated plants built in response to governmental subsidy,
were generally only able to produce a limited slate of finished
products which consisted primarily of heavier fuel oils
and residual fuel oils from sweeter, lighter crude oil.
This production was occurring when the U.S. market called
for the construction of larger, more efficient and sophisti-
cated piants to produce more sophisticated products from
the increasingly heavier and sour crudes available.
. There are a number of small refiners that would
never have started operations in the absence of the regula-

tions. The small refineries in existence before controls
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competed and thrived in the free market precisely because
they had a vital purpose in the market. These companies
serve markets that larger companies simply cannot afford
to serve. They will survive again in a free market.

It is fair to say that more than a few companies
are anxious, perhaps even afraid, of what lies ahead. The
petroleum industry has operated under controls for so long
it scarcely remembers what it was like to operate without
them. Companies that are most concerned are those that
occupy the least secure place in the market.

Some refining companies that either do not have
their own domestic sources of supply or do not have long-
term contracts with foreign governments argue that they
are being "frozen" out of the crude oil market. Recently,
Senator J. Bennett Johnston (D-La.) introduced a bill which
would force companies with crude oil inventories to’supply
feedstocks to refiners who might be cut off in a tight market.
This "guaranteed crude oil access" program would require
a refiner with adequate crude supplies to sell feedstock
to crude-deficient refiners at its average acquisition cost
rather than at its incremental cost. The inequity of this
proposal should be obvious; the company which may be ordered
to share its crude oil inventory at the average cost would
then be forced to go out onto the spot market and replace

that oil at the higher marginal (incremental) cost that
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would exist during a shortage., While Roch might at some
future time expect to bqufit from such a program it strongly
opposes any such subsidy;h_fhe free market, not government
regulation, should allocate crude oil among all U.S. refiners.

The comnpanies that built refineries based on the
Department of Energy "small refiner entitlements bias”™ (subsidy)
knew full well that the bias was due to expire this year.
That is a risk they took.

The test for survival is not who has the biggest
association, or the best-funded lobbying effort, or even
the most refineries in key congressional digtvicts. The
appropriate test for survival is the market. Congress should
not try to begin building a regulatory framework for the
petfoleum industry now when it has just been freed from
those burdens.

Congress does not have a mandate to preserve--
or create--a place for each business entity. 1In fact, the
best way in which to restore vitality to this industry is
restore a free market and let the best prepared companies
serve their customers. Those companies who cannot serve
their customers in a competitive market, those companies
who have not anticipated and planned for the day that they
can no longer rely on government subsidy, do not deserve

still more protection from the government.
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Most importantly, the potential failure of some
companies will not be a signal that decontrol is not working.
Rather, it will be a positive sign that the free market
is working and providing consumers the opportunity to bé

served by efficient, market-oriented companies. That should
be applauded, not avoided.

III. Conclusion
In sum, Roch advocates that this Subcommittee

reject any proposals:

(1) to modify the foreign tax credit
regulations to provide an advantage
to small and independent refiners for
crude oil purchases;

(2) to impose tariffs on imported petro-
leum products; -~ —

(3} to subsidize small and independent

refiners so that they may obtain crude

oil supply contracts; and -

(4) to exempt independent refiners

from tax obligations on crude oil pur-

chases made through cooperatives unless

the same exemption is granted to indepen-

dent crude oil resellers.

All of these proposals inhibit the operation of
the free market. They encourage and subsidize smaller,
less efficient refiners and only add to the cost of refined
petroleum products. The Congress should not repeat the
regulatofy mistakes of the past seven years by adopting
this new package of incentives.

Thank you very much.
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ATTACHMENT A

DOE/EIA-0035(81/02) ; M o my
February 1981 ' Energy
, Review

U.S. Department of Energy
Energy information Administration




Petroleum
Motor Gasoline
Product Supplied
Unisaded
Percent Refinery
Torsl Unleaded of Total Production’
Thousand barrets per day
17 AVERAQE 6874 NA NA 6,527
1974 AVERAQGE 0,837 NA NA 6,358
" AVERAGE 6875 NA NA 6518
1978 AVERAQE 978 NA NA (V2]
wn AVERAQGE 7,177 1978 nse 7,031
1978 AVERAGE 7412 2,821 340 7,187
" 6,830 2,609 38.2 7,248
F 7.254 FAALI 374 8,924
March 71.229 2,13 are 6,654
April 7.085 2,786 395 8,770
May 7.213 2,751 38.1 6,792
June 7,184 2,787 asse 7,001
July 6,902 2,780 404 7,002
August 7,330 2970 405 6,882
September 6,881 2815 40.9 6,626
October 7,020 2,802 399 6,483
November 8,791 2,928 431 6,673
December 6,730 2890 429 6,988
- AVERAGE 7034 2,70 908 0837
1980 January 6,335 2.N8 429 6977
Fodruary 8,504 2,089 450 8,851
March 6,411 3,032 473 8,512
April 6,799 3,021 445 8,
May 6,726 2,980 443 )
June 8,681 3.009 465 6,552
July 6,735 3,131 46.5 8,446
August R6,648 3,135 R47.2 R8,437
Septembert 6,515 3,054 48.9 6,368
Octodbert 8,621 3 110 470 8,123
Novembert R8,344 3,123 49.2 R6,458
Decembert 6732 NA NA 6,781
AVERAQGE 459 NA NA 6,808

246

&qw_mmzmwmmmwmdm.
Estmated data in itakics. These are 10 be revised next month.
Decomber oty

Total as of

(.)-l.'ugmsoow”ay.
Note: Buresu of Mines' siock Coverage was sxpanded at the end of 1974 10 include an additional 100 bulk termina! operators; the New

Sources:

beging here with 1975,
*See Sources

data. R= Revised data. NA = Not avaiable.
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3218,348
3234,028
3291,387
3287578
$237,958

256,094
252,478
240,007
238,600
228,515
231,014
241,469
232,734
229,542
218,085
220,472
237,082

262,134
274,422
282,688
7,729
262,938
264,583
260,711
R259.013
257,048
247,171
R258,538
260,060
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Petroleum
Jot Fue!
Product Refinery
Supplied Production imports Exports Stocks
Thousand
Thousand barrels per day barrels
1973 AVERAGE 1,059 %0 212 4 120,644
1974 AVERAGE ”3 36 163 3 129,435
1978 AVERAGE 1,001 [24] 133 2 130,380
1976 AVERAGE w7 " 7% 2 $32,085
mwn AVERAGE 1,099 973 78 2 134,548
1978 AVERAGE 1,087 70 ] 1 133,685
1979 January 1,096 950 o7 1 32,114
February 1,149 998 ™ 1 30,475
March 1,104 1,008 81 1 32,267
April 880 1,043 49 N 35,581
Msy 889 980 78 1 37,698
June 1,095 858 57 1 35,301
Juty 1,094 965 90 1 34,063
August 1,085 1,040 49 1 34,136
September 1,099 958 84 1 32420
October 1.055 1,046 90 (s) 34,920
November 1,070 1,029 83 1 36,161
December 1,103 1,072 108 1 38,520
AVERAGE 1,07¢ 1,0%2 (] 1
1880 January 1,101 1,004 [ 1 38,412
February 1,072 1,026 43 2 38,258
March 1,118 1,031 [ 2 38,661
Apnt 1105 1,023 107 3 38,339
May 1,015 1,001 79 2 41310
June 1,057 1,004 88 1 42,283
July 1,110 974 93 2 40,902
August R1,043 R959 R67 1 R40,331
Septembert 1,041 1,043 60 1 42,191
Octobert 1.013 870 75 1 43,130
Novembert R1,010 R98? R49 1 R43,916
Decembert 1,005 1,016 k4 NA 43310
AVERAGE 1,057 1,003 i NA

aphic coverage. the 50 United States and District of Columbia.
Estimated data in italics. These are likely to be revised next month.
*;w'uoﬂoooombors
data R=Revised data. NA = Not availlable.
s)=Loss 500 barrets per day.

e: Bureau of Mines' slock coverage was xpanded al the end of 1974 1o include an additiona! 100wklormulopumm.ihoncw
COverage beging here with 1975.
So«wm-s«s«tmmnnhﬂpqcofwsuchon
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Petroleum
Distitiate Fuel Ol
Product Mefinery
Supplied Production® Imports Exports Stocks’
Thousand
Thousand barrels per dey barreis
1973  AVERAGE 3,082 2,820 02 ] $100,421
1974 AVERAGE 2,048 2,088 200 2 $200,029
1978  AVERAGE 2,881 2,853 158 1 1200,787
1978  AVERAGE 3,133 29024 144 1 $105,948
1977  AVERAGE 3,982 san 280 1 $280,260
1978 AVERAGE 3,432 3,187 173 ] 121,49
197 January 4,581 3,043 22¢ 1 178,823
Februsry 4,012 2,888 19¢ 7 127278
March 3,684 3,019 178 1 112,275
April 3,016 2,945 150 2 115,124
May 2,998 kX 185 (s) 123,042
June 2,708 3,153 160 18 141,387
July 2,563 3, 225 7 171,203
2,761 3,321 218 {s) 195,365
September 2,647 3,354 126 2 220317
October 3,119 3,251 n 1 231,058
November 3,289 3,239 235 ()] 236,841
December 3,708 3,221 229 (s) 228,712
AYERAGE 3,314 3,182 197 3
1080  Janwary 3,732 3,023 179 7 212,128
February 3,708 2,778 221 8 191,484
March 31N 2,564 179 19 177,658
April 2,630 2,482 147 2 177,008
May 2,402 247 126 1 183,072
June 2,30 2,645 108 (o) 195,790
July 2,225 2,688 17 3 213,758
August R2,136 R2,482 R?7? ) R226,305
Septembert 2,636 2,724 ] (s) 232,438
Octobert 2983 2,648 125 (s) 225,084
Novembert R2,894 R2,676 R125 (s) R223,143
Decembert 3625 3,098 142 NA 202,054
AVERAGE 247 2,887 197 NA

WW the 50 United States and District of Columbia.
Emtdauhwa Mnmwummm&
Tolal as g.oeombu

per
e: Bureau of Mines' stock mmwnnmmmbmmmmwoummvnm

©overage beging hers with 1975.

Sources: *See Sources on the jast page of this section.
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Petroleum
Residusl Fue! ON

Supplied  Production  mports  Exports  Btocks

Thousand

Thousand berrels per dey barrels

1978 AVERAGE 2822 " 1,883 3 183,400

74 AVERAGE 2839 1,070 1887 14 180,604

1978 AVERAGE 2,482 1,236 1,223 1% 174,126

176 AVERAGE 2801 m 1,413 12 172,544

wn AVERAGE 3071 1,784 1,389 [ ] 109,993

"wn AVERAGE 3,023 1,007 1388 13 190,104

197 Januery 3,560 1912 13N [ 81,853

February 3,505 1,792 1,300 10 67,809

March 3239 1,719 1.642 14 71,652

April 2,507 1,639 1134 2 79,950

Mey 2,503 1,586 1,051 8 64,261

June 2,583 1,548 880 8 . 79.816

July 2,451 1575 1,065 5 85,007

August 2.550 1,584 1,023 14 87822

September . 1,627 078 2 87,789

October 2,540 1,629 1,042 18 91,811

November 2,815 1,736 1,048 5 90,799

Decomber 3,013 1,694 1,278 14 95,568
AVERAGE 2,82¢ 1807 1,181 []

1900  January 2,885 1,766 1,132 5 97,153

February 3,099 1,770 1,119 17 90,059

March 2,650 1,581 [ 23] 2 88,269

April 2,434 1,591 769 40 85.219

May 2.234 1.507 812 20 07,639

June 2,324 1575 749 14 87,657

July 2287 1,480 87 60 85,605

August R2,287 R1,444 R875 2 R86.949

Septembert 2,304 1515 904 21 89,855

Octobert 2320 1,544 880 70 90,754

Novembert R2,425 R1,564 R1,017 88 R93,282

Decembert 3,050 1.836 1,070 NA 89.071
AVERAGE 2,822 1808 022 NA
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Senator WaLLop. Don, 1 appreciate your taking the time to come
to Washington. I would say for those gathered in this room that
you have provided quite a service for our State, spending a good
deal of capital—risk capital which is something unusual in this day
and age; upgrading Glenrock Refinery to be more efficient and to
compete with any refinery in the country, small or large, so I
welcome you.

STATEMENT OF DON C. DAVIS, PRESIDENT, GLENROCK
REFINERY, INC., CASPER, WYO.

Mr. Davis. Thank you, Mr. Chairman.

Glenrock Refinery is a small independent refinery with certified
throughput of about 6,000 barrels per day. Our refinery is located
in Glenrock, and our principal offices are in Casper, Wyo.

We refine gasoline, diesel and jet fuel, and we serve local mar-
kets in Wyoming, northern Colorado, western Nebraska, and west-
ern South Dakota. :

Glenrock can compete with most refineries on the basis of effi-
ciency. However, Glenrock cannot compete if it cannot buy crude
at prices that allow a positive return on product yields.

Unlike the major integrated refiners, Glenrock cannot subsidize
its refinery operation from production gains. Glenrock has no pro- -
duction and anticipates no production.

Likewise, Glenrock suffers when majors use their production
gains to bid up the price of crude available on the open market to
levels which make it uneconomic for any small refiner to buy. We
have crude on long- and short-term contracts tied to major oil
company postings. This crude is usually scheduled for delivery,
refined, and the product is sold before we have received word of the
actual posted price.

Therefore, our economics are very unpredictable, and this affects
our ability to arrange bank financing and to attract capital for
growth and for expansion.

In short, a free market for crude does not presently exist. Glen-
rock requests equitable access to crude, competitive prices estab-
lished in a truly free market, or tax treatment that achieves this
end. We have done the engineering and obtained permits to expand
lt)? 20,000 barrels per day with the most efficient equipment availa-

e. .

However, it’s difficult to assess an expansion of this magnitude
in the face of distortions in the current price structure of crude. It
is not easy to make investment decisions and long-range plans
when each month it is so unpredictable.

Even if we were given tax-exempt incentives, they will do no
good if there is no flow of income to offset this.

Major oil companies already have tax advantages that we cannot
utilize. We refer to this as the “major refinery bias.”

Glenrock supports an exemption from the windfall profits tax for
rOf'alt owners and independent producers for the first 1,000 bar-
rels of daily production, when such production is sold to small and
independent refiners.

Glenrock supﬁorts tax incentives which will permit domestic re-
fineries to quickly upgrade their configurations to handle heavier
sour crudes which will become increasingly available in the 1980’s.
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Glenrock supports an amendment to the foreign tax credit rules
providing that sales of foreign or domestic crude to an unrelated
domestic small refiner would be treated as foreign source income
for the seller. _

In addition, Glenrock urges consideration of a tax deduction for
any sales of crude to a qualfied small refiner so long as the pur-
chaser is not buying such crude for resale in the open market.

Glenrock supports the im{)osition of increased tariffs and/or
import fees on imported petroleum products to protect the strength
of the domestic refining industry and to enhance national security.

In closing, I'd like to leave you with the impression that what we
are asking for is an opportunity to compete on an equal basis with
the majors, and that consideration should be given to reward those
refiners who are efficient and competitive, regardless of size.

Thank you.

Senator WaLLopr. Thank you, Don.

[Statement follows:]
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I. INTRODUCTION

Chajirman Wallop and members of the Subcommittee, I'm Don
Davis, President of Glenrock Refinery, Inc., and with me is
Charles Seeger, our Washington counsel. Our principal office is
in Casper, Wyoming, while the refinery itself is located in
nearby Glenrock. GRI has a present DOE certified throughput of
6,000 barrels per day capacity.

We are here this morning to describe the oil industry
from the perspective of a small, efficient, independent refiner
trying to find crude at a price that will allow us to refine it
and market it at better than dead even. We try this having no
crude production of our own. We vigorously support the free
market as the best arbiter of economic success or fajilure. But
we suggest that the market for crude is not that ideal, competi-
tive, free market. Thus, GRI believes some adjustments are
necessary in the tax structure to accomplish what the marketplace
fails to achieve: a vigorous, truly competitive domestic refin-
ing industry.

First, a glimpse at Glenrock Refinery's history. We
began in an effort to meet the obvious diesel product demand in
central Wyoming resulting from rapid discoveries of both coal in
eastern Wyoming and oil under the Overthrust Belt. GRI has spent
over $3 million in upgrading and retrofitting its refinery to
make it an efficient competitor in our region. Financing this
expansion has been incredibly difficult as I must persuade bank-

ers that GRI can succeed despite all the factors beyond our

78-887 0 -~ 81 - 17
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control, mosi particularly the possibility of crude simply being
unavailable at a price which allows us to market the product
yield at a profit. We have now completed Phase I of our expan-
sion plan and are providing the local Casper market with gaso-
line, diesel fuel, and aviation jet fuel.

While GRI is a small, independent refinery, it is not a
"tea kettle" or "bias baby" refinery. GRI's existing moderniza-
tion and expansion program demonstrates that it has anticipated
and prepared for decontrol by using profits to upgrade and expand
the refinery. Our present analysis of GRI's financial situation
reveals that GRI can remain competitive with any refinery after
January 28, 1981 if it has some form of equitable access to crude
oil priced at competitive market levels,

Moreover, small, independent refineries play a special
role in the Northern Rocky Mountain Region. Because of the
isolated nature of our region, small independents often provide
the most efficient and only source of energy which many users
have, If these small but efficient businesses are now forced out
of the market as a result of an inability to obtain needed vol-
umes of crude at competitive prices, consumers in Wyoming and

other Northern Rocky Mountain states will be the ones who suffer.

II. CRUDE SUPPLY
This Subcommittee nmust understand that gaining crude oil
does not simply mean finding barrels available for purchase.

Gaining crude supply is ultimately a queastion of price, not just
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availability. The most important distinction between a small,
independent refiner and a major, integrated refiner is this: the
major can subsidize refining operations from production gains;
the small cannot.

This ability to subsidize refining from production was
emphasized by one major's 1980 fourth quarter net income state-
ment, Amoco (Standard Oil Co. of Indiana) reported that its
exploration and production income rose 88% to $272.2 million
while its net loss from refining and marketing more than doubled
to $115.6 million. Such statistics emphasize that a business
judgment is being made by major refiners to control crude at the
lease level which will have the effect of ultimately forcing
others out of the market.

This critical distinction between the majors and small
independents was bolstered by a recent DOE study that noted sur-
vival of refiﬁeries under decontrol may depend more on access to
crude than efficiency in the refining and marketing of crude
éroducts. Y This is due to several factors. First, the major
integrated companies have long produced such a substantial amount
of their own crude that they are no longer dependent on the open
market for significant percentages of the crude they use, 1In
contrast, independent refiners by definition still remain highly
dependent upon the open market to purchase the crude that they

1l/ "Crude Oil Access Study Draft,” Office of Competition, Office
of 0il Pol£c¥, Assistant Secretary for Policy and Evaluation,
Department of Energy, October 6, 1980, p. I-3.
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need for refinery operations. 1In 1979, for example, the 16
largest integrated refiners purchased approximately 68% of the
total refinery input from cheaper "non-market"™ sources (i.e.,
gsources which the majors controlled themselves either as owned
production or sales from a foreign produqtion company to affili-
ates). In contrast, the 25 largest independent refiners in 1979
were required to purchase the vast majority of their crude inpui
on the open market at significantly higher prices. 2/

The significant disparity bziween the amount of produc-
tion owned or controlled by a major refiner versus an independent
one results in numerous competitive disadvantages for the inde-
pendents, and particularly for small independents such as GRI.
Assuming a world market price of $37 per barrel, the after-tax
advantage to the majors of controlling their own production and
obtaining it at cost is approximately $6-7 per barrel under the
average market price of crude for independents, 74 While inde-
pendents such as GRI are able to compete with larger companies in
terms of refinery efficiency, this efficiency parity cannot
overcome the substantial cost advantage and potential for market
manipulation which the majors have in controlling their own non-
market sources of production,

Small independents such as GRI are placed at a further

competitive disadvantage because, unlike the majors, we are

2/ 1d4., p. 3. By definition, an independent-refiner owns or
controls less than 308 of the crude oil run in his refinery.

3/ 1d., p. 5.
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unable to obtain access to foreign crude at prices below the
prevailing market level. For example, in June 1979, the average
crude cost of the 25 largest independents was 6% higher ($1.05
per barrel) than the average cost of imported crude for the four
Aramco partners (Exxon, Texaco, Chevron and Mobil). 74 Because
small independents such as GRI are unable to negotiate with
foreign producers who demand the purchase of substantial quan-
tities of crude, or significant capital outlays for exploration,
production, and the transfer of technology to the country of
sale, they are again at a disadvantage in gaining access to crude
at competitive prices.

These inherent advantages of the majors in obtaining
crude will inevitably be reflected in competitive bidding for
crude available on the open domestic market. The crude price
advantage enjoyed by the Aramco companies, and by all of the
majors, could be used to subsidize competitive purchases on the
open market. During June 1979, for example, Aramco imported 1.6
million barrels per day into the United States at a price approx-
imately $2 less than the average pér barrel price for all domes-
tic refiners. Because of the volumes involved, the Aramco com=-
panies could have purchased on the U.S. open market an additional
320,000 barrels per day at $10 per barrel above the industry
average, or 640,000 barrels per day at $5 above the average,
without raising the average Aramco cost above the industry aver-

age.
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More importantly, the cost advantage-;giﬁyed by the
majors in the control of their domestic production provides an
even greater potential for subsidization of open market purchases
which they make in competition with small independents such as
GRI. According to DOE, domestic production by the largest 16
majors at cost provided a $6.45 per barrel advantage over the
average market level price paid for domestic crude in 1979.

Thus, the integrated companies could have bid over $10 per barrel
higher than the competitive price for each of the 3,470,000
barrels per day they purchased on the open market in 1979 without
raising their average crude price above the competitive price.
Again, the cost advantage offered by the majors' control of
domestic production in 1979 would have allowed them to bid an
extra $5 above the competitive price both for their share of the
open market plus the share of the market which in 1979 went to
the independents. 5/ the advantages of controlling substantially
cheaper non-market sources of crude permit the majors to easily
take over significant shares of the crude oil presently bought by
independents. Importantly, subsequent to decontrol, the majors
will of course not be required to provide any of this crude to
any crude deficient refiner.

Small refiners such as GRI are particularly hurt when
the larger majors, cushioned by the savings provided by their own

production, bid up the price of crude on the open market above

- _5_/ Id. '} III--]-]--I‘.



259

Ly

that price which would exist were no cost advantage available to
the majors at the outset. In the third quarter of 1979, for
example, domestic refineries purchased 305,000 barrels per day at
prices between $5-10 above official selling prices, and 291,000
barrels per day at prices between $10-15 above such official
prices. s/ Such premiums are not the result of the free mar-
ket. Rather, they represent an ongoing subsidization by the
majors of crude prices which is very seriously forcing small
refiners such as GRI out of business.

For all of the above reasons, certain steps must be
taken by this Congress to insure that equitable access to crude
is available to all refiners who possess the efficiency to com-
pete once equitable access, in both price and availability, }s

gained.

III. RECOMMENDATIONS FOR LEGISLATIVE ACTION

GRI proposes the following recommendations as a means of
insuring some equality between independents and the majors in
access to crude, Fitst, GRI supports an exemption from the
windfall profits tax of 1980 for royalty owners and independent
producers for the first 1,000 barrels of daily production when
such production is sold to small and independent refiners such as
GRI. Such legislation would have several positive effects. One,

such a proposal would encourage the production of additional

6§/ 1d., I1I-12,
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supplies of domestic energy and provide necessary additions to
U.S. oil and gas reserves. Second, by eliminating a tax upon
such producers, the proposal would permit independent producers
and royalty owners to provide substantial volumes of crude oil to
small and independent refiners at a price which would help to
offset the numerous advantages in access to crude which the
majors already enjoy for the reasons we've stressed. Three, such
legislation would reward small investors who have invested capi-
tal in an industry of great importance to the security of our
country, while not penalizing any of the major integrated oil
companies. GRI thus supports such a windfall profits tax exemp-
tion when crude is sold to a small and independent refiner.
Second, GRI supports the passage of some tax incentive
which will permit domestic refineries to quickly upgrade their
configurations to handle the heavier, sour crudes which will
become increasingly avajilable in the 1980's. GRI supports pro-
posals to shorten the depreciable life for refining assets under
the Asset Depreciation Range system, and supports additional
enerqgy tax credits for both refinery upgrading and for certain
equipment capable of saving significant quantities of oil and gas
if implemented by the refining industry. In this regard, GRI
commends Senator Wallop for his introduction of 8. 750. These
measures are necessary if the projected $20 billion required to
upgrade existing domestic capacity in the forthcoming decade is

to be raised.
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Third, GRI supports an amendement to the foreign tax
credit rules providing that sales of foreign or domestic crude to
an unrelated domestic small refiner would be treated as foreign
source income for the seller. Such a proposal is not detrimental
to the major oil companies, and dées encourage sales to domestic
small independent refiners such as GRI. 1In addition, GRI urges
consideration by this Subcommittee of a tax deduction for any
sales of crude--with or without unused foreign tax credits--to a
qualified small refiner so long as the purchaser is not buying
such crude for resale in the open market. Because price access
to crude is the central issue, this approach is a positive one.

In short, the majors presently enjoy cumulative tax
advantages because they have their own production; Until smalls
enjoy similar tax advantages, smalls are doomed. We ask this
Subcommittee not to penalize the majors, but rather to give the
small refiners tax treatment that allows the independent sector
to have equal footing with the majors.

Pinally, GRI strongly supports the imposition of in-
creased tariffs and/or import fees on imported petroleum prod-
ucts. At present, no import fees are imposed on crude products
brought into the United States, and only minimal tariffs exist.
The highest tariff imposed on crude oil or petroleum.ptoducts is
$.525 per barrel for imported motor fuels. Such protection is
inadequate if the refining industry is to avoid the disastrous

impact to our economy presently caused by the OPEC cartel.
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The imposition of an import fee on petroleum products
would provide advantages to the entire domestic refining industry
and avoid U.S. dependence on foreign production of such products,

and thus strongly enhance national security. s

IV. CONCLUSION

Small and independent refiners such as GRI play a cru-
cial role in the U.S. refining industry. In the Northern Rocky
Mountain Region, for example, we are able to serve markets which
the majors are simply less interested in serving. Moreover,
small refiners across the country have traditionally played a
special role in producing fuels needed by military installations
as well as products demanded by the nation's agricultural coa-
munities, Por all of these reasons, Glenrock trusts that this
Subcommittee will work to insure that the domestic refining
industry remains vigorous, healthy, and competitive, and that
small -independents have some basis for obtaining an equitable
price access to crude in the decontrolled environment of the
1980's. Prankly, Mr. Chairman, you need to act with speed.
Thank you for this opportunity to testify this morning.

1/ "Costs and Benefits of a Protactive Tariff on Refined

Petroleum Products After Crude O Decontrol--Draft® Office of

{gglcy ang Evaluation, U.S. Department of Energy, January 31,
0' p- .
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STATEMENT OF DENNIS F. JUREN, GROUP VICE PRESIDENT,
TESORO PETROLEUM CORP., SAN ANTONIO, TEX.

Mr. JUREN. Mr. Chairman, my name is Dennis Juren. I am group
vice president of refining and marketing for Tesoro Petroleum
Corp. We are regional refiners and marketers who have refineries
in Texas and Alaska.

To give you a little perspective of our size, we have about 75,000
barrels a day capacity which represents approximately four-tenths
of the domestic refining industry capacity.

Tesoro supports modification of the foreign tax credit rules as a
possible way to create an incentive for the international majors to
share some of their crude supplies with independent refiners in the
United States.

This, in our view, is only a partial solution; a treatment of a
symptom, if you would, as opposed to the disease. What you have
~ heard over and over here this morning is really the gut issue.

Equitable access to crude oil at fair prices, at competitive prices.

There is truly no real free market for crude oi! today. The NPC
study, which purports to represent a means of allocating crude in a
major shortfall is really a disaster, as far as the independent sector
of the industry is concerned.

By the time the trigger's envisioned by that study would be
activated, half the independent sector would be out of business.

A crude shortfall of 10,000 barrels a day from my company would
represent a loss of 15 percent of my total capacity. A 10,000 barrel
a day loss of crude oil for an Exxon size company would represent
less than 1 percent of their capacity.

We support a tariff as a possible way to equalize some of the
disadvantages that U.S. refiners have vis-a-vis foreign refiners.
Much of that disadvantage is regulation or Government induced.
Things such as the Jones Act, environmental constraints required
by U.S. refiners, foreign tax, exemptions granted foreign refiners.

A 1978 DOE study indicated that this difference would range
from 45 cents upwards to $2.14 a barrel, depending on the location
and the complexity of the refinery.

It may be politically infeasible, however, to impose a tariff that
would be high enough to truly deter imports. As a result, Tesoro
would recommend that perhaps a product quota system would be a
better alternative than a tariff which would be so low as to be
ineffective in its purpose.

Without detracting from the importance of the other subjects
being considered here today, I think that perhaps the matter of
upgrading and retrofitting refineries is perhaps the most critical
issue facing the independent sector of the industry today.

The increased requirement for unleaded gasoline, notwithstand-
ing that total gasoline is declining; the shift on a worldwide basis
of a sweet to a sour ratio change that is deteriorating, will require
significant capital expenditure by many refiners for hardware ca-
pable of chewing up the bottom of the barrel.

The magnitude of these investments, coupled with the high cost
of money, will make the economics of these investments almost
impossible for the very small refiner, and very difficult, at best, for
even the financially sound midsized refiner.
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As an illustration, we estimate that it would cost in the magni-
tude of $250 million to $300 million to retrofit and modify a 50,000
barrels per day, somewhat integrated, sweet crude refinery so that
it could process sour crude.

The debt service alone for that magnitude of investment could
add about $2 a barrel or 5 cents a gallon to the cost of operating
that facility.

With res'ﬁ(lect to crude oil purchasing cooperatives, this is not a
new idea. They have been tried before. They have not met with a
great deal of success.

Cooperatives, to meet with success, would have to be structured
close to a government-to-government type of arrangement, and we
would be strongly op to any structure that might be a precur-
so(xi to the Government becoming the purchasing agency for the
industry.

Tharl;{t you for the opportunity to share my views with you.

Senator DURENBERGER. Thank you, Mr. Juren.

[Statement follows:]
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TESTIMONY
BY
DENNIS F. JUREN, GROUP VICE-PRESIDENT
TESORO PETROLEUM CORPORATION
MARCH 27, 1981

Mr. Chairman, subcommittee members, I am Dennis F. Juren, Group Vice-
President, Refining and Marketing, Tesoro Petroleum Corporation. Thank
you for giving me the opportunity to testify before this subcommittee today.

Tesoro is a publicly owned (NYSE), small and independent refiner as defined
in the Emergency Petroleum Allocation Act of 1973. In addition to its refineries
located {n Carrizo Springs, Texas and Kenai, Alaska, Tesoro is also involved
in marine, pipeline, and truck transportation, refined product marketing at
the wholesale and retail levels, exploration and production, contract drilling,
oil field equipment rental and services, and coal mining. For your further
information, I have attached a copy of Tesoro's Annual Report for 1980.

Tesoro is also a member of the Committee for Equitable Access to Crude Oil
(CEACO), an ad hoc committee of 14 similarly situated, long-time established,
independent refiners {membership list attached as Appendix I} which was
formed to address the problem of obtaining crude oil at economic prices during
periods of limited supply. Although I am speaking today only on behalf of
Tesoro, I believe that my comments will also reflect the views of many established
independent refiners who make up what might be called the “middle class” of
the refining industry.

For the subcommittee to understand the thrust of my comments, it is essential
that you recognize the negative attitude that has developed during the period
of federal controls toward the oil industry in general and the independent
refining sector in particular. Over the last several months, there has been
much bad publicity about the small independent refiners who were heavily
subsidized by the so-called entitlements program and its small refiner bias
feature. Recent press accounts have focused on efforts by these refiners

"to stay on the public dole." I would be less than candid if I did not acknow-
ledge that there are elements of truth in those accusations. Unfortunately,
however, the media and other critics of the oil industry are not too selective

in who gets hit by their broadsides. Often as not, the innocent get categorized
with the gullty and get tarred by the same brush. In discussions of the crude
oil access issue with members of Congress and their staff and with members

of the Administration, we have detected among some of them a cynical, almost
sarcastic, attitude towards our efforts to rectify what we perceive to be a

real problem. For the above reasons, we were pieased to note, Mr. Chairman,
that in announcing this hearing you recognized that all problems confronting
the refining industry did not automatically disappear as the result of decontrol.

Focusing on the specific proposals that are the subject of this hearing:
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MODIFICATION OF FOREIGN TAX CREDIT RULES

This proposal aims directly at the crude oil access problem for independent
refiners which led to the creatfon of CEACO. In our discussions with government
officials, we have come face to face with the idyllic presumption that now that
decontrol of crude oil has taken place, there is no need for governmental
.intervention of any kind. The government can just step back and let the

free market set the prices and allocate the crude. Efficient refiners will

prosper and the inefficient will fail, and that is as it should be.

Tesoro wholehear:edly endorses the concept of competing in a free market.
We not only competed, but grew and prospered during a period when no con-
trols existed. But times have changed. There is, in fact, no free market
for crude oil today. A major portion of domestic crude oil production is either
owned by or controlled by the major integrated oil companies. In addition,
certain of these same major companies are given preferred positions by the
more moderate OPEC countries for the purchase of contract crude oil while
others have nn option but to purchase crude on the spot market or negotiate
contracts with the more radical producer countries. What this means is that
even during temporary periods of adequate supply, some refiners enjoy a
decided economic advantage over other refiners. In times of even moderate
short supply, this economic advantage will increase as many buyers chase
the same limited barrels, thereby driving up spot market prices. Ultimately,
contract prices will follow the spot prices to the detriment of the consumer
and the U.S. economy but, in the meanwhile, crude rich integrated major
refiners will enjoy a veritable "profit explosion.”® Further, if there is no
allocation mechanism in place, these majors will experience little or no short-
fall. It will be the independent refiners who will be forced to run at reduced
rates and pay prices for crude at levels which makes competing impossible.

What is frustrating is that the advantages enjoyed by these integrated majors
‘has nothing to do with efficiency of operation, or lack of effort on the part

of the independent oil companies to secure crude supplies at equitable prices.
To a large extent, it 18 the direct result of the internal policies of the various
OPEC members. In effect, certain OPEC members have more control of the
fate of many independent U.S. refiners than does management or even the
United States government.

It must be remembered, however, that independent refiners are important

factors in many regions of the country. For example, one CEACO member
supplies 70 percent of the gasoline and S0 percent of all other petroleum

products in Puerto Rico. Another supplies SO percent of refined products

used in Buffalo, New York. Two more supply over 70 percent of the petroleum
requirements of Hawaii. Tesoro alone produces about 70 percent of all

gasoline, 25 percent of all commercial aviation fuel, and 20 percent of all

highway diesel fuel consumed in Alagska. We are also a major supplier of fuel

to military installations in Alaska. Independent refiners are also the major
suppliers to many of the more sparsely populated areas of the midwest, southwest,
and mountain states where the major oil companies do not choose to market,

and from which some of them have only recently chosen to withdraw even further.
Obviously, the needs of these consumers must be taken into account in formu-
lating the U.S. energy policy as it relates to refining.

-2-
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Tesoro supports modification of the foreign tax credit rules because it would
remove an existing disincentive for sale of crude oil by international oil com-
panies to independent domestic refiners. We believe that the proposed modi-
fication would result in {ncreased availability of crude oil to independent
refiners but that it will be only a partial solution to the crude access problem.
In this regard, we will also continue to work for the development of a compre-
hensive standby emergency crude oil allocation program.

TARIFF ON IMPORTED PETROLEUM PRODUCTS

Tesoro supports a tariff, fee, or product quota to encourage refining within
the United States. And, as suggested in the notice of this hearing, a tariff

or fee must be substantial to be effective. An update of a recent study done
for the Department of Energy in 1978 indicates that existing offshore foreign
refineries have an economic advantage, depending upon location, of between
$0.45 to $2.14 (1978 dollars) per barrel when compared to domestic refineries.
This same study estimates that if downstream conversion facilities were installed
at an existing Caribbean refinery, the advantage could increase to $2.54 per
barrel, and that the advantage for a new offshore refinery over a new domestic
refinery would range from $2.00 to $3.00 per barrel.

Unlike the automotive industry, much of the offshore advantage has nothing
to do with efficlency per se. Rather, it is created by government law and
regulation. For example, transportation (Jones Act and port limitations)

and the cost of compliance with environmental protection restrictions results
in advantages of $1.42 and $0.94 per barrel for Caribbean and European
refiners, respectively, over a Gulf Coast refiner marketing on the East Coast.
In addition, many offshore refineries enjoy a very favorable tax treatment.

In view of the size of the tariff that would have to be imposed to provide
meaningful protection against large volume imports, it may be difficult to
enact the necessary legislation. We, nevertheless, believe that it is important
to send the offshore refiners, particularly any Caribbean refiners who may
be considering the installation of high conversion facilities, a clear-cut
message that the United States does not intend to impair its national security
by increasing its dependence on foreign refiners for its refined products
needs. Therefore, as an alternative to a tariff or fee which {3 too small to
prevent product imports, we suggest consideration of a product import quota
which recognizes historical importers and import patterns. This product
quota could, of course, be lifted during periods when crude supply shortages
prevent domestic refiners from meeting demand.

TAX INCENTIVES FOR UPGRADING OR RETROFITTING DOMESTIC REFINERIES

Without meaning to minimize the importance of the other proposals, I believe that
providing tax incentives for upgrading or retrofitting domestic refineries is

the most important issue before the subcommittee today. Changes that are
occurring both on the crude supply and products sides are impacting, and

will continue to impact, on the refining industry:

-3
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. Overall demand for petroleum products is declining.

° Although motor gasoline demand {s down, demand for unleaded
gasoline is growing. With lower crude runs, an increasing
percentage of crude oil must be converted to unleaded gasoline.

b Utility and industrial use of heavy fuel oil i8 being replaced by
coal, nuclear energy, and natural gas. As this decline continues,
the residuum must be processed to yield more light products.

hd The ratio of swest to sour crude is deteriorating world wide.
As sweet crude availability declines, a corresponding amount of
refining capacity must be retrofitted to process sour crude.
Generally, sour crude is also heavier than sweet crudes, creating
a disproportionately higher requirement for "bottom of the barrel”
processing equipment to simply maintain the same light product
yield at a constant throughput level.

The investments for upgrading and retrofitting refineries are very expensive

in relationship to the base refinery investment. The magnitude of the invest-
ments, coupled with the high cost of money, will make it virtually impossible

for small refiners to upgrade their facilities, and even financially sound, mid-
sized refiners will have difficulty with the economics in the absence of investment
incentives such as the ones proposed by this subcommittee.

CRUDE OIL PURCHASING COOPERATIVES

Although we are not oppoged to the idea of purchasing cooperatives, we do

not believe they will be of any real value to small and independent refiners.
This is not a new concept and past efforts at cooperative purchases by refiners
have had little or no success. We believe that for a purchasing cooperative

to be successful, it would have to be structured so that the producing

country could consider any contracts entered into as government-to-government
deals. We would be opposed to formation of purchasing cooperatives that might
be precursors of a governmental purchasing agency for all imported crudz oil.



269

APPENDIX I
MEMBERSHIP LIST
COMMITTEE FOR EQUITABLE ACCESS TO CRUDE OIL

Name of Company B/
American Petrofina 143, 300
Ashland Ot 475,000
Clark Ol 131, 200
CORCO 161,000
Earth Resources 70,000
ECI 126,000
Good Hope 82,100
National Cooperative 54,150

Refinery Assn.

Powerine 44,120
Pacific Resources 67,900
Rock Island 41, 400
Tesoro 74,600
Total Petroleum 87,230
United Refining 52,000

1,610,000 B/D

Total U.S. capacity (incl. Puerto Rico) 17,401,231

78-887 0 - 81 - 18
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SUMMARY OF TESTIMONY
BY
DENNIS F. JUREN, GROUP VICE-PRESIDENT
TESORO PETROLEUM CORPORATION
MARCH 27, 1981

MODIFICATION OF FOREIGN TAX CREDIT RULES

Government cannot completely disassociate itself from the matter of
crude oil access, because

There is, in fact, no free market for crude olil today

Major oil companies control much of the domestic production and
have preferred positions in international crude markets

Crude ofl control gives majors economic advantage over independents
in "normal" markets and exponential economic and supply advantages
in short supply situations

Much of the economic advantage of majors is not due to lack of effort
or efficiency of independents but is conferred by certain OPEC members

Independent refiners are important suppliers in many regions of
the country. The consumers served by the independents must be
considered in making U.S. energy policy

Tesoro supports modification of the foreign tax credit rules but
belleves a comprehensive standby emergency crude oil alloccation
program {s also needed.

TARIFF ON IMPORTED PETROLEUM PRODUCTS

Tesoro supports tariff or fee

Foreign refineries enjoy significant economic advantages over
domestic refiners

Much of this advantage is the result of the Jones Act, environmental
regulations, and foreign tax exemptions

It may be politically infeasible to impose a tariff large enough to
be effective

Tesoro would prefer a product quota as opposed to a tariff which
might be too small to deter product imports .
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TAX INCENTIVES FOR UPGRADING OR RETROFITTING DOMESTIC REFINERIES

hd A combination of factors--increased lead free gasoline, declining
market for heavy fuel oil, and a shift to heavier high sulfur crude
ofl will require large capital expenditures for many refiners

i The magnitude of the investment, coupled with the high cost of
money, will make the economics of these investments very difficult
for even financially sound independent refiners without the incentives
propogsed by this subcommittee.

CRUDE OIL PURCHASING COOPERATIVES

A Past cooperative purchasing attempts by refiners have had little
success

d Cooperatives structured to provide government-to-government deals
would be needed for success

b Tesoro 18 opposed to structure which might be precursor to govern-
mental purchasing agency for all imported crude oil.

STATEMENT OF THEODORE R. ECK, CHIEF ECONOMIST,
STANDARD OIL CO. OF INDIANA, CHICAGO, ILL.

Mr. Eck. The question arose earlier today whether this is the
right committee to discuss these issues. I think it’s absolutely the
right committee, because the only legislative changes that we be-
lieve need to made affecting the industry are tax changes.

The issue of why Standard Oil Co. is here, we're by far and away
the largest company represented, and because we indeed are a
large domestic petroleum refiner who does not operate overseas
export refineries. We are the largest supplier of oil products to the
farm belt, and we share much the same problems of the smaller
refineries that you have heard from today.

. Now, what are those problems? Our most serious, current prob-

lem is we’re operating at only 70 percent capacity. Indeed, the U.S.
refining industry is operating at less than 70 percent of capacity.

We cannot operate, as an industry, profitably, with 30 percent of
gur plant idle. Margins have declined and something has to be

one.

What we have done is we have closed down one large refinery
that produces in excess of 100,000 barrels a day, which is larger
than the refineries of most any one operating here on this panel. If
everyone else were to shut down an equal percentage of their capac-
it'y, that would total about 1.5 million barrels a day or 10 percent
of total U.S. refinery capacity.

Even a shutdown of that size would leave the U.S. refining
industry operating at only about 80 percent of capacity, and we
estimate that for this industry to operate profitably, we have to get
operating rates up to the 85 and 90 percent range. This suggests
the magnitude of the current problem.

But, it’s not fjust a current problem, because looking into the
whole decade of the 1980’s, we estimate that our requirements for
refining capacity are going to go down 20 percent.

Looking specifically at products, we're going to be making rough-
ly 30-percent less gasoline, a third less residual fuel and heating
oil, the major products of the smaller refineries. At the same time,
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we have got to increase by a third our production of the high
quality distillates for jet fuel and for motor diesel requirements.

This is going to necessitate a different kind of refining industry
in terms of equipment. The hydroskimming refining equipment
that makes primarily residual fuel oil will face shrinking markets,
and I'm frankly not surprised at the comments we have heard
around the table of the unprofitability of hydroskimming, because
residual fuel sells for less than crude oil.

That condition we expect to be maintained throughout the visible
future. It’s not a question of the price of the crude oil. It's the fact
that residual sells for less than crude oil and will continue to do so.

The only way out of this is making investments necessary to
convert the residual fuel to higher value products, and this is
precisely what the petroleum industry is going to have to do.

The issue has also been raised as to whether or not we need to
institute import fees or import quotas. It's our judgment that the
industry, if it can get efficient, if we can shut down this redundant
capacity and get up to an efficient operating range, that we do not
need protective duties, that we can compete with overseas refining.

Turning also to another question that has been raised frequently
around the table, that of access to crude oil in the world. I, frankly,
am very surprised at the comments that have been made, because
there is ample supply of crude oil in the world. Crude oil prices are
declining, and quite frankly, the refiner that doesn’t have a long-
term crude purchase contract is in great shape, because the spot
price of crude oil is substantially below the price that those of us
who have long-term contracts are payix{‘g".

We expect this condition to persist. We expect crude availability
to be good throughout the balance of the decade. Indeed, we'’re in a
buyer’'s market for crude oil and we believe this market will sus-
tain.

Finally, as to tax policy, we su ggrt the President’s program as it

applies to the refiners. We woul very major beneficiaries in the
refining industry of 10-5-3 provided it is accompanied by the in-
vestment tax credits and the ability to receive these benefits
during the construction of the equipment.
" So, in summary, we have a big problem with excess capacity that
we need to work off. Crude oil access is not a problem, and if we
enact the President’s program in the area of tax relief, especially
depreciation acceleration, we don’t need any special taxes or spe-
cial tax programs applied to the refining industry.

Thank you.

Senator WaLLor. Thank you, Mr. Eck.

[Statement follows:]
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STATEMENT TO SENATE FINANCE COMMITTEE
ON_EHERGY TAXATION
* BY THEODORE R, | ECK
STANDARD OIL COMPANY (lNDlANA)

»e SUMMARY STATEMENT *»»

THE BIGSEST PROBLEM FACING THE REFINING INDUSTRY 1§ EXCESS
CA?AC!TY. WHICH HAS RESULTED FROM DECLININC O1L DEMAND AND

{"

xucnsaslns CAPAC!TY. "PuBLIC POLICY SHOULD ALLOW THE anusrnv'
'.ToYﬁéﬁucs THE COSTLY BURDEN OF REDUNDANT REFINING. CAPACITY,
f;L FT ALOHE- IHE FREE MARKET WILL CORRECY YHIS IMBALANCE BY

L

PRUNIHG OUT THE LEAST EFFICIENT.

xé&;

: Excess REFIN!NG CAPACITY ALSO EXISTS OVERSEAS, U,S. REFINERS
';NILL BE UNDER PARTICULARLY INTENSE PRESSURE TO 1HPROVE THEIR
f;EFFlclsncv DUE TO THE HIGHER COSTS THEY FACE RELATIVE TO
iFOREIGN suprLreas FROM JONES ACT TANKER REQUIREMENTS AND
;“MORE STRINGENT ENVIRONHENTAL REGULATIONS. THE INDUSTRY
'LSHOULD BE ABLE TO COMPETE WITHOUT PROTECTIVE QUOTAS OR TARIFFS,
ngov:nen 17 1S NOT SADDLED WITH ADDED COSTS FROM FORCED
:isﬁnéib;kﬁ TO MIGH COST. INEFFICIENT REFINERS,
" CrubE OIL ACCESS SHOULD NOT BE A PROBLEM IN THE DEVELOPING
"BUYER'S MARKET FOR CRUDE OIL. ONLY IN THE EVENT OF A GENERAL
WAR 1IN THE MIDDLE EAST OR SIMILAR CATASTROPHE 1S THERE A
- LIKELIHOOD OF A CRUDE OJL SHORTAGE.
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SUMMARY
Pace 2

THE DOMESTIC REFINING INDUSTRY'S EXCESS CAPACITY PROBLEM DOES
NOT MEAN THERE IS NOT A NEED FOR ADDED JNVESTMENT. SUBSTANTIAL
REFINJNG INVESTMENTS WILL BE NEEDED TO PROCESS THE CHANGING
H!X OF CRUDES AVAILABLE TO THE INDUSTRY INTO THE KINDS AND
. UAL]T]ES OF PRODUCTS NEEDED IN THE FUTURE,. THE PRESIDENT’S
.:‘ACCELERATED COST RECOVERY TAX PROGRAM SHOULD PROVIDE THE
._lNCENTlVES NEEDED TO MAKE THESE INVESTMENTS WITHOUT NEED FOR
'iTAX IHCENTIVES SPECIF]C 70 THE REFINING INDUSTRY. .

Hid
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STATEMENT TO SENATE FINANCE COMMITTEE
ON ENERGY TAXAYION
BY THEODORE R. ECK
STANDARD Ot COMPANY (INDIAHA)

1 Apéaeéiﬂie THE OPPORTUNITY TO SHARE OUR THOUGHTS WITH YOU

" DN THE DOHESTIC REF INING INDUSTRY AND OUR VIEWS ON THE ACTIONS
BY TRE conn111£e THAT HAY BE APPROPRIATE IN THIS AREA. 1

WILL sraqr WITH A BRIEF REVIEW OF THE CURRENT REFINING S1TUATION.

) 01L~,NV£N?ORIES ARE QIGH HlTﬁ GASQLINE INVENTORIES IN PAR-

N rxcoLAélbugaeutLvﬂA{ A RECORD LEVEL OF 286 MILLION BARRELS,

OIL D;HAiﬁp ON TRE OTHER HAND., HAS CONleUED YO DECLINE.
.FORgﬁxﬁhPLE. DEMAND IN 1980 WAS DOWN 8 PER CENT FROM. THE
"LEVEL IN 1329, AND 1S EXPECTED TO DROP ANOTHER 5 PER

:CENf THIS YEAR, DurING THIS PERIOD, REFINING CAPACITY HAS
CONTINUED .TO INCREASE. As A R SULT, THE INDUSTRY TODAY 15
OPERATlNS AT AROUND 70 PER CEI T OF CAPACITY, chﬂ lNVENTORlES.
DECL)F!NG SALES., AND LOW OPERATING RATES HAVE LED 10 DEPRESSED .
:.ﬂARélﬂé'lN THE REFINING/MARKETING SEGMENT OF THE INDUSTRY,
THIS 1S THE NATURAL WORKING OF THE FREE MARKET. LEFT ALONE,
1T WILL LEAD YO A CORRECTION OF THE IMBALANCE BY PRUNING

OUT THE LEAST EFFICIENT.

-

SPEAKING FOR MY COMPANY, THESE ECONOMIC FORCES HAVE CAUSED
US TO LOOK LONG AND HARD AT OUR JHN REFINING SYSTEM.. THIS
.RESULTSD IN A RECENT ANNOUNCEMENT TO SHUT DOMN ONE OF OUR
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Pase 2

OWN REFINERIES. REDUCING OUR TO1AL REF ENING CAPACITY BY
ABOUT 9 PER CENT. A SIMILAR REDUCTION BY THE REST OF THE
INDUSTRY HOULD RESULY IN A SHUTDONN OF 1.5 BMB/D of capactyy. «
EVEN THEN, THE INDUSTRY WOULD OPERATE AT LESS THAN 80 PER CENT
OF CAPACITY, PRESS REPORTS INDICATE OTHER OIL COMPANIES

" WAVE TAKEN ACTION SIMILAR YO OURS, WE EXPECT THIS TO CONTINUE.
Laépnus TO THE SHUTDOWN OF A LARGE AMOUNT OF CAPACITY THAT

"JS'NO LONGER COMPETITIVE,

LET ME FOCUS BRIEFLY ON THE LONGER TERM TO DETERMINE WHERE
THE INDUSTRY 1S HEADED. OIL DEMAND 1S EXPECTED TO CONTINUE
_DE;LIﬁlﬁB THROUGH THE 1980°S WiTH DEMAND I 1990 pOWN ABOUT
) 20 PER CENT FROM THE 1878 Lever, CONSTRUCTION CURRENTLY
UNDERWAY MILL LEAD TO A FURTHER INCREASE IN U.S. REFINING

' CAPACITY. ABSENT SHUTDONN OF REFINING CAPACITY, EXCESS
CAPACITY HILL AHOUNT TO AROUND 30 PER CENT BY 1990. THis

_ 1s BY NO MEANS A UNIOUELY U.S. PHENOMENA, FREE WORLD OIL
3_'nsnann HAS BEEN DECLINING WHILE REFINING CAPACITY HAS BEEN
lHCﬁEAS!Né. CURRENT AND FORECAST EXCESS REFINING CAPACITY

FOR THE-FREE WORLD 1S COMPARABLE TO THAT fFOR THe U.S.

IHE EXCESS CAPACITY CREATES A COST BURDEN WHICH ULTIMATELY

THE CONSUMER PAYS, HENCE, 1T IS IMPORTANT THAT THE WORKINGS
OF THE FREE MARKET,  IN ELIMINATING THE €XCESS NOT BE INTERFERED
HITH, U.S. REFINERS Will BE UNDER PARTICULARLY IHTENSE



2nm

Pace 3

|_>R£SSURE ‘_IO IMPROVE THEIR EFFICIENCY DUE 1O THE HIGHER. COSYS

- THEY FACE RELATIVE TO FOREIGN SUPPLIERS FrOM JoNEs ACT

‘[AHKER REQUIREMENTS AND MORE STRINGENY ENYIRONMENTAL REGULAYIONS,

- ot e e - -

So‘rag ] HAVE TALKED ONLY ABOUT TOTAL OJL DEMAND, AND NOT
ABOUT THE SIGNIFICANT SHIFTS THAT WILL OCCUR IN THE DEMAND
FOR PARTICULAR PRODUCTS. In The DECADE OF THE 1980’S, GASOLINE
DEMAND IS EXPECTED TO DECLINE BY 30 PER CENT AND {ue DEMAND
roé.aESIDUAL FUEL AND DISTILLATES FOR HEATING BY ONE THIRD,

ON THE OTHER HAND. THE DEMAND FOR HIGH QUALITY DISTILLATES
FOR MOTOR DIESEL AKD JET FUEL IS EXPECTED TO INCREASE 35 PER
CENT. AT THE SAME TIME. DEMAND WILL CONTINUE YO SHIFT FROM
LEADED TO UNLEADED GASOLINE. IN ADDITION TO YHE PRODUCT
SHIFTS, .THE CRUDE AVAILABLE TO REFINERS 1S EXPECTED TO '
BECOME HEAVIER AND CONTAIN MORE SULFUR,

_THESE SHIFTS WILL NECESSITATE CHANGES “IN REF INERY EQUIPMENT.
UNMEEDED WRL BE THE LARGE NUMBER OF HYDROSKIMMING REF INERIES
'WHICH PRODUCE LARGE AMOUNTS OF FUEL OIL.° INSTEAD. [NVESTHENT
1S NEEDED IN HYDROCRACKING AND HEAVY FUEL UPGRADING EOUIPMENT
TO MAXE HIGH QUALITY DISTILLATES AND REDUCE THE AMOUNT OF
UNNEEDED RESIDUAL FUEL, THIS EQUIPMENT IS EXPENSIVE AND
NECESSITATES CONSTRUCTION OF LARGE SIZE UNITS TO GAIN THE
ECONOMIES OF SCALE. THERE IS NO ECONOMIC BASIS FOR UPGRADING
SMALL REF-INERIES WHICH WOULD RESULT IN CONSTRUCTING SMALL

UNECONOM}IC UNITS,
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Pace 4

As | HENTIONED,' WE HAVE ANNOUNCED THE SHUTDOWN OF A REF IHERY
_AND SO HAVE OTHER MAJORS. BOTH LARGE AND SMALL REF INERS WILL
BE CLOSED IN -AREAS OF SURPLUS CAPACITY sucCH AS Txe Gurr Coasr.
-WHERE ONLY THE LOWEST COST REFINERS WILL BE COMPETITIVE, THE
SHUTDONNS WILL NOT RESULT IN ANY REGIONAL SHORTAGE OF REF fNED
N #nénucts. THE INDUSTRY HAS AN EXTENSIVE DISTRIBUTION SYSTEM
AND THOSE REFINERS SERVING REGIONAL MARKETS WILL SURVIVE.

ﬁ.ng;n;“xpgn NOM TO SOME OF THE SPECIFIC ISSUES REFERRED TO
”ikt%ﬁs HEARING NOTICE. FOR NATIONAL SECURITY REASONS, THE U.S.
'NEEDS A STRONG DOMESTIC REFINING INDUSTRY THAT 1S COMPETITIVE
ON A WORLDWIDE BASIS, TARIFFS ON IMPORTED PRODUCTS SHOULD

- NOT BE NECESSARY YO SHELTER THE INDUSTRY. However, AS |
MENTIONED, THE COMPETITIVE PRESSURE WILL BE INTENSE, THE
INDUSTRY CLEARLY WILL NOT BE ABLE TO COMPETE WITH IMPORTED
PRODUCTS IF 1T MUST BEAR THE ADDED COST FROM SUBSIDIES TO

' HIeH COST, INEFFICIENT REFINERS AS A RESULT OF GOVERNMENT
PROGRAMS, DISGUISED SUBSIDIES, SUCH AS THE PROPOSED MODIFI-
CATION OF FOREIGN TAX CREDIT RULES, SERVE ONLY TO SHELTER

THE INEFFICIENT FROM THE RIGORS OF COMPETITION.

THERE 1S CERTAINLY NOTHING WRONG WITH SMALL REFINERS JOINING
YOGETHER TO BECOME MORE EFFICIENT AND CAPABLE IN MAXING CRUDE
PURCHASES, THERE SEEMS NO NEED, THOUGH, FOR SETTING UP A
SEPAQATE INSTITUTION WITH A TAX FREE STATUS TO ACCOMPLISH THIS
PURPOSE. ' THE OBJECTIVE OF THE GROUP SHOULD BE YO OPERATE ON
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A NDN‘PROF‘!T BASIS, PASSING THE CRUDE ON TO ITS MEMBERS AT
COST. COHFERRING A TAX FREE STAIUS SEEMS NOT ONLY UNMECESSARY.
BUT COUI.D INVITE UNINTENDED ABUSES,

THERE | ls AMPLE ‘CRUDE 1N THE WORLD TODAY. AND THERE ARE EXPECTED

- 10 aa AHPLE SUPPLIES FOR THE REST OF THIS DECADE., EXCEPT

pun;us EugnsENC!Es. MORLD CRUDE PRICES ARE CONVERGING AND

”‘_OGALITY PREMIUMS ARE SHRINKING. OIL ON THE. SPOT HARKET [$
..GENERALLY LESS THAN THAT UNDER CONTRACT, OverR THE LONGER

TERM, THE MAJORITY OF OIL SALES WILL BE DIRECTLY FROM OIL

PRODUC!NG COLNTRIES RATHER THAN BY MAJOR OIL COMPANIES, I

_.7snonr.-A BUYER'S MARKET [N CRUDE OIL 1S DEVELOPING FOR THE 80’s.

+ .’

- L16HT SWEET CRUDES WILL CONTINUE TO SELL AT A PREMIUM OVER
*HEAfo HIGH SULFUR OILS. If YHERE WERE NO PREHIUMS, REFINERS
_wdurb NOT INSTALL THE EXPENSIVE EGUIPMENT REOUIRED TO PROCESS
 THESE CRUDES. GOVERNMENY ACTIONS TO ERASE THESE PREMIUNS BY
.‘tSUBsiﬂIES‘OR ALLOCATIONS Will ELIHINATE THE INCENTIVE YO

.. UPGRADE REFINERIES,

TURNING NOMW TO REFINERY TAX POLICY. THE PRESIDENT'S PROPOSED
ACCELERATED COST RECOVERY PLAN SHOULD PROVIDE ADEOUATE
INCENTIVES SO THERE MILL BE THE NECESSARY UPGRADING AND
RETROF ITTING OF THE DOMESTIC REFINING INDUSTRY, ?HERE IS HO
NEED FOR SPECIAL TREATHMENT UNAVAILABLE YO OTHER INDUSIRIES,



Pase b
. ?
Nosy REF!NERY INVESTMENT 1S zou:pnsnv«un WOULD QUALIFY FOR A
FIVE-YEAR WRITE-OFF, THE SHORTER RECOVERY PERIOD PLUS
RECEIPT OF THE FULL 10 PER CENT INVESTMENT TAX CREDIT SHOULD
_ALLQ!;sﬁfFIClENTLY RAPID CAPITAL RECOVERY TO COPE WITH TODAY'S
RAPID INFLATION, MosT REFINERY PROJECTS HAVE CONSTRUCT 10N
. PERTODS. SUBSTANTIALLY IN EXCESS OF THO YEARS. ALLONING CAPITAL
'RECOVERY AND THE INVESTMENT TAX CREDIT TO BE TAKEN AS THE
 MONEY 1S SPENT IS A SIGNIFICANT HELP TO THESE LONG LEAD-TIME
'PROJECTS. - No ADDITIONAL DIRECT REFINING TAX INCENTIVES ARE
NEEDED, Houzvzn. IF A 10:5:3 TYPE BUSINESS TAX REDUCTION 1S
__uor ENACTED. SPECIAL INCENTIVES FOR CAPITAL INTENSIVE INDUSTRIES.
SUCH AS REFINING, WILL BE NEEDED,

IN COMCLUSION, THE BIGGEST PROBLEM FACING THE REFINING INDUSTRY
l#.excass CAPACITY. PUBLIC POLICY SHOULD ALLOW THE INDUSTRY
TO REDUCE THE COSTLY BURDEN OF REDUNDANT REFINING CAPACITY.,

THE INDUSTRY WILL BE UNDER INTENSE PRESSURE FROM OFFSHORE
'REFINERIES, BUT SHOULD BE ABLE TO COMPETE PROVIDED IT 1S NOT
. SADDLED WITH ADDED COSTS FROM FORCED SUBSIDIES TO HIGH COST,

" INEFFICIENT REFINERIES. CRUDE OIL ACCESS WILL NOT BE A
PROBLEM IN THE DEVELOPING BUYER'S MARKET FOR CRUDE OIL,
ONLY IN THE EVENT OF A GENERAL WAR IN THE MippLE EAST OR
SIMILAR CATASTROPHE IS THERE A LIKELIHOOD OF A CRUDE OIL
SHORTAGE, SUBSTANTIAL REFINING INVESTMENTS WILL BE NEEDED

TO PROCESS THE CHANGING MIX OF CRUDES AVAILABLE TO THE INDUSTRY
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Pace 7

INTO THE KINDS AND QUALITIES OF PRODbCIS NEEDED IN THE FUTURE,
THE PRESIDENT'S ACCELERATED COST RECOVERY TAX PROGRAH SHOULD |
- PROVIDE THE lNéENTlVES NEEDED TO HAKE THESE IHYESTHENTS
"lT“OU:f NEED FOR TAX INCENTIVES SPECIFIC TO THE REFINING
i+ INDUSTRY, '

/]

Senator WaLLopP. Our last witness is Frank Cahoon.

I am informed bK the floor that we are about to have a 10-minute
vote starting. If that takes place and you see me quietly vanish,
don’t ic. I will rermit you to continue, for the record, with your
remarks. I probably will adjourn the meeting as soon as you are
finished so that we can go on. We will submit our questions to you
by mail, for the record.

I apologize for that, but the schedule on the Senate floor governs
what I can do here.

STATEMENT OF FRANK K. CAHOON, CHAIRMAN, COPANO
REFINING CO., CORPUS CHRISTI, TEX.

Mr. CaHoON. Thank you, Mr. Chairman. I certainly understand.

Copano is an independent refiner located in Corpus Christi, Tex.
Copano favors an incentive-based national refining policy that
works with, rather than against, market forces. That is better for
both the refining industry and the American taxpayer.

Domestic refinery operations have been substantially curtailed
since decontrol restored the uncompetitive, nonmarket crude oil
cost advantage of the four multinational oil companies in Aramco.

Texas has been particularly hit hard by the nonmarket oil that
is now being refined in our State after decontrol.

This is a map, Mr. Chairman, of the State of Texas showing 38
independent refineries in the State. These refineries range in size
from 186,000 barrels a day to 2,400 barrels a day. I think you can
zéetg, maybe from the map, that they are well dispersed around the

te.

These refineries, Mr. Chairman, export products to other States
in the range of two-thirds of their capacity, with Texas taking
about one-third of their capacities end products.

The noncompetitive, nonmarket oil costs that I have described

rincipally has to do with the Saudi oil, which is officially priced at
232 per barrel versus a domestic decontrol price that the independ-
ent refiner must pay in Texas of $38 per barrel.

Our proposed solution is to correct this nonmarket bias by restor-
ing the mandatory oil import quota program with allocations of
import tickets to all U.S. refineries and the strategic petroleum
reserve.

The largest oil importers would receive relatively fewer tickets,
while the domestic-oriented refiners would receive more. The exact
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allocation formula between the two groups of refiners would be
determined according to cost equalization criteria.

The exchange value of the tickets would be determined b
market forces, and the resultant exchanges would produce a roug
cost parity among all U.S. refiners.

Copano would suggest that the tickets be labeled by country of
origin. By including the strategic petroleum reserve in the pro-
gram, the tax requirements for the reserve would be less and
America’s security interests would not be compromised due to
budget belt-tightening.

e urge you, Mr. Chairman, to recommend to the Senate Fi-
nance Committee that legislation be adopted that would direct the
President to immediately reactivate the mandatory oil import
quota program.

This program, Mr. Chairman, as 1you know, was first put in place
by President Eisenhower in 1959. It required a very small staff to
administer this program. This program was basically put in place
because at the time you had cheaper foreign oil than domestic oil.

The program then was taken out in 1973 when, under controls,
the situation reversed itself. Now we find ourselves again in the
condition that existed in 1959.

In the Saudi case, of a wide discrepancy in crude oil price. So, it's
our feeling that the mandatory crude oil import quota program
shlould be put back in place, and it will restore the balance of crude
oil costs.

Thank you, Mr. Chairman.

Senator WaLLop. Thank you, Mr. Cahoon.

I have to respond to that. It gives me the willies to even contem-
plate that proposal, because 1 think that it is part and parcel of a
series of events going back, as you point out, to the late fifties.
Energy decisions made then have caused the complexity and con-
founded this country’s energy economy beyond the simple little act
that was ostensibly a “consumer protection program,” and it frank-
ly scares me to death to try to go back into it that way.

But, obviously, the committee will look at all the recommenda-
tions from the testimony here today.

[Statement follows:]
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SUMMARY OF TESTIMONY
Presented by

Mr. Frank K. Cahoon
Copano Refining Company
March 27, 1981

An incentive-based national refining policy that works with
rather than against market forces is better for both the dom-
estic refining Industry and the American taxpayer.

Domestic refinery operations have been substantially curtailed
since decontrol restored the uncompetitive, non-market crude

oil cost advantage of the four multinational oil companies in
Aramco. The Department of Energy has indicated that this may
be ;he greatest threat to price competition in the U.S. refining
market.

Our proposed solution is to correct this non-market bias by re-
storing the mandatory oil import program, with allocations of
import tickets to all U.,S. refiners and the Strategic Petroleum
Reserve. The largest oil importers would receive relatively
fewer tickets, while the domestic-oriented refiners would receive
more. The exact allocation formula between the two groups of
refiners would be determined according to cost equalization
criteria. The exchange value of the tickets would be determined
by market forces, and the resultant exchanges would produce a
rough cost parity among all U.S. refiners.

By including the Strategic Petroleum Reserve in the program, the
tax dollar requirements of the reserve would be less and America's
gsecurity interests would not be compromised due to budget belt-
tightening.

We urge Chairman Wallop to recommend to the Senate Finance Com-
mittee that legislation be adopted that would direct the Presi-
dent to immediately reactivate the mandatory oil import program,
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AN IMPORT QUOTA PROGRAM TO
EQUALIZE ACCESS TO NON-MARKET OIL FOR

DOMESTIC REFINERS AND THE STRATEGIC PETROLEUM RESERVE

Mr. Chairman, thank you for the opportunity to appear before
your subcommittee today, My name is Frank Cahoon, and I am Chair-
man of Copano Refining Company, a small and independent vefiner
located in Ingleside, Texas. I have been in the refining business
for seventeen years. Our present plans call for eipanding our
refinery to 45,000 barrels per day of sour crude capacity. The
timetable for this expansion hinges on our having competitive access
to sufficient crude oil volumes.

Before outlining our proposal for an oil quota program, permit
me to commend you and your colleagues for your initiative in calling
this hearing. Without presuming to speak for my competitors and
friends in the domestic refinery industry, I do believe that most
refiners agree with you that the requlatory approach to a national
refining policy is not in the best interest of either the industry
or the consuming public. An incentive-based policy, on the other
hand =-- one that works with rather than against market forces --
should be preferred by both refiners and individual citizens whose
tax dollars must finance vast regulatory bureaucracies.

Other witnesses scheduled to testify in this hearing will un-
doubtedly provide substantial documentation on the post-decontrol
plight of the domestic refining industry. So that our proposal
for a crude oil import ticket program can be presented in as clear

and concise fashion as possible, and in recognition of your famil=-

78-887 0 -~ 81 - 19
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iarity with the industry's problems, I will focus my comments on
the non-competitive crude cost dilemma facing today's domestic
refiners.

1 would, however, like to highlight one set of statistics that
summarizes the worsening situation. As domestic refiners feared
and government analysts predicted, refinery operations have had to
be substantially curtailed in the wake of decontrol. Department of
Energy data indicate that domestic refineries operated at 71.9
percent capacity during the four weeks ending March 13, 1981, com-
pared with 76.4 percent in the four weeks ending January 30, 1981,
the week of decontrol. Two weeks ago, an informal survey of twenty-
seven independent refiners in my own state of Texas indicated an even
more critical situation. Refinery utilization had fallen below
S0 percent. Eight refineries with average capacity of over 20,000
B/D were shut down, and ten more with a capacity of nearly 24,000
B/D planned to shut down unless they could get their crude costs
down to at least equal the prices they could obtain for their
ref ined broducts.

There is little doubt that these curtailments are a direct
result of a void in our national refining policy -- a void that
permits four multinational oil companies, the Aramco partners, vir-
tually exclusive access to foreign oil that is priced well below
market levels. The advantage accruing to these four companies by
virtue of their being able to purchase much of our Nation's imports
at $32 per barrel -- when most other U,S. refiners can only acquire
it on a spot basis for $36 to $38 per barrel -- is so large that the

Department of Energy refers to those volumes as "non-market oil" to

-2 -
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distinguish it from other imports whose prices are determined by
supply and demand.

I have attached excerpts from a DOE "crude oil access study”
prepared in October. This study, which is undoubtedly less suspect
in the eyes of an objective observer than anything the oil industry
could prepare, is quite candid in its assessments, as the following
excerpt indicates:

Increased market concentration could be hastened if prices do

not stablize in the world crude market and the major integrated

firms enjoy greater if not exclusive access to the relatively
cheaper crude oils sold by the producing countries. Indeed,
continuation of the principal disparity of the last 18 months --

that of Saudi Arabian crude being sold largely to only four U.S.

firms at prices well below market levels =-- could adversely

affect the competitiveness not only of the independents but also
several integrated refiners that do not have similar access to
large volumes of cheap foreign crude oil to supplement their
captive domestic supplies. Thus, the greater threat to vigorous
price competition in the U.S. refining market may not be the
greater access to captive domestic crude oil supplies enjoyed

by all of the major integrated refiners, but rather the possi-

bility of wide disparities in foreign oil prices that would
benefit only a few of the major integrated firms. (Draft

Crude 0il Access Study; Office of the Assistant Secretary of

Energy for Policy and Evaluation; October 6, 1980.)

The DOE study found that, in 1979, the twelve non-Aramco inte-
grated firms and the twenty-five largest independent refiners were
incurring imported crude costs ranging from 6 to 18 percent higher
-= $1 to $3 per barrel -- than the Aramco refiners' costs. If DOE
conducted a similar study today, I am confident that the cost disad-
vantage would prove to be even larger.

Mr. Chairman, your March 12 comments printed in the Congres-
sional Record are exactly right. This Aramco advantage is "...an
outgrowth of U.S. policy since the 1930's, a practice that utilized
major oil companies as an instrument of U.S. foreign policy in

certain areas of the world."
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My comments today are not intanded to suggest that our foreign
policy has been miaguided. Indeed, we are strongly supportive of
initiatives aimed at protecting vital v.s. interests, and if a by-
product of that policy is a foreign government decision to noderate
oil price rises, then all consuming n}tlona would appear to benefit.

However, our hope is that one o{ the accomplishments of this
hearing will be‘to explode any myths that the Aramco advantage {s
due to free market forces,

If that is achieved, then our hope is that the hearing will
produce some concrete policy proposals that take this non-market
aberration into account and seek go correct it without creating
a new set of market dislocations and inefficiencies.

Briefly stated, we believe that this can be accomplished by a
program of import controls that would be similar in principle to the
old mandatory oil import program (MOIP) established by President
Eisenhower in 1959. We believe that such a program can work with
the market place in such a way that uncompetitive non-market advan-
tages would be neutralized, truly conpetitl;e pricing would not be
disturbed, and the administrative burden for both the industry and
the governﬁent would be minimal.

Under our proposal, the Strategic Petroleum Reserve (SPR) would
pirticipate in the quota program just as if it were a domestic re-
finer. This would ensure that our security reserve would not be
less than full strength due to budget limitations and lack of access
to lower cost, non-market crude oil supplies.

As you will recall, the MOIP became unnecessary after the OPEC

price increases in 1973 made domestic oil less expensive than foreign

-4 -
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oil. With full decontrol of domestic prices now, however, and with
non-market forces holding substantial volumes of foreign oil below
average price levels, today's market situation is similar, in at
least one respect, to the pre-1973 conditions: the weighted average
cost of crude imports has drépped below U.S. domestic crude prices.

On the surface, this would not appear to be a problem; indeed,
it appears that, on the average, refiners' crude costs and consumers'
product .costs are lower as a result.

The problem, of course, is that "averages" do not reveal ineg-~
uitable distributions of lower~ and higher-priced oils. As you
know,- it is the crude cost advantage of a few multinational companies_
with a virtual lock on production from cone foreign-government oil
company that has prompted domestic refiners to seek a public policy
solution to the very real threat of being undercut and forced out
of business.

What I want to emphasize, however, is that the Strategic Pet~-
roleum Reserve -- and, therefore, the security interests of the
American people == also suffer due to this skewed distribution of
érude costs.

Most everyone would agree that accelerating U.S. purchases of
crude oil for the SPR is an important national security measure.

Few agree, however, on the mechanism_for financing such purchases.
You will recall that the SPR became a participant in the entitlements
program last year, and the federal budgetary impact of U.S. crude
acquisitions was substantially softened as a result. As near as I
can determine, the average post-entitlement cost of all SPR crude =--

domestic and foreign -purchased between September 1980 and February
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1981 was no more than $20 per barrel, and probably less. Since

decontrol, however, the per barrel cost has risen to nearly $40 per

————

barrel. The total federal dollar drain has increased even more
dramatically because the purchased volumes have accelerated,
As you are well aware, news accounts in recent days have high-

lighted the policy controversy over the financing of the strategic

e e TS
reserve, Congressman Gramm (D-Texas) and other consegvutive Demo~

crats have continued to push for the private "oil bond" concept,
vwhile Senator Kassebaum (R-Kansas) has introduced legislation that
would, in effect, require major oil companies to £{11 the SPR, with

the federal government paying ten percent annual dividends on the

deposits for eleven years. Last week, the Senate Budget Committee

" unanimously adopted spending guidelines that hinge on a Kassebaum-

type proposal, and thus encouraged reducing the SPR funding below
the President's requested level. Of course, the Senate Energy Com-
mittee then immediately reconfirmed its committﬁént to the Presi-
deng[g_priqinal funding proposal.

In the midst of this controversy, the Department of Energy con-
tinues to resist innovative proposals for financing the SPR despite
the sﬁatp run-up in costs and the increasing likelihood that the
targeted £ill rates cannot be achieved with the money that will be
available.

A crude oil quota program that included the SPR as a partici-~
;ant albng with all U.S. refiners would be capable of producing a
rough parity of crude costs among all purchasers. The parity would
be approached as the average crude costs of the SPR and moat U.S.

refiners are lowered substantially, while the multinational import-
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ers' average crude costs would rise, but only slightly due to
their ability to "roll in" the costs of the quota program over very
very large volumes. Most otﬁer 1nt§grated refiners would experience
relatively little change in their crude costs under the progrm.
Briefly, the program we envision would work this way: A fixed
target ratio between imported and domestic crude oil would be adop-
ted, such as 35 percent. The resultant percentage would translate
into a volumetric quota £0t'spec1£ic time periods such as a month
or calendar quarter. Each particpant, including the SPR, would
be issued a number of import "tickets" conferring the right to im-
port crude oil during that specified time period. Those tickets,
by being issued to all participants -~ including those without real
~access to non-market foreign oil -~ woﬁld take on an exchange value
value due to their being sought after by refiners having access to
more foreign oil than could be imported legally on the basis of
their own limited tickets. The market price differentials among
crude oils of like quality and location would determine the exchange
value of the tickets in the hands of the non-importers. »
The exchange of tickets would lower the effective crude costs
of most U.S. refiners and the SPR. The domestic refining industry
and the SPR would be maintained on a sound footing, and the national
security interests of the American people would be duly enhanced.
The inflationary effect of, a2t most, a one or two cents-per-gallon
increage in product prices would probably be more than offset by
the deflationary effect of reducing deficit spending through
“reduction in SPR tax dollar requirements. Furthermore, SPR oil

subsequently needed in any emergency would be less costly to refiners
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and, therefore, to consumers.

As outlined above, the program would closely resemble the old
MOIP. However, the wide disparities existing among various exporting
nations' prices might necessitate a modification to the familiar
"import ticket" concept. Some domestic refiners who favor such a
program believe that it would be necessary to have the tickets la-
belled according to country of origin. For example, if 40 percent
of the oil were imported from Saudi Arabia, then ;0 percent of the
) tickets would confer rights to import Saudi oil. Then the exchange
transactions would sort out the relative values of tickets according
to the relative values of different imported crude oils.

Obviously, of critical 1nportance'to the success of such a pro-
gram would be the original allocation of tickets among all parti-
cipants in the program. Just as under the old MOIP, some refiners
will have to receive relatively more tickets than others if a rough
cost parity is to be achieved. We are not recommending, however,
that any "bias®™ be given to any particular class of refiners. We
believe that a sound national refining policy should promote com-
petition among all refiners rather than permit non-market forces
to create non-competitive advantages.

Therefore, we believe that the quota allocations can be
handled simply and equitably by‘dividinq all U.S, refiners into just
two categories: the largest importers in one group, and the domes-
tic-oriented refiners in the other. The percentage of tickets allo-
cated to the domestic refiners might have to be in the range of 85
percent to achieve cost equalization. The guiding principle in

arriving at such an allocation, however, should be cost equalization

T e
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rather than special benefits to one class of faflnera-ﬁver another.

One alternative to a quota program as outlined here would be a
crude oll tariff that would have to be selectively applied to import-
ers having preferential access to low cost non-market oil. I should
point out, however, some important advantages of a quota program
over such a tariff program. First, no initial administrative deci-
sion would ;ave to be made regarding the “correct” tariff level.
Under a quota program, market forces would determine the initial
value of the import tickets. Second, a quota program would be self-
adjusting as relative crude values changed, and, thus, no government
*finding® would be necessary to adjust tariff levels as conditions
change. This would minimize the on-going politics of the program.
Although initial determinations would have to be made rggarding the
criteria for import ticket allocations, this would probably prove
less controversial than the design of ta;iff program criteria for
rebates to domestic refiners and the SPR.

Thus, while either policy could achieve the desired national
security and budgetary objectives, the quota approach has definite
advantages witq respect to ease of implementation and the minimizing
of program politics and pressures for amendments as market conditions
change. X

Of course, under either approach, a corollary guota program
would be necessary to keep the flow of refined product imports from
rising above historical levels. Otherwise, importers could citcum;
vent raw material limits by importing finished products.

In summary, Mr. Chairman, we propose that your subcommittee

recommend to the full Senate Finance Committee that legislation be
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o~

adopted to direct the President to restore the mandatory oil import
program immediately. We recommend further that the quota program
{nclude the Strategic Petroleum Reserve as a patticlplht. In this
way, the refining industry and our nation's strategic storage pro-
gram would remain healthy and our nation's security would be an-

hanced.

- 10 -
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Conmpany

Group A

Exxon
_ Mobil
Socal
Texaco

Group B1

Gulf
Shell

Croupings

Standard 01l of Indiana (Amoco)
Standard 0il of Ohio (BP/Schio)

Group 82

Atlantic Richfield (Arco)
Cities Service

Conoco

Cetty

Marathon

Phillips

Sun
Union 0il of California

Group C

All other companies reporting
month. These include:

Amerada Hess
American Petrofina
Ashland

Champlin Petroleum
Charter

Clark 04il

Coastal States
Commonwealth 011l
CRA-Farmland

Crown Central
Energy Cooperative
Farmers Union

Good Hope Industries

on the ERA-51 for a given

Guam 0il

Kerr-McGee

Koch Industries

Murphy -

National Cooperative Refinery
Association

Pacific Resources

Tenneco

Tesoro

Texas City Refining (Agway)

T0SCO .

Total Petroleum

United Refining

Vickers Petroleum

)
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Captive Foreign Cruds ‘Access.

Table 3 shows the volumes and percentage of the crude imported
by each group that was gytained on a captive basis in 1976 and
the first half of 1979.1/ The Aramco Companies have suffered

a slight decline in captive supply since 1976, but still obtain
close to 90% of their imports on a captive basis, The Grouo 8
companies obtain slightly more than a third of their imports on
a captive basis, and this has not changed significantly since
1976. The Group C companies obtained only éX from captive
sources in 1976, and 14% in 1979, indicating an improving po-
sition in the captive category but one that is still not
significant in terms of overall supply.

Table 3. Volume and Percentage of Crude
Imported That Is Captive
(Thousands of b/d)

1976 19792/

Volume of Captive Imports

Group A 1659 1394

Group 8 790 890 -

Group C 83 240
Percent of Group's Imports -~ '

That is Captive

Group A 94% - 88%

Group 8 . 33% 35%

Group C 6% 14% .

1/ Only the data for the first six months of 1979 were avail-
able for this study. It should be recognized that this
- was a period of considerable turmoil and shortage on the

world crude market.

2/ January-June only.
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Captive Domestic Crude Access.

Table 4 shows the volumes and percentage of crude acquired do- .
mestically by.Groups A and 8 that is acquired from owned produc-
tion. The volumes shown in Table 4 may understate actual cap-
tive domestic access in that control over pipelines may give
these companies effectively captive access to crude production

which they do not actually own.

Table 4 shows that- the. Aramco companies experienced a substan-
tial decline 'in the share of their domestic supply accounted
for by owned production, while the other integrated companies
increased their percentage somewhat. Both groups were well-
integrated domestically, deriving approximately three-fourths
of domestic supply from owned production.

Table 4. Volumes and Percentage of Oomestic Crude
That Is Acquired From Owned Production
(Thousand of b/d)

Group B : '

1976 19791/
Volume of Owned Domestic
Production
Group A - 2116 1920
Group 8 ' 3252 3579
Percent of Total Domestic
Supply Derived From
Owned Production
Group A 21% 73%
77% 82%

1/ January-June Only.
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Combined Captive Access.

Table 5 shows the combined totals of captive Imports and domes- .
tic owned production’ for Groups A; B, and C, assuming that Group
C owns no domestic production (this assumption understates Group
C's captive access total, since in fact there is some domestic
ownership amoung Group C companies.) Table 5 also shows this
combined total of captive supplies as a percent of total crude
oil runs for each group. This percentage may be thought of as

a "self-sufficiency ratio” since it is a measure of the portion
of its requirements which each group can cover without going

into the competitive market.

Table 5 documents the wide disparity between integrated and
independent refiners' access to captive crude supplies. The
integrated companies rely on the market for 20-35% of their
requirements, while the independents rely almost entirely on
the market. There appears to be a moderate trend towards a
decrease in this very substantial disparity in captive access.

It should be pointed out that the independents considered here
are the 25 largest. Presumably the smaller independents not
considered in Table 5 have even smaller self-sufficiency ratios

than the 25 independents shown.

Table 6 compares the 16 largest integrated refiners' open market
purchases with the total crude input of all other refiners (the
"Independents”). The table shovs that the two volumes are
roughly comparable. Thus if the independents had no captive
access, and no help from government programs (such as the Buy-.
Sell Program, the supplier-purchaser rules, allocations of Naval
Petroleum Reserve and U.S. Government royalty oil, and excep-
tions relief from DOE*s Office of Hearings and Appeals), they
would depend on the open market for roughly the same qQuantity

of ofl as the integrated companies. Of course, as pointed out
above, the amount required from the open market makes up a much
larger percentage of the independents' total crude input than.

it does for the integrated companies.

In absolute terms, however, it appears that the independent and
integrated companies are about equally dependent on the open
Whether the independents are on an equal footing with

the integrated companies in competing for open market supplies

must be examined.
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Table 5. Total Captive Supplies And
Self-Sufficiency Ratiosl/

1976 19792/
oL . Refiner Group .. . ..... . . Reflner Group
A B c A 8 c
Captive Imports---. 1559:--790- 83 - -- - - 1394 890 240
Owned Production. . 2116 3252 03/ . - 1920 3579 03/ .
(mbsd) - : -
Captive Total 3675 4042 83 3314 4469 240
(mb/d) '
Total Crude Input 4089 6593 20004/ 4220 6933 2300
(mbsd) '
Self-Sufficiency 90% 61% 4% 79% 64% 10%
Ratio

1/ The self-sufficiency ratio is the ratio of captive supply
to total crude input.

2/ January-July only.

3/ Assumed to be zero. Actually there is some degree of
domestic prodution ownership by "independents”.

4/ PE estimate.

Table §. .Crude Input by Independent and Open
Market Purchases by Integrated Refiners

‘ (mb/d) -

1976 1979

Total Crude Input By 2734 3359
All Independents

Open Market Crude 2965 3470

Purdchases by 16
Integrated Refiners

7€-887 0 -~ 81.- 20
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Ratio of Certain Refiner Groups' Average
Imported Crude Cost to Average Imported
Crude Costs of the fFour Aramco Partners

January January June
Refiner Group 1976 1979 1979
4 Largest Integrated
Refiners (Not Including
Aramco Companies) 1.03 1.03 1.12
Next 8 Largest Inte-
grated Refiners .99 1.08 1.18
1.00 1.02 1.06

25 Independents

Whether Saudi Arabia will continue to sell its oil to a limited
number of U.S. firms at prices significantly below the price of
competitive crudes on the world market is unknown. If OPEC
achieves the price unification that some of its members are
seeking, the cost advantage that the Aramco Companies currently
enjoy will virtually disappear.l {Service payments for pro-
duction could sustain some advantage.) The point remains, how-
ever, that the administered prices of the major oil-producing
countries can vary widely from time to time, and any substan-
tial price disparities that exist are likely to inure to the
benefit of the major integrated companies because in general
they have greater access than the independents to the crude oil
produced by the more moderate OPEC members.

Finally, the independents may experience a competitive disad-
vantage in the foreign market either because they are unable to
purchase in quantities demanded by producing nations, or because
they lack the capital resources necessary to make the invest--
ments in exploration, refining, or petrochemicals production

1/ The Saudi Arabian price Increase of $2/bbl announced at the
OPEC summit in vienna on September 18 was a substantial
step in this direction. In addition, it has been reported
(Petroleum Intelligence Weekly, June 9, 1980) that rising
direct sales of crude oil by the Saudi Arabian State Agency
Petrovin are also reducing the Aramco companies access to
Saudi crude. The Aramco companies lifting are expected to
decline to § million b/d, down from an average of 7 million

_b/d under a production ceiling of 8.5 million b/d. ,
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ttarket and Non-Market Flows of

International Crude Supply
(Millions of B/D)

1973 .. . 1976 - 1979
.9 (3%) 3.3 (11%) 7.8 (26%)
6.8 (22%) 4.7 (16%) 3.4 (11%)
7.7 (25%) 8.0 (28%) 11.2 (37%)
- 1.5 (5%) 3.8 (13%) 5.0 (17%)
21.1 (70%) 17.1 (59%) 14.1 (46%)
22.6 (75%) 20.9% (72%) 19.1 (63%)

Percentage of Each Group's Crude Input

Supplied From "Non-Market" Sources

1976

16 Integrated Refiners
Foreign 22X
Domestic o 50%
TOTAL 12%

25 Largest Independent

Refiners

Foreign 4%
Oomestic N/A
TOTAL N/A

1979

20%
48X
68X

10%
N/A
N/A
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Senator WaLLoP. Don, I was curious again, in light of what Mr.
Eck said about crude oil supplies on the world market, and what
role the things that are taking place in Wyoming that are exciting
the entire energy world will play. Significant new discoveries are a
matter of daily announcement in our papers and in the trade
journals around, and many people think that the abundance of the
Overthrust Belt will significantly add to the U.S. oil reserves.

It will not be a question of, once again, finding ourselves in just a
little bit less of a decline, but next year as last year, having more
reserves on hand despite our domestic consumption.

So, what does that do for your supply situation?

Mr. Davis. Well, you are right. The production in Wyoming, on a
daily basis, is rising. We do have more production this month than
we had 1 month ago or 2 months ago, I believe.

The problem is that in Wyoming right now the crude oil resellers
are attempting to control the crude at the lease. In order to do
{;)}llat, that means that they want to have the highest posting possi-

e.

Senator WaLLop. Are those the pipeliners you are talking about?

Mr. Davis. Crude oil resellers and major companies. If a major
company goes out and drills a well and has 65 to 70 percent of it as
a working interest, the balance of that well may belong to other
operators.

So, even though the operator has a right to call for that crude in
kind, the major may put up a high posting to see to it that all of
the participants in that well sell the crude to the major.

The best way to do that is with a high posting, and this is a little
bit of the situation and it may be more regional than anything, but
it's a little bit of a problem in Wyoming. The independent crude oil
resellers and the major companies are keeping postings, we think,
artificially high. :

It’s substantially over the spot price. You can buy crude at the
lease and pay $38 for it. You can gather the crude, take it to your
tanks, and if you called up one of the resellers and said, ‘“I would
like to sell it to you now as a refiner,” your price is probably going

-to be $3 to $4 less per barrel.

h'“}lxe think that that indicates that maybe posting is a little too
igh. : ‘

. Senator WaLLor. Well, the vote bell has gone on, and we have
two votes back to back which will take a half an hour, and I
wouldn’t ask you people to remain here.

Mr. Eck, I have one question of you and that deals with the
refining capacity of foreign refiners.

We have been told that foreign refiners, as well, have an excess
capacity, with the implication from all of this being that they can
easily increase their production and assume a much larger share of
our market over here.

Isn’t it true that the foreign refiners would have to significantly
modify their operations to produce the product that is consumed in
this country? Are they not really designed to meet our market
conditions? _

Mr. Eck. That is absolutely true, sir. They do not have an export -
capabilit))i‘ in nolead gasoline of the octanes that we require in this
market. They, themselves, have a shortage of the high-quality dis-
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tillates, motor diesels. They have a surplus of the very products
that we have a surplus of and that’s the residual fuels.

We feel an efficient refiner, paticularly one located in the mid-
continent, well distant from the ports, does not have to fear the
foreign product imports.

Senator WaLLor. Gentlemen, you know, each of you have pre-
sented us with an interesting concept and a dimension to a prob-
lem that, if you listened to the testimony, may or may not exist. If
you’ve got it, it exists; if you don’t have it, it doesn’t. That's usually
the way it is in business.

What the Government role will be at this moment, at least,
esca me. ] was hoping, as I said earlier, that some Solomon
would come down and propose something that would have no Gov-
ernment program and everybody would walk away smiling. But,
unfortunately, that does not seem to be the nature of business.

We will look at it, and any further remarks that you or your
colleagues in the industry might wish to submit to the committee
would be welcome. We will keep this record open for 2 weeks to
such comments as may be generated, either from friends or col-
leagues of yours or those who may be aware of it.

I thank you very much for taking your time and your expense to
come here.

Mr. Rorer. Thank you.

Mr. Juren. Thank you.

Mr. CaHOON. Thank you.

Mr. Eck. Thank you.

[h%fi\mm' Thann%‘sm' the h djourned, sub

ereupon, at 11:58 a.m., the hearing was adjourned, subject to
the call of the Chair.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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DL, SRADLEY, A COMMITTEX ON
ENERGY AND KATURAL RESOURCES

LY
AT, B, HATIARRY, STAPY DIRCSTUR WASHINGTON, D.C. 20310

February 20, 1981

Honorable Malcolm Baldrige

Secretary

U. S. DEPARTMENT OF COMMERCE

Fourteenth Street between
Constitution Avenue and
E Street, N.W.

Washington, D. C. 20230

Dear Mr. Secretary:

President Reagan's Executive Order No. 12287 of January 230,
1981, which decontrolled crude oil and petroleum products, also
abolished the entitlements program.# This program, as you kndw,
lowered the average cost of crude oil tq domestic refiners to
several dollars below the world price of crude oil, making them
more competitive vis a vis foreign refiners who might otherwise
acquire increased shares of the market in the United States for
refined petroleum products. Many small refiners received addi-
tional benefits through the small refiner bias. Finally, although
the buy-sell program still affords independent refiners limited
assurances of access to crude oil supply, that program apparently
will expire, too, on March 31, under the terms of the Executive
Order. ’

The expiration of these programs is expected to place many
U, 8. refiners at a competitive disadvantage with respect to :
foreign refineries. 1In fact, the report on Refinery Flexibility
issued by the National Petroleum Council in December, 1980, '
concluded: .

“Because of U. S. domestic crude-'oil price controls,
U. S. refineries.now compete favorably with typical
foreign export refineries in U.S. east Coast markets.
With the end of domestic crude oil price controls in
October 1981, these foreign export refineries will
have a competitive advantage over U. S. refineries
in these markets.” :

.

We think that any significant increase in petroleum product
imports to the United States, particylarly of light products,
should be given careful scrutiny. Our dependence on foreign crude
oil is excessive as it is. Our vulnerability would be compounded
if we became more dependent on foreign refineries as well. More-
over, our balance of payments deficit would increase to the extent
of the value added by refining.

~



307

Honorable Malcolm Baldrige
Page Two
Pebruary 20,1981

As you know, 19 USC 1862(b) authorizes the President,
after an investigation and report by the Secretary of Commerce,
to take action to adjust the imports of any article that is
imported into the United States in such quantities or under
such circumstances as to threaten to impair the national
security.

We are formally requesting pursuant to 19 USC 1862(b)
that you commence an investigation as to whether petroleum
product imports in the post-decontrol era pose such a threat,
We would urge you to hold public hearings as a part of your
investigation. While the statute rgguires the Secretary to .
conclude his investigation and repoft his recommendations to
the President within one year of the request for such an
investigation, we would expect that if petroleum product-
imports rise significantly you will expedite your report to
the President to permit timely remedial action.

. Any questions regarding this request should be directed
to James T. Bruce, counsel to the minority of the Committee
on Energy and Natural Resources, at 224-9894.

S. Senator

- A‘L»Me. 7L""‘L— .

Wendell Ford,
U. S. Senator

-
S. I. Hayakawa, U. S. S.

Yol Mot loi

Walter D. Huddleston, U.S. S.
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‘Honorable Malcolm Baldrige
Page Three :
February 20,1981

Phitrdn £ 4J /W

Lloyd Bentsen
Malcolm Wallop,
U. S. Senator . S. Senator

: ’ R 1
United States Senator u?sgf Segg:g:

e AR

John Tower, Robert Dole
U.S. Senator U. S. Senator

oo i

Charles McC. Mathias, Jr.

. James Exon

: @@ _ u. s, Sel.'nator

Pete V. Domenici,
U. S. Senator ",

Spark Matsunaga
U. S. Senator

Alan Cranston, . Daniel K. In
U. S. Senator U. S. Senato:
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\ Washington, D.C,
v APR § 1981

Honorable Robert Dole
~United States Senate
Washington, D.C. 20510

Dear Senator Dole:

" Thank you for your letter requesting that I conduct an investiga-
tion pursuant to section 232 of the Trade Expansion Act of x.
1962, as amended (19 U.S.C. 1862), on the effect on the national
security of petroleum product imports subsequent to the termina-
tion of oil price controls and other actions under Executive -

Order No. 12287 of January 30, 1981, I regret the delay in
responding to you. N

I have given this matter a great deal of thought and have care-
fully reviewed the concerns expressed in your letter relative
to present laws and procedures. On the basis of this examina-
tion, I wish to advise you of the following:

On March 14, 1979, the Secretary of the Treasury (who then
had the authority now vested in the Secretary of Commerce)
completed & section 232 investigation concerning {mports of
crude oil, crude oil derivatives and products, and related
groduc:s derived from natural gas and coal tar. The Secretary
* found that such imports threatened to impair the national .
security. This confirmed the findings of an earlier section
232 investigation completed on January 14, 1975, by Treasury
Secretary Simon. With these findings, the President is author-

1zed to "'take such action, and for such time, as he deems
necessary.'.

Conclusions on the specific img:cc of petroleum product 1mpogta:.:

-on national security can only conjectured at this time. -

" HovWever, in an effort to project the ltkelx effects of decontrol
‘under what is now Executive order 12287, the Department of-

"'Bnergy (DOE) completed in January 1980 an analysis entitled
"Costs and Benefits of a Protective Tariff on Refined Products
after Crude Oil Decontrol.' The analysis examined the probable
economic and national security implications of protective
tariffs. According to the report, while imposition of a protec-
tive tariff will reduce U.S. imports of refined oil products,:
the resulting increase in domestic refinery output to meet

the domestic demand far product would significantly increase
U.S. imports of crude oil. The analysis concludes that a large
tariff on refined products would merely shift the mix of the,
total crude oil and refined product imports from products

toward increased quantitfes of crude. Thus, a tariff {robably
would not reduce any threat to national security resulting
from crude or refined oil imports.

f %} THE azcnnn%gg?':edi.\'nmgcl
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Though the analysis was conducted pricr to the rise in world
oil grices caused by the reduction in oil supplies during

the Iranian Revolution, DOE has undertaken additional analyses
to assess the effects of higher prices and lower demand on
imports of refined products following crude oil decontrol.

Accordingly, because the President may rely on the findings
of the two previous investigations to ''take such action, and
for such time, as he deems necessary," and given the study
and the continuing assessments being conducted by DOE, we

do not believe further proceedings under section 232 are neces<
sary at this time. L

Sincerely,

K Secretary of Commeriz
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CHURCH POINY, LOUISIANA 70525
March 3, 1981

Honorable Russell B. Long
United States Senate

Russell Senate Office Building
Suite 217

Washington, D. C. 20510

Dear Senator Long:

Thank you and your able Legislative Assistant,
Raren Stall, for the time and attention given uvs at our
: Wednesday meeting. We recognize the strong support you have
given to small business in the past, and especially to the
small refiners. Our prime conhcern now is being able to acquire
crude oil at a price that we can live with,

As members of The American Petroleum Refiners
Association (APRA), we stronglyv support, and ask your assistance
with the following:

Incentives for Crude 0il Access: A foreign tax credit
proposal that will provide an incentive for major
international oil companies to provide crude oil
supplies to domestic small and independent refiners.

Import Tariff: APRA supports a tariff on imported
petroleum products. We agree completely with your-
Senate Committee on Energy and Natural Resources in
your letter of 2/20/81 to Secretary of Commerce
Malcolm Baldrige when you pointed out that our
dependence on foreign crude oil is excessive and that
our vulnerability would be compounded if we became
more dependent on foreign refineries as well.

We will appreciate your continued efforts in our behalf.
Best personal regards,

CANAL REFINING COMPANY
CRD:ewl

cc Nr. Ray Bragg Coty R. Dupre, President
Executive Sec'y. APRA

L we .?Sg;“m_ CANAL BIT's E-CO-NOM-I-CAL'T
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H'll pETROlE"M . 921 Main, Suite 1900/Houston, Texas 77062

(713) 652-216%/Telex 77-5104

.March 4, 1981

The Honorable Russell Long
The United States Senate
Washington, D.C.

My dear Senator Long:

As representatives of not only Hill Petroleum Company
and the American Petroleum Refiners Association {APRA) but
all small and independent refiners in this country, we would
like to thank you for allowing us the opportunity to discuss
the vital issues and difficult positions currently being
experienced by our segment of the petroleum industry in a
decontrolled environment.

As we discussed, the next few months will be an extreme-
ly critical time for all of us due to our inability to com-
pete with the major oil companies, specifically the ARAMCO
partners, both from the standpoint of crude oil cost and
accessibility. Presently, ARAMCO imports crude oil from the
Saudi Arabian government at prices $6 - $8 per barrel below
the domestic posted price for crude oil in the United States.
Tihe only avenue available {or a swmall and independent refiner
to take is to purchase barrels on the spot market at prices
approaching the $40 level.

Due to high levels of inventory, both in gasoline and
middle distillates, wholesale product prices are causing a
"break~-even or less" situation in relation to feedstock cost.
While we are and always have been in favor of a "decontrolled"
atmosphere, and believe free enterprise serves the best in-
terests of the American consumer, the sole road to profitabil-~
ity to our segment of the industry lies in accessibility to
crude oil at competitive prices.
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.2 Honorable Russell Long
Jdarch 4, 1981
2.

Therefore, we ask your support in adopting APRA's four
point'program for the survival of the small and independent
refiner:

.1. A foreign tax credit to major oil companies
as an incentive to provide access to crude
oil at competitive prices to the small and
independent refiner:; .

2. A standby crude oil allocation program in
the event of a national emergency;

3. An adequate import tarriff on refined prod-
ucts to reduce the dependence on foreign
refinery capacity;

4. Tax incentive for the refining industry to
allow upgrading and retrofitting of domestic
refiners to run heavier and higher sulfur
level crude oil.

It is our hope to gain support from members of the House
and the Senate to have the Senate Energy Committee, chaired
by Senator McClure of Idaho, conduct hearings on domestic
refining policy and crude oil access. We request your assis:-
ance in reviewing our proposals and encouraging the Energy
Committee members to establish such a vitally needed forum.

Thanking you for your kind consideration, we are
Sincerely yours,
AAmCon
A. H. McCollum
7 A7

/-‘n‘

R. R. Webb

RRW/1s
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POSITION PAPER
DOMESTIC REFINERY POLICY

OVERVIEW

Domestic refiners were affected significantly by the legisla-
tive response to the Arab oil embargo of 1973. The Emergency
Petroleum Allocation Act of 1973, as amended, imposed controls
that endured long after the crisis that induced them, thereby

affecting domestic refiners both favorably and adversely.

In general, the legislative program froze the historical supply
relationship among producers, refiners, wholesalers, and
retailers. At the same time, profit margins were constrained
by a program that wa; not designed to account for long-term
levels of inflation. Normal market forces were substantially
displaced in both allocation and pricing. Specifically, the
highly restrictive pricing controls on domestic crude oil
created a cost advantage for domestic fefiners that tended to
limit the ability of Caribbean and other foreign refiners to
compete in the U.S. market. The impact of the lower u.s; crude
oil costs resulting from price controls on domestic crude oil
was, in fact, so great that subsidies on residual fuel and
occasionally on #2 fuel oil were adopted to maintain the

competitive viability of these foreign refiners.

In the spring ok 1980, the Office of Policy and Evaluation of
the Department of Energy ("DOE") released a draft study regarding
the direction of refinery policy following crude oil decontrol
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on October 1, 1981. The study asserted that: (1) the implementa-
tion of a protective tariff is not required for economic and
security reasons; and (2) since total demand for petroleum
products is expected to be relatively constant through 1980,
refinery-investments will be needed to increase the heavy, high

sulfur crude oil capacity of existing facilities.

Since the President decontrolled crude oil and petroleum
products on January 27, 1981, it is paramount that considera-
tion be given now to these issues, i.e., the need for a tariff and

refinery investment incentives.

I.

PROTECTIVE TARIFF

ISSUE

should the Federal government impose a protective tariff on
product imports to reduce this Nation's dependence on foreign

oil and to strengthen its production capability and efficiency?

POLICY STATEMENT

N

The competitive viability of domestic refiners must be main-
tained by discouraging levels of petroleum product imports
detrimental to the existence of, as well as the development and

expansion of, domestic refining capacity. A product tariff
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must at least offset the costs‘imposed by Federal and State
governments on domestic refiners and, additibnally, should
encourage the modernization and expansion of existing capacity.
These costs include Jones Act transportation, high taxes, the
regulatory lag in issuing permits, and environmental costs such
as constraints on the sulfur level of refinery fuels. A less
__gpstly option to a single-level tariff is a two-tier tariff

~~- established at a level designed to discourage only a certain

portion of product imports.

National Security

The United States must ensure its stability and maintain
its security as a world power. Rather than magnifying risk,
it must seek to eliminate as many political and economic
uncertainties as possible. For example, the reduction of
this Nation's product imports through the imposition of a
tariff would serve as a signal of discouragement to those
countries conteqplating the linkage of crude oil sales to
product sales at some future date. If this Nation were to
rely upon foreign refiners, efforts to reduce crude oil
dependence would be damaged and new problems would be
created. Crude oil producers in the -Middle East and North
Africa anticipate constructing refineries in the near
future with the hope of exporting products to the United

States. European refiners appear anxious to utilize their

'

78-887 O -~ 81 - 21
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surplus capacity by exporting products to the U.8. O0f
greatest concern is the excessive refining capacity of the
Caribbean. The Caribbean is currently the major supplier
of U.8. product impbrts. This region has become the main
source for meeting the demand for residual fuel in the
United States and also supplies gasoline and heating oil
when the U.S. market is more attractive than the EBuropean
one. Such reliance is misplaced since Caribbean yields do

not fit this Nation's demand, particularly for gasoline.

Reliance on foreign refiners impozes a serious limitation
on strategic diversity, particularly when those refiners

lack the flexibility to vary product yields in response to a

ghortage. In managing a shortage, the United States would

possess no control over foreign refiners with regard to
yiel@. price, and allocation. Instead, these refiners would
respond to world market pressures charging the highest
prices for products in shortest supply. The generation of
this r;venua would further increase the purchasing power of
foreign refiners and simultaneously worsen the shortfall of

domestic refiners.

Crude oil price decontrol necessitates a reexamination of
the competitive situation in the refining industry. If
foreign refiners are not restricted by a protective tariff,
the domestic refining industry will suffer from declining
utilization rates, reduced profit margins, and inadequate

investment in conversion and expansion. This Nation will
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face the dangers of unemployment, supply interruption
threats, greater probabilities of gasoline rationing, a less
favorable balance of trade, arbitrary foreign pricing
policies, decreased defense capabilities, and less freedom

for foreign policy initiatives.

Economic Considerations

Several factors contribute to this Nation's dependence on
foreign oil, including availability of supply, worldwide
demand, refinery efficiency, and incentives to increase
domestic production capabilities. The East Coast's relation-

ship with the Caribbean mirrors these many elements.

Caribbean refineries possess an economic advantage over all
U.S. Gulf Coast refineries in supplying the Eas€ Coast. The
components of this advantage, as cited in the Data Resources,
Inc., Study for the Domestic Refining Group ("DRI"), are

(1) lower crude oil transportation costs (due to the use of
foreign flag VICC's to carry crude oil without transshipment);:
(2) lower income tax rates; (3) lower product transpor-
tation costs because of the availability of foreign flag
vessels; and (4) less stringent environmental regulations
resulting in lower operating and capital costs. An additional
factor (not meptioned in the DRI study) is the cost of U.S.

regulatory lag incurred to permit new facilities.
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All of the above costs are the creation of the government,

not the result of market forces. They must be offset unless

the Federal government is willing to see a displacement of
capacity offshore by virtue of other nations benefiting from
the military protection that the U.S. provides and from the
absence of their commitment to restrict air and water éollution.
To offset the domestic disadvantage created by these Federal
regulatory programs, a protective tariff is a means of assuring
the continued viability of the refining industry as well as the
increased retrofitting of existing refineries and the construction
of new refineries capable of processing heavy, high sulfur

crude oil.

CONCIUSION

Any consideration of a protective tariff relates to the
competitive viability of domestic refiners and the question
of domestic refinery development. Competitive viability is
a direct result of tariff imposition; domestic refinery
development is an indirect result. The ability of an
independent refiner to construct a grass roots refinery is
greatly dependent on the'Federal government, not in search
of subsidies but rather to offset the inhibiting effects of
the man; Federal requirements that have created the chronic

cost disadvantages of domestic refiners.
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Simply stated, a tariff is needed to guarantee that the
domestic refining industry can be competitive with foreign
‘refiners, particularly those in the Caribbean. It need

not exceed that amount necessary to compensate domestic
refiners for the added costs mandated by Federal programs
that are not borne by foreign competitors. If such a tariff
were imposed, the expansion of domestic refining capacity

would be encouraged, and this Nation's reliance on foreign

products would be lessened.

Ix.

REFINERY INVESTMENT INCENTIVES

ISSUE

Would the institution of investmcnt ihcentivea be a viable
solution for decreasing this Nation's dependence on foreign

products?

POLICY STATEMENT

The development of domestic refining capacity is essential
to the strategic and economic security of the United States.
As_residual fuel imports decrease, the ability to convert
the available high sulfur crude to unleaded gasoline,

heating oil, dieeel fuel, jet fuel, petrochemical feed-
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stocks, and low sulfur distillate fuel will become critical.
Dependence on foreign refiners for petroleum products,

particularly those from the Caribbean, underscores the heed
to retrofit domestic refineries and o construct grass roots

facilities.

There are several options this Nation can choose in order

to reduce our dependence on foreign petroleum supplies.
Decontrol permits the marketplace to allocate resouices

and allow refiners to earn competitive returns on their
investment. However, just as a protective tariff is. needed
to ensure the competitive viability of domestic refiners
because of the foreign cost advantage, so too are investment
incentives needed to assure U.8. national and economic
security. The choices are many, including accelerated
depreciation and investment tax credits. These options

could be applicable to all industries.

National and Economic Security

Essential to this Nation's security is the upgrading of

its existing refining capacity and the development'of new
facilities<to convert available feedstock into desired products
with particular regard to assuring the ability to refine heavy,
high sulfur crude oil into the needed mix of lighter petroleum
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products. Domestic refining flexibilities must be improved for
the following reasons:
1. World reserves of heavy oil far exceed light oil

reserves.

2. Much of the domestic crude oil to be produced from
L
the Alaskan North Slope, California, and the Naval

Petroleum reserves is heavy oil.

3. Additional available supplies obtainable from
Canada, Venezuela, or Mexico will be heavy crude

oils.

4. Technology can upgrade heavy, high sulfur crude
oils into light clean products, thereby reducing
our enormous import bill for high cost, high

quality foreign crude oils.

Basic statistics enforce the decision to retrofit and
newly-construct facilities for refining heavy, high sulfur
crude oil. Current estimates of remaining world oil reservés
indicate a mix of 35% low sulfur and 65% high sulfur crude
oils. Therefore, the best prospects for increasing domestic
crude o0il production in the future lie in the heavier
reserve;. This Nation must develop the ability to prcocess

vwhatever type of crude is available and the flexibility to

produce different products according to demand. '
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Currently, many refineries in the United States that produce
large amounts of residual fuel are not capable of further
downstream processing to maximize the production of other
products. Facilities are needed to desulfurize more resid

80 that portion'of crude oil can be used without damage to
the environment. This ability becomes increasingly important

due to the availability of less expensive heavy crude.

Reliance upon foreign refineries for products subjects this
Nation to the vagaries of international politics. 1In a
crisis, the lack of adequate, modern domestic refining
capacity would prevent the processing of the type of crude
oil most likely to be available. Also, the exces; distilla~
tion capacity overseas points out the fallacy of depending
on"foreign countries for our product needs. For example,
European countries, in order to meet their own changing
demand, are building cracking facilities to increase thair
yields of gasoline and petrochemical feeds at the expense of
residual fuel oil.

In addition to the strategic benefits of domestic refinery
development, there are significant economic benefits. These

include an improved balance of trade and increased employment.

The'tremendous funding required for retrofitting existing
facilities and constructing new ones can be staggering. It

is also difficult to justify economically unless product
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margins are adequate. Some assurance is needed from the
Federal government that such a capital expenditure will be

fiscally sound.

Refinery Investment Incentives Options

Two choices are available: an investment program to benefit
solely the oil industry or a program to encourage invest-
ments in all industries. The United States is experiencing
a general slowdown in capital investment. This results in

a lack of productivity from which all industries suffer.
Therefore, an investment incentives program should not be
limited in its applicatién to just the oil industry. An

incentives program for all industries is the preferable

course of action.

Tax legislation applicable to all industries appears to be
the best and most equitable solution. There are numerous
possibilities available within the scope of tax legislation.
Tax credits and accelerated depreciation deserve the most
attention because of the amount of investment recovery that
can be achieved, as well as the administrative flexibility

that is available.

The Administration's proposed “aceelerated cost recovery
systém" is purported to be a comprehensive approach and the
least inflationary measure possible. It would establish three

broad types of capital investments for depreciation purposes
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and assign write-offs of either ten, five, or three years.
This proposal should provide sufficient ;ncentive for the
necessary upgrading and development of the refining industry

while not excluding other industries.

A tax credit also represents an attractive investment incentive.
However, the more difficult question of legislative passage

dinminishes its appeal.

CONCIUSION

An investment incentives program is needed, not just for the
oil industry, but for all industries. If such a program
were implemented, its accomplishments would be two-fold:

(1) alleviating the concerns of national and economic
security specifically applicable to the oil industry; and
(2) increasing overall productivity for every industry to
encourage resolution of inflation, unemployment, and several

other economic problems.

april 10, 1981



327

STATEMENT ON BEHALF OF
EXXON COMPANY, U.S.A.
A DIVISION OF EXXON CORPORATION
SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION OF THE
SENATE COMMITTEE ON FINANCE
MARCH 27, 1981, HEARING ON VARIOUS TAX AND TARIFF
PROPOSALS TO AID THE DOMESTIC REFINING INDUSTRY

e e

Exxon Company, U.S.A.'s position has been and continues to be that
the market should be allowed the maximum opportunity to function as
the basic mechanism for achieving balanced supply and demand,
greater energy conservation, and increased petroleum industry
efficiency, productivity, and competitiveness. This position
applies to domestic and international trade.

Exxon's views on specific proposals addressed by this hearing
follow:

1, Modification of Foreign Tax Credit Rules

This proposal would amend the foreign tax credit rules to
provide an economic incentive for multinational oil companies
to sell crude oil to small and independent refiners. The net
effect of this proposal would be to reduce United States tax
obligations on United States source income by allowing a
multinational oil company, to the extoent that it has available
excess foreign tax credits, a credit against its United States
tax obligation for each barrel of crude sold to a small or
independent refiner. Utilizing the foreign tax credit to
reduce United States tax obligation on United States source
income is a violation of the principles of the foreign tax
credit which should not be allowed.

The alleged intent of this proposal is to improve small and
independent refiners' access to crude supplies. The DOE crude
access study released in December 1980 shows that, even after
making the inaccurate assumption that all crude produced by
major integrated refiners is retained in their own refining
systems, at least twice as much crude is available to small
and independent refiners as they need to meet their processing
requirements. Thig crude is acquired by domestic refiners in
"arms length" crude market transactions from independent
domestic producers or from foreign markets for import. The
DOE study shows that ample crude supplies are available to
refinets willing to compete for its acquisition. In a non-~
emergency supply environment, a market oriented crude system,
free of requlation, will do a far better job of ensuring that
crude supplies are available to all refiners in quantities
sufficient to meet consumer demands in every part of the
country. For these reasons, programs to provide preferential
crude access to select segments of the domestic refinery
industry are unnecessary and counterproductive and represent a
disguised form of subsidy.
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supporters of crude accese prociams generally point to
difficulties encountered by some refiners in recent years

in obtaining crude supplies. Often, however, they fail to
recognize that these difficulties occurred under, and were
generally caused by, government regulations which interfered
with the normal operation of the crude supply system, or which
prevented crude price relationships from changing in a manner
that would encourage crude supplies to move to a refiner in a
deficit crude position.

A combined report issued by the U.S. Energy and Treasury
Departments in January 1981 also pointed out in its analysis -
of tax recommendations developed by the American Petroleum
Refiners Association (APRA) that this proposal, or a similar
one, is in conflict with national security objectives. 1In
order to qualify as an independent refiner by the government's
traditional definition and thus be eligible for participation
in the proposed program, a refiner may not produce crude
volumes in excess of 308 of its refining capacity. Therefore,
the provisions of the APRA proposal will encourage divestiture
of present producing properties by small refiners who produce
more crude than 30 percent of their refining capacity and tend
to discourage independent refiners from investing in the
exploration for and development of additional crude reserves.

Tariff on Imported Petroleum Products

Due to crude oil price controls in the United States, from

1973 until early 1981 domestic refiners incurred an average
cost of crude oil which was less than international crude
market prices. On January 28, 1981, President Reagan by execu-
tive order eliminated domestic crude price controls, thereby
abolishing domestic refiners' crude oil cost advantage relative
to :o:eign refiners who also trade in the 1nternational crude
market.,

Some U.S8. refiners argue that, without U.S. crude price
controls, a petroleum products tariff will be necessary to
protect the domestic refining industry from foreign competition
because higher domestic labor costs and environmental, safety,
and marine shipping regulations have increased the costs of
U.S. refiners above those of foreign refiners. However, U.S.
refineries generally are better equipped by design and location
to serve anticipated product demands and should be able to
compete successfully in the domestic market without special
protection. According to DOE's "Costs and Benefits of a
Protective Tariff on Refined Petroleum Products after Crude Oil
Decontrol®™ draft study (January 1980), import fees would not
substantially raise U.S. refinery capacity utilization.

An excessive product import fee could promote the construction
of new U.8. refining capacity while forcing a shutdown of
offshore capacity which has been efficiently supplying U.S.
import requirements. This could have a disruptive effect on
the economies of friendly nations which have been an integral
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and traditional part of the United States petroleum supply
system. Residual fuel oil comprises about 60 percent of

U.S. petroleum product imports, mostly Caribbean refineries
built primarily to supply East Coast heavy fuel oil markets.
Caribbean refineries are typically low conversion plants with
high yields of fuel oil. Massive investments would be required
to enable these refineries to produce high yields of light
products to serve an export market in the U.S. Such invest-
ments would result in increases in fixed operating costs which
would largely offset any benefits due to improved product mix.

Imposition of a product import fee would directly increase

the cost of imported products and could induce price increases
in domestically refined products as well. In the absence

of a demonstrated need, consumers should not be asked to pay
the cost of product import fees. According to the DOE, a $1/B
fee would cost U.S. consumers about $3.3 billion/year.

There is no demonstrated need for product import fees or
duties above the current levels to protect efficient domestic
refiners from foreign competition. However, a strong domestic
refining industry is in the national interest. If necessary,
the President could at any time exercise existing authority
under the Trade Expansion Act to impose product import fees to
prevent the domestic refining industry from being significantly
harmed by large increases in product imports above historical
levels. This fact should discourage any substantial new
refining investments by foreign export refiners to supply U.S.
markets.

~

Tax Incentives for Upgrading or Retrofitting Domestic
Refineries

Refiners in the U.S. are facing the need for significant
investments to meet changes in crude quality and product demand
mix. On the input side, crude quality is declining as availa-
ble crudes become increasingly heavier and higher in sulfur
content. On the output side, demand for gasoline, home heat-
ing 0il, and residual fuel oil is expected to decline while
demand for diesel fuel, jet fuel, and petrochemical feedstocks
increases. These trends will require refining investments in
desulfurization equipment for sulfur removal and in coking and
cat cracking to upgrade the heavier crude fractions to lighter
products. Purther investment in reforming capacity will also
likely be required to meet the octane requirements of the
increasing proportion of unleaded gasoline in the nation's
total gasoline requirements.

U.S. refiners have been under federal price and allocation
controls or wage and price guidelines since the early 1970s.

By denying refiners an opportunity to generate an adequate
return, these controls have generally discouraged refining
investments in facilities needed to run lower quality crudes or
to increase the refinery yield of light products.
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U.S. crude runs peaked at 14.7 MMB/D in 1978 and declined to
14.5 MMB/D in 1979 and 13.6 MMB/D in 1980. 1In spite of this
downward trend in crude runs, additional crude distillation
capacity continued to be constructed during these years--
primarily in subsidized small refineries. As a result,
utilization of U.S. refining distillation capacity has declined
from an average of 86% in 1978 to an average of about 75% in
1980--meaning that a significant portion of the nation's crude
distillation capacity currently stands idle and unproductive,
though contributing to fixed costs of U.S. refiners. The
preferable approach is to allow the market to bring about a
rationalization of distillation capacity to a level consistent
with national needs. Then, the burden of the cost of the
unproductive distillation capacity will be lifted from the
shoulders of consumers.

The federal subsidies offered to small refiners were based

on crude runs or crude distillation capacity without regard
for the type or quality of product output. The per barrel
subsidy level was biased toward the smaller capacity refineries
of simple design. Most can only process high cost (light, low
sulfur) crudes. Furthermore, most produce a relatively high
yield of residual fuel oil (for which demand is declining)

and a low yield of lighter products (for which demand is
increasing). Often no finished gasoline is produced in these
small refineries. The practicality and economic attractiveness
of adding conversion capacity to small refineries, spawned to
take advantage of the subsidies, is highly questionable.
Economies of scale are substantial in the refining industry.
More efficient existing capacity--catalytic cracking units,
sour crude processing, vacuum distillation, etc.--already .
exists today in larger refineries. Where additional capacity
is needed, such as for resid conversion to clean products,
larger units will require less capital per barrel of capacity
and will cost less to operate.

Encouragement of U.S. refinery investments to process poorer
quality crudes into more highly refined products can best be
accomplished by removal of disincentives to capital formation
and by permitting the petroleum companies to respond to the
market. Discontinuation of the COWPS wage and price guide-
lines and the elimination of the DOE price and allocation
controls effective with President Reagan's executive order

of January 28, 1981, are both positive steps toward this
objective. Anticipating expiration of controls, many refiners
have already proceeded with plans and investments to modify
their refineries.

Any further encouragement or incentives for the necessary
refining investments should be handled as part of a much
broader program for modernization and improved productivity for
all major industries. No special encouragement or subsidies
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should be offered to a selected segment of the refining
industry. Refiners face many problems which are indistin-
guishable from those in steel, auto, and other basic indus-
tries. Furthermore, general tax incentives, such as investment
tax credits and shorter depreciation schedules applicable to
all investment in manufacturing equipment avoid distortions in
market forces which create inefficiency, higher consumer costs,
and misallocation of limited resources.

4. Crude 0il Purchasing Cooperatives

The apparent intent of this proposal is to encourage small
and independent refiners to pool their resources in seeking
supplies of imported crude oil by permitting them to set up
privately owned tax-exempt crude oil purchasing cooperatives.
At least two cooperatives already exist without the benefit
of special tax legislation.

Moreover, oil is quite frequently traded internationally

in relatively small volumes. Producing countries have within
the past year concluded a number of contracts at volumes
between 10,000 and 30,000 B/D. In addition, the services of
traders and brokers are available to aid refiners in making
imported crude oil supply arrangements. There is no need

for government involvement in this aspect of petroleum trade.

Summary

Treating sales of domestic crude o0il to small and indepen-
dent refiners as foreign source income violates fundamental
principles of the foreign tax credit and should not be
considered. The foreign tax credit should not be used to
reduce United States tax obligation on United States source
income.§?

There is no demonstrated need for import fees or duties .
above the current levels on refined petroleum products to
preserve the national security or to protect efficient
domestic refiners from foreign competition. 1If necessary,
the President could at any time exercise existing authority
under the Trade Expansion Act to impose product import fees
to protect the domestic refining industry from being signi-
ficantly harmed by large increases in product imports above
historical levels.§?

Any further encouragement or incentives for refining invest-
~ ments should be handled as part of a broad program for
modernization and improved productivity for all major
industries.i?

In a non-emergency environment, ample supplies of crude

0il in the world market are available to small and indepen-
dent refiners to meet their processing requirements. Small
and independent refiners have already joined together
without the benefit of special tax legislation to acquire
crude oil directly from oil-producing countries.

4/9/81
F(14K [A1R.72 /aD
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GETTY OIL COMPANY COMMENTS ON PROPOSED TAX AND TARIFF
INCENTIVES FOR THE DOMESTIC REFINING INDUSTRY
BEFORE THE SENATE FINANCE ENERGY SUBCOMMITTEE

Getty Oil Company is opposed to all policies of economic protection for any class of
domestic petroleum refiners, Government programs of preferential economic treatment
inherently entall the misallocation of resources and consequently reduce the efficiency of
the economy, Therefore Getty opposes a tariff on refined products, government mandated
crude allocation systems and subsidization of refinery investments.

*

Tarifts
A tax on imports, or a tariff, is detrimental to the interests of consumers and society as a
whole. A tax on imports would raise the price of all refined petroleum products and would
reduce the total amount of products supplied to the ;'rrogket. Protected by a tariff, domestic
refiners would expand production, but by less than th? total reduction of imports because

higher prices would reduce overall consumption.

By reducing the volume of trade, the tariff would impose a loss on the economy becouse,
even with increased output by domestic refiners, the volume of total refined product sales
would be reduced. The lost refined prodm;ct transactions would have had real economic
valve to those who would have engaged in them, By reducing these opportunities for
exchange, a tariff would reduce the overall efficiency of the economy.

In oddition to this loss, a tariff creates other distortions. By artificially inducing domestic
refiners to increase production to partially offset reduced imports, the government induces
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a misallocation of resources such as land, labor, plont ond equipment. In responding to the
tariff-induced higher prices, domestic refiners use resources that cost more than the’
resources which would have to be exported in order to pay for aon additional barrel of
imports from a more efficient foreign refiner. In other words, a tariff imposes a higher
resource cost on each additional barrel of refined product. A market free of governm‘ent
tariffs would have directed those resources to some sector of the domestic economy other
thon refining where they would have been mo—re productive, i.e, more highly valued. This
misallocation of resources impairs the overall productive capacity of the economy and thus,
contrary to the claims of tariff proponents, tends to exacerbate rather than adlleviate the
imbalance of foreign trade payments,

At this point, it should be noted that there are significont economies of scale in petroleum
refining. Larger refineries permit lower per unit operating costs than small refineries, and
this efficiency difference becomes larger as the number of refinery products increases.

Viewing the domestic refining industry as a whole, efficiency requirements would dictate
increased production from the refineries with the greatest efficiency, generally the largest
refineries. Only after capacity has been reached at all larger refineries should smaller, less
productive refineries be utilized to produce increased product volumes. By expanding
production at small refineries, a tariff-subsidy would impose a higher resource cost for ony
given volume of refinery product. This is not to say that in certain cases for special
products in isolated or special markets, small speciatized refineries are uncompetitive per

se.

There are at least four aspects of the alleged need for special economic protection that
should be addressed. Admittedly there are IawS and regulations (e.g. Jones Act, Cleon Air
Act, OSHA, et al.) that raise domestic refiners' costs, Therefore, to the extent such
legislative creations are inefficient, they should be repealed. The overall economic well
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being of society will not be improved by adding additional layers of laws and regulations in
the attempt to remove already legislated inefficiencies; even though certain classes of

refiners may be thereby enriched.

Secondly, foreign refineries do not pollute the domestic environment. If other countries are
willing to allow their refiners ‘to pollute and pass the savings on to American consumers in
the form of lower product prices, our economy gets both a cleaner environment and cheaper

energy.

Thirdly, to the extent that foreign product prices are cheaper than domestic prices, the
American economy can expend fewer real resources to acquire energy by buying foreign
products. The economy can only be strengthened by a policy of procuring resources at the
lowest possible cost. A policy of procuring high priced resources, whether they be foreign or

domestic can onl)) weaken the overatl economy.

Fourth, the probability of a supply cutoff of foreign products is obviously a real cost to the
consumer of those products. Buyers in the free market take this risk into account and adjust
their bid for such products accordingly. In some cases inventories are stored, in others,
substitutions are made. The net result is that the price for such products reflects their true
cost {cutoff risk included) to the consumer. If the true cost of foreign refined products is

lower than domestic products, the choice is clear: buy foreign.

Several OPEC countries are building refineries. 1t has been claimed that once these were to
be completed, OPEC countries could undercut the world market at will, at the same time
maintaining high prices for their crude oil and hence OPEC's power would be increased even

more than it is now. Several lines of reasoning suggest that such an argument is false.
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The price for refined products is set in the world market, Would-be refiners must meet or
beat this world price or their products will remain unsold. Bearing this in mind, there are
three possible scenarios that may ensue upon OPEC development of significant refining
capacity, none of which would be detrimental to U.S. interests:

1) Although very unlikely, if OPEC were to have a comparative advantage in refining
relative to existing refiners it would either a) lower the world price of refined products,
which would be beneficial or b) charge the world price for its products and collect economic
rents, i.e. higher than normal rates of return on investments, in which case nothing would
be changed from the consumers' point of view.

2) If OPEC had the same average costs as existing refiners, it would simply charge the
existing world price and earn a normal rate of return. Nothing would be different for

consumers.

3) What is most likely is that OPEC's comparative advantage in refining is less than that of
existing refiners. Again, in order to sell its products it must meet the world price, Sales of
their low cost crude would be replaced by sales of product. OPEC's total sale of petroleum-
-crude plus products —~wouldl be essentially unchanged, its costs higher, its profits lower and

its total "leverage™ over consuming nations no greater than previously.
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Subsidies

Irrespective of the particular programs adopted, preferential treatment for small or
independent refiners adds nothing to national security. At present and for the foreseeable
future, domestic refining capacity exceeds domestic crude production. Therefore, the
binding constraint in satisfying national demands during an energy supply interruption is
crude oil, not refining capacity.

Subsidiza\‘ion of additional refining capacity, under the pretext of national security, would
. simply increase the omount of refining capacity that would sit idle during a supply
interruption. Clearly, national security is in no way adversely affected by reliance upon the
free market since strategic military supplies can be readily furnished without recourse to a
tariff or other forms of government intervention. If a small refiner, for example, provides
an economic source of jet fuel, :defense procurement agencles will contract with that

refiner for supplies.

It should be noted that the primary sources of economic competition for the small ond'
independent refiners are the Caribbean refineries. It is these refineries that are alleged to
pose a grave threat to national security. Such contentions are not well founded. Most of
the Caribbean refineries are owned by U.S. companies. Furthermore, because of thelr
proximity to the U.S. such refineries could be defended as easily as qorﬁestic refineries in
the event of an emergency. Additionally, Caribbean refineries are positively beneficial to
the domestic economy because they provide refined products without adding to air or water

pollution in domestic population centers. In short, they produce products at lower real cost.

Claims that o policy of subsidization of small and independent refiners would enhance



337

competition in the refining industry confuse the distinction between ;;reservation of
competition and preservation of competitors. There has always been a niche for small
refiners, serving small or isolotedfoil markets or pr;aducing specialized products. But
everything else being equal, small refiners incur a higher resource cost in producing a given
amount of output. Unrestricted competition would cause marginal firms, the less efficient,
higher cost ones, to leave the industry and go out of business. A policy of special treatment

for high cost producers raises costs and makes consumers worse off.

Many of the arguments concerning competition in the refining sector promote the false
notion of competition as a contest of the "majors" versus the small refiner. In reality each
refiner is competing against all other refiners and all other refiners are competing against
him -- and each other as well. Size, per se, is immaterial; economic efficiency is the only

relevant criterion.

In a manrer similar to the imposition of a tariff, a policy of government subsidized refiner
investment would be ill-advised. The untenable assumption behind such a policy is that the
private capital market is incapable of recognizing whléh sectors of the economy require
what amount of capital and/or is unable to direct capital to those sectors where It is most
productive. A further presumption is that a process of political haoggling and compromise
can determine a more efficient allocation of capital than can the private market. Both
economic logic and American's economic history refute the need for government-directed

investment.

The U.S. refining industry, in response to nothing more thon free market forces, has, in its
history, adapted to chonges of far greater magnitude than those now anticipated for the
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near future. It has adjusted to the shifting of supply sources from the exhausted
Appalachian fields, to Ohio-Indiana, to Mid-Continent, to East Texas, to the Gulf, It also
adjusted to the sometimes drastic changes in crude quality as supply sources changed. It
endured crude price fluctuations and massive product demand changes. The declining
d‘emond for its first principal product, kerosene, and the rising demand for gasoline ond
quality lubricants required investment changes that dwarf those contemplated for the
1980's. Yet the young industry made those changes and laid the foundation for American

refining's current preeminence without assistance from the government.

Crude Allocation

]

Finally, government mandated crude oil allocation programs impair the efficient functioning
of the oil industry and can be shown to be detrimental to national readiness for an oil supply
reduction.

Any request for government directed crude allocation is essentially a request for a policy in
which the government "nationalizes" the available petroleﬁm supply in the event of a supply
reduction, We have the past experience of 1973, 1974 and 1979 to illustrate the inability of

government to allocate crude either equitably or efficiently.

As USS. energy history has demonstrated, government crude allocation progroms or the
threat of their imposition clearly reduce the incentive for private firms to maintain
adequate levels of precautionary oil inventories. Obviously, if the government indicates
that it will confiscate some portion of the inventories of private firms in the event of a

cutoff, a firm will significantly reduce the amount of precautionary crude stored. Likewise,



339

a government atlocation program diminishes the incentive for refiners to actively seek out
the lowest cost source of alternative crude supplies since the government stands ready to
"bail out" lethargic refiners. l

Since the government's policies in this area actively discourage the private stockpiling of
appropriate levels of precautionary reserves, the nation thereby holds fewer barrels of oil in
reserve than it prudently should. The economy and the nation is, then, left more vuinerable
rather than less vulnerable to a supply cutoff. On the other hand, if the crude oil market
were free of government constraints, it would, through the system of unregulated prices,
direct crude oil to its highest and best use, a portion of which would obviously include

precautionary reserves, toward efficient refiners and away from inefficient refiners.

Conclusion

Although economically inefficlent, many small and independent domesﬁ.c refiners have
succeeded in shifting the field of competition from economics to the arena of politics.
Since 1959 with the Mandatory Oil Import Program, the independents have proven more
politically efficient thon the integrated refiners. The fact that small refiners rather thoan
I<;rge ones have the upper hand Is not as significont or detrimental as the shifting of
competition from the economic to the political ndomoin. Political competition produces
benefits that come only at the expense of others, a zero sum game at best, Economic
competition produces benefits that are mutual in nature and reveals opportunities to make
everyone better off,

It is Getty's hope that government recognizes the superior efficiency of the free market in
the allocation of society’s resources and allows a greater opportunity for market solutions

rather than political solutions, }o America's energy problems,
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Statement of A. Johnson & Co., Inc.
submitted to the
Subcommittee on Energy & Agricultural Taxation
Committee on Finance
United States Senate

April 10, 1981

Preliminary Statement and Summary of Position

A. Johnson & Co., Inc. ("Johnson") appreciates the opportunity
to present its views to the Subcommittee on various tax proposals
regarding the domestic refining industry. Johnson a Delaware
Corporation, headquartered in New York, has oil interests in
refining and marketing in the New England States and the Southeast.
In addition, in the last few years Johnson has invested substantial
sums in domestic oil production. 1Its wholly owned subsidiary,

C. H. Sprague & Son Company, Inc., a Portsmouth, New Hampshire
based residual fuel 0il and home heating oil distributor, has
been supplying heating energy needs to New England for over

100 years.

. Johnson has been running two small refineries on the East
Coast, in Newington, New Hampshire and in Wilmington, North
Caroilna. These refineries were built to serve local markets
and currently provide residual fuel oil and heating oil to

industry and residential consumers in each area.
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Johnson is currently studying what is required for thgse
refineries to remain viable in the near term. We are considering
upgrading our facilities to refine products such as jet fuel
aqd asphalt which can serve local markets efficiently and on a
competitive basis. Additional capital investment will be required
and it is in the area of tax incentives and assured crude access
that the federal government can be most helpful.

Specifically, Johnson is recommending the following proposals
to permit small, independent refiners to remain viable.

a. Permit full depreciation of existing investments if the
realized saving is invested in refinery upgrading or crude
production facilities.

b. Permit accelerated depreciation of new equipment in
combination with an incremental investment tax credit.

c. Impose import fees on refined petroleum products that would
provide an adequate level of incentive to support the
domestic refining industry.

a. Provide federal financial guarantees in support of independent

refinery crude purchasing cooperatives.

Background and Discussion

Johnson, through its wholly owned subsidiary, ATC Petroleum,
Inc., has been engaged in the refining of heating oil and
residuval fuel oil in Newington, New Hampshire since November

1974 and in Wilmington, North Carolina since September 1977.
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The refinery facility at Newington was originally designed
in 1972 as an asphalt plant at a projected cost of $6 million.

By mid 1973, the first stage of the plant had been completed on
the cite of an existing fuel o0il terminal and a second stage was
well under way. However, during the construction phase in 1973,
import fees were placed on petroleum products under proclamation
No. 4210, but no such protective fees were assessed against the
importation of asphalt. Simultaneously the quota restrictions
on asphalt importation were eliminated. Thereafter, price
controls applicable to the sale of asphalt, coupled with its
unrestricted importation, effectively eliminated any possible
competitive position Johnson's domestic asphalt plant might have
had over the direct importation of asphalt from the Caribbean.
Consequently, although this facility was designed and intended
to produce asphalt, after construction had commenced and substantial
resources had been committed, the effect of the Regulatory
Programs by the government necessitated a complete, costly change
iﬁ plans by Johnson.

In order to obtain some benefit from the six million dollars
invested in the facility, it was decided to revamp the plant in
order to use "pipeline interface" material as a feedstock. This
material was "slopped" by Colonial Pipeline and collected at
Linden, N.J. from where it could be delivered by barge to New
Hampshire. Refineries near Linden would not handle the material
because the lead in the gasoline portion of the mix could contaminate

their refinery catalyst and cause a severe economic penalty.
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Johnson successfully bid for the "pipeline interface"™ and
in October 1973 commenced operations at Newington using this
"interface" as a feedstock. In late 1973 pursuant to the
Emergency Allocation Act of 1973, the Government instituted
price controls on the sale and distribution of domestically
produced crude oil and petroleum products. By January 1974,

OPEC had increased the price of crude oil appreciably and the
effects of the Arab embargo caused spot product prices to rise
dramatically in the market place. To protect its supply of
feedstock, in Pebruary 1974 Johnson requested that the FEA
determine that Johnson's interface supply agreement should fall
uﬁder the freeze on supplier/purchaser agreements which were
given other independent refiners at the time.

Although the interface material was a mixture of gasoline
and kerosene, both controlled products, the FEA responded that
interface material was not covered by the Mandatory Allocation
Program. Therefore, the FEA was unable to take any other action
in terms of the distribution of the material other than to let
the free market determine the allocation. Subsequently, increased
competitive bidding resulted and Johnson lost its bid on this
material to a processor who had a plant with access to cheaper
pipeline transportation.

- At the same time, the FEA had established an allocation
program popularly known as the buy/sell program. Its purpose was
to provide access to crude oil supplies for small and independent
refiners. It was also supposed to correct any supply imbalances
between the major integrated refiners and the small independent

refiners. The President emphasized his support for this
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allocation program in his special energy message to Congress on
‘January 23, 1974. He stated that...
"as part of this allocation effort, refiners
are being encouraged to produce less
gasoline and more of the products that are
needed in homes and industry, such as
heating oil, diesel o0il, residual fuel oil
and petro chemical feedstocks."
The President's position was taken right after the government had
frozen crude oil supplier/purchaser relationships as of December
1, 1973.

Encouraged by these government actions, Johnson revamped its
refinery in order to process crude oil. In addition, Johnson,
believing that increased petroleum refining capacity represented
the "wave of the future" in the domestic U.S. oil industry,
proposed to expand and upgrade the capacity at its Newington plant
to 50,000 bbls per day in order to manufacture gasoline, heating
oil, diecel fuel, and residual fuel.

Unfortunately, the prospect of a large refinery in New Hampshire
was not a new one. In mid 1973 through early 1974, the Onasis
group proposed the construction of an oil refinery with a capacity
of 600,000 bbls per day including tank farms, pipelines and an
offshore unloading facility in the Isle of Shoals. The controversy
over this proposal resulted in the passage of two laws at a
special session of the New Hampshire Legislature called in the
Spring of 1974. The first of these statutes required extensive
permitting while the second statute required approval by a majority
of the voters in the town where the refinery would be located.
Pursuant to this legislation, a vote at a special town meeting

narrowly defeated the Johnson refinery expansion proposal shortly

after the Onasis proposal had already been soundly defeated.
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Having been frustrated in its attempts to expand in New
Hampshire, Johnson actively considered some alternate investment
in refining capacity on the East Coast. In doing so it was relying
upon existing import policies, pursuant to Section 232 of the
Trade Expansion Act of 1962, as amended. On April 18, 1973 the
Preside?t had shifted to a fee system of charging importers for
the right to import petroleum products and stated that he deemed
it necessary to do so consistent with the national security
objectives of the Trade Expansion Act of 1962 in order to discourage
the importation into the United States of petroleum products. The
President further provided provisions for the gradual transition
from the then ‘existing quota method of imports to a long term
program for adjustment of imports of petroleum products through
the institution of a system of fees applicable to imports. The
stated purpose of this new import policy, which placed a higher
fee on finished products than on crude oil, was to “create
conditions in the long range for domestic refining needed for
projectgd national security requirements and more specifically, to
increase the capacity of domestic refiners to meet such requirements
and to encourage investments in these plants".

Residual fuel oil marketers on the East Coast had historically
marketed fuel oil obtained from offshore sources primarily Venezuela
and Caribbean refineries. Heeding the government's policy that
product imports would be more expensive than products manufactured
domestically, Johnson believed that the only way to remain viable
in the residual fuel oil market was to supplement and eventually

supplant its imports of residual fuel oil as much as possible.
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On September 1, 1977 with the approval and endorsement of the
then FEA's office of Exception & Appeals, Johnsén acquired the
leasehold rights of the Wilmington Refinery of the Pace 0il Co.
This 12,000 bbls per day refinery located in Wilmington, N.C. was
acquired at a cost of $4.8 million. By owning two small refineries,
Johnson gave up benefits that would have accrued to each refinery.
if owned by separate owners, The "small refiner bias" and the
reverse entitlement provision (which penalized a refiner for
producing more than 5000 b/d of residual fuel oil destined for
East Coast consumption) encouraged larger refiners to "spin off"
small refineries of under 10,000 b/d capacity to "concubines" so as
to get the maximum benefit under the entitlement program set forth
in Part 211.67 of the Federal Energy Regqgulations. However,
Johnson felt that in the long term, domestic refinery capacity
would be a desirable property.

In spite of the historical facts which showed the government
endorsing the building and expansion of domestic refineries, the
Federal Energy Administration unbelieveably published a proposal
on September 2, 1977, the very next day after Johnson acquired
the Wilmington refinery, making amendments to guidelines which
would authorize persons to import all the residual fuel o0il needed
in District I on a fee-free basis. "This proposal was published
out of the blue, with no national security finding that such a
program was necessary under the objectives of Section 232 of the
Trade Expansion Act. The proposal had been made without regard
to those persons such as John;on who invested in domestic

refining to take up the expected slack in reduced fee-free imports.
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The advent of decontrol has brought another degree of un-
certainty to the small and independent refiners, particularly to
those without their own crude oil production. The current emphasis
on free market forces appears to many to be the desirable new
"wave of the future". Unfortunately, free market forces do not
truly exist since the largest share of crude oil not controlled
by major refiners is in the hands of OPEC countries who are not
disposed to deal with small independent refiners. Even small
refiners having new efficient refireries will have difficulty
competing with refined product imports from offshore refineries
capable of receiving large tanker quantities of crude and operating
in an environment of lower cost labor and taxes. These lower
operating costs of offshore refineries will continue to exist
even though access to crude oil can be achieved.

It would be naive to think that the clock will be turned back
to the days of small refiner subsidies. Most independent business
men really do not want that anyway. Those that do want to continue
in the refining business recognize that they will have to compete
in the world market place in an era of increased crude and product
prices and reduced consumption. However, during the transition
period there are some things that government can do to alleviate
the injustices caused by past widely changing government oil
policies.

First, since if refiners were to close down they would be able
to write off undepreciated equipment to scrap value, they should
be given the opportunity to fully depreciate now existing invest-
ments as long as the saving is put into new refinery upgrading or

crude production facilities.
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Second, all new refinery investment should be permitted to
be fully depreciated rapidly. A shorter period than five years
would be beneficial to stimulate investment particularly for small
businesses dependent on refinery income. An additional incentive
in the form of an additional 10% investment tax credit proposed by
the Reagan Administration would be most helpful as well.

Third, the government should impose product import fees at
levels that would provide an adequate incentive to the domestic
refining industry. This would also permit the government to limit
the amount of crude and products imported and provide an incentive
for industry to maintain the refining function in this country.

It is of vital necessity in times of national emergency to be

able to refine the products needed when and where they are needed.
This will also keep American skilled workers in jobs rather than
exporting these jobs to foreign soil. At Johnson's admittedly
small scale refinery operations in Horth Carolina and New Hampshire
over 100 people are employed at both refinery locations with an
annual payroll of more than two and a quarter ($2.25M) million
dollars.

Fourth, the government should support small independent
companies' efforts to form crude oil purchasing cooperatives.
Although it will be difficult for several refiners to match up
crude needs with available supplies, the first big hurdle will be
the joint financing requirement imposed by foreign governments
which could be eased if the U.S. government could provide back up

quarantees of payment.
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All the tax incentives being discussed will only be meaningful
if the industry remains profitable, so these changes must be made
quickly while refineries are still viable. Once refineries are
closed there will be very small likelihood of start-ups of older
plants. Grass root refineries to replace closed facilities where
environmental regulations permit will prove too costly to be built
in this country. We will be playing right into the hands of crude
producing countries when we become dependent on foreign sources
for our product supplies as well as for our crude supplies. If we
have a viable domestic refining industry, we will have the incentive
to keep looking for domestic oil in places that have yet to be
fully explored. If we must import crude oil, we at least will have
the option of shopping around between the crude exporting countries
of the world.

It seems now to be the time to take a long look at our overall
oil policy not only for today but for the next 10 years at least.
This pplicy must be compatible with our desire for energy self
sufficiency. Discouraging the continuation of a viable independent
refining industry will truly reduce competition and reduce our
ability to convert raw material to finished products in the future,
whether the source of these raw materials be crude oil, coal, shale

or biomass,

78-887 0 - 81 - 23
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Marathon Oil Company appreciates this opportunity to submit its views
on domestic refinery policy and the tax and tariff policies being considered
by the Subcommittee on Energy and Agricultural Taxation of the Senate Finance
Committee.

The fundamental issue of domestic refinery policy is what the proper
role of the government should be in ensuring a strong domestic refining in-
dustry. It is Marathon's firm conviction that the free market system is
the best determinant of an efficient and economically healthy domestic
refining industry and that goverrmental interference is neither necessary
ror justified to achieve that goal. Our experiences during the last decade
of govermment regulation of the petroleum industry should clearly illustrate
that govermmental intervention into the market system, regardless of how
well intentioned, produces unintended results, many of which are undesir-
able and totally inconsistent with the original purposes of the actions
taken,

The original purpose of the federal price and allocation controls on
the petroleum industry was to preserve competition within the industry and
thereby ultimately benefit the consuming public in the form of lower product
prices and adequate, stable sources of supply. It is now clear, however, that
the net effect of those regulations was to --

° induce construction and perpetuation of a large

number of unecessary small and inefficient refineries
that survived almost entirely on the subsidies provided
by the regulations;
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° increase, rather than decrease, imports of foreign
crude oil through the explicit subsidy of the 'ntitlements
program which actually discouraged the exploration for and
production of domestic sources of ciude oil;

° reduce the wolume of high-demard light products available
to the nation by directing the sale of crude oil through
the Buy/Sell and other programs un small inefficient refiners; and

® iphibit efficient refiners' incentives and ability to com-
dete for crude in the world market by penalizing them for
proper business decisions and through the uncertainty in-
herent in a regulated environment.
The petroleum market is operating efficiently since decontrol on January 28,
1981, Crude oil is plentiful, prices are soft, and all refiners have access

to needed supplies. The claims of some refiners that they do not have ''equitable
access" to crude oil are in reality an admission that their operations are not
economically viable without the continuation of past subsidization. It is true
that a muber of refineries have shut down since decontrol, both large and small;
however, this is the product of a dynamic, evolving market which would have
occurred previously except for the distortions of govermment controls which
artificially maintained many otherwise unviable refineries in operation.
Moreover, this trend is likely to continue in the immediate future. The
present refinery utilization rate of 70 percent is a clear indication that
we have excess distillation capacity and that only those refineries able to
efficiently meet market needs will survive., This is a natural process in any
conpetitive free market place and is beneficial to the ultimate consumer.

There appears to be a general consensus within all segments of the .
industry and government that the industry needs to upgrade its downstream
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processing capabilities to be able to efficiently utilize the lower quality
crudes that are becoming increasingly prevalent and produce the higher
value, light products that the consuming public demands. Marathon agrees
with this, Marathon also believes that the price differentials between
high and low quality crudes and the greater value of high-demand products
offer sufficient incentives to cause the necessary upgrading in refinery
capabilities. It is not necessary for the govemrment to provide incentives
which result in a transfer of economic resources from the general public or
any specific sector if those incentives are already available in the market
place,

Marathon believes that goverrment involvement in the domestic refining
industry is warranted only in times of severe supply shortfalls and would
endorse any emergency program, such as the recent National Petroleum Council
study, vhich is basically market oriented and treats all refiners equally.

If it is determined that the govermment should provide some incentive
to stimulate refinery investment, Marathon would suggest that traditional
tax-based incentives, such as accelerated depreciation and investment tax
credit;s, are preferable to other alternatives. Most importantly though,
any government action must be applied equally to all segments of the industry.
We must not repeat the mistakes of the past and allow well meaning programs
to distort the market place to the ultimate detriment of the industry and
the public as a whole.

In view of the foregoing, Marathon does not support the tax or
tariff proposals now being considered by the Subcormittee. Our specific
criticisms of these proposals are as follows:
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Modification of Foreign Tax Credit Rules

Under this proposal, sales of domestic crude oil by integrated
intermational companies to small and independent refiners would be
sourced outside the United States so that the selling companies
could utilize excess foreign tax credits. We believe this plan

to be impractical as well as potentially affording an unfair and
wumarranted conpetitive market advantage to those U. S. producers
which have available excess creditable foreign taxes. The Treasury
would provide a 46-cent subsidy per dollar of profit wargin to those
producers uniquely situated to take advantage of this newly targeted
U. S. market. This subsidy would be given without certainty that
any substantial portion of it would ultimately accrue to the small.
and independent refiners of the ultimate consumer. This proposal
would further complicate a portion of the tax law, dealing with
foreign tax credits, that is already unduly complicated.

Tariff on Imported Petroleum Products

Marathon supports development of a free competitive market

for crude oil and petroleun products throughout the world

except in times of crisis. Although a tariff on foreign

refined products 1s one way of reducing dependence on such

imports, we believe goverrment should instead adopt non-protectionist
measures to strengthen the domestic industry. A products tariff,

as any artificial market constraint, would tend to prolong and
promote inefflciency and the consequent higher cost of product

to domestic consumers.
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3. Tax Incentives for Upgrading or Retrofitting Domestic Refineries
Proposals in this category include a) accelerated depreciation,
b) additional investment credit, and c) the inmediaté expensing
of facilities ce-tified as effecting pollution control.

Marathon believes that tax incentives are only one of several
govermment policy decisions nécessary to create a climate supportive
of the industry so that all refiners can proceed with confidence
to make the substantial investments required to upgrade our processing
capability. Any tax incentives should apply equally to all refiners
without regard to size or access to crude. Such incentives should
never be offered to further subsidize those plants which are inefficient
and will remain so without configuration or process equipment altera-
tions. The recently proposed five-year depreciation life for refinery
plant under the President's Accelerated Capital Recovery System is
certainly a giant step toward creating the desired enviromment to
support new capital investment. That proposal also incorporates
the full ten percent investment tax credit for such expenditures
even though the depreciable life is shortened.

4. Tax-Exempt Crude 0il Purchasing Cooperatives
Tax-exempt status for crude oil purchasing cooperatives is not

necessary to encourage their formation because we do not envision

them operating for the purpose of making a profit. Rurthermore,

such cooperatives are already being formed without tax incentives.

For example, the March 23, 1981 issue of Platt's Oilgram News reports -
a crude oil purchasing cooperative formed by Rock Island Refining,
Farmers Union Central Exchange, and several other small refiners.

They plan to offer oil producing countries their expertise in
agriculture and fertilizers in return for crude oil purchase contracts.
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We would also like to comment on the suggestion made by one of the
'wlummap:;eaﬁmbefmm&bmﬂttee that crude ofl be exenpted from
the windfall profit tax if sold to a small or independent refiner. This
exenption amounts to nothing more than a continuation of the Smll Refiner
Bias program in another form and would likewise subsidize inefficient
refineries and remove the necessity and inoéltivm for wpgrading refinery
capabilities. Further, since the windfall profit tax is scheduled to expire
once it has reached the fixed revenue target of $227.3 billion, any legislation
which would reduce the windfall profit tax revenues should also include
provisions for an equal corresponding reduction in the target reverue
ceiling. Unless this reduction is made, we will again be in the position
of subsidizing a societal purpose with private capital.

In conclusion, Marathon's position is aptly sumarized by the Department
of Treasury/Department of Energy evaluation of tax-based incentives for
domestic refining investments: ’

;‘:‘ni&t‘l:r dmigcgfogﬂr: ::nm w:w a

pd:lic subsidy to investment in domestic petroleum
m. Subsidies to refining investment would sexve no
m. They would have the effect of ing
profits for refiners whose plants and locations
already assure them economic survival, and they would
deter the exit from the industry of inefficient and badly
located plants, depri: the private sector of capital
which may be used more e ficlently in other activities,
within both the energy and non-energy sectors."

Thank you for your consideration of owr views.
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NATIONAL PETROLEUM REFINERS ASSOCIATION

Founded 1008

SUITE 1000, 1899 L STREET, N.W.. WASHINGTON. D.C. 20038
TELEPHONE (208) 4970480

REFINERY POLICY STATEMENT

Attached s a statement adopted by the NPRA Executive Committee recommending steps
that should be taken by the Federal Government to preserve a healthy, competitive
reflning industry since price ond allocation controls have been removed from crude oil
and refined petroleum products.

The principal recommendotions are:

(1) We fully support the President's recent oction to decontrol crude and
refined products.

(2) The United States should send a cleor messoge to the world thot o strong domestic
refining Industry is Important to our national security and that we will take the
steps necessary to prevent thot industry from being threatened by increcsed
product imports.

(3) A stondby progrom of crude oll allocation for use in a supply disruption should
be put Into effect as soon os possible.

(4) The government should not establish any operating subsidy to replace the
small refiner bias.

(5) Any cllocation program should recognize the importance of non-energy
petroleum products,

(6) There should be progroms which will provide the tax Incentives for copital
formation and investment applicable to U.S. industries in general. These
will encourage Investments in refining focliities to meet o chonging product
slote ond crude ofl availabiiity.

(7) The government should recognize that mony regulations not only increase the
cost to the consumer but have a strong onti~competitive effect.

{8) The govermment should continue to add to the strategic petroleum reserve.



)

@)

358

-2-

We fully support the President's recent action to decontrol crude and refined products.

The removal of allocation and price controls from crude oil and petroleum products
is in the public interest, This will promote the search for new oil supplies, the develop-
ment of alternative fuels, and encourcge conservation. Together these developments will
reduce our dependence upon foreign imports.

The United States should send a clear message to the world that a strong domestic refining
industry is important to our notional security and that we will take the steps necessory to
prevent that industry from being threatened by increased product imports,

It must be recognized that decontrol will require odjustments by domestic refiners,
because they will be subject to increased competition with products imported from foreign
refiners. We think it should be recognized that many of the disadvantoges of domastic
refineries are created by U.S. Government policy. An important factor is the additional
cost imposed on U.S, refineries by environmentol restrictions. For example, the elimina-
tion of lead frem gasoline and the prohibition on the use of MMT have added millions of
dollars to the cost of refinery operations and investments in the United States. Foreign
refiners will be oble to mointain o balonced operation, because they will not be forced
1o convert all of their gasoline to unleaded. The costs imposed on stotionary sources, such
as waste disposal, water pollution, and air emission controls will be much higher for U.S.
refiners. A study prepored for the Federal Energy Administration,}/ outlines some of the
additiona! odvantages held by foreign refiners, These include investment-incentive legis-
lation which provides for partial or, in some coses, total sxemption from income taxes and
local ad valorem taxes; lower transportation costs in the use of foreign-flag tankers, the
use of super torkers ond the ovailobility of deep water ports.

It is generally recognized that our dependence upon foreign suppiiers for crude oil
threatens our national security. One of the chief objectives of our energy policy has been
to reduce this dependence. An increased relionce upon imports of foreign products would
maoke us even more dependent. Several stotements by government officials indicate that
they do not recognize how much more our national security would be affected if we become
more dependent upon foreign product imports, A recent D.O.£, study, for exomple, says
"Any reduction in product imports would be replaced by on essenticlly equivalent amount
of crude imports to feed the increased domestic refining activity. On its face, therefore,
it oppeoars thot the notion's import vulnerability would remain the same.” This conclusion
overlooks the fact that we can utilize crude oil from many sources if we hove within our
own borders the refining copacity to satisfy our requirements for finished products. Having
our own manufacturing capacity mokes it possible for us to substituta crude oil from different
sources of supply as the situations change in some countries such as political unrest in iron,
a deliberate embargo such as that imposed by the Arab countries in 1973, o declining supply
in some countries, or hogefully, the possibility of new supplies being discovered in countries
where exploration is pres:ntly underway.

Y7 Report by the Pace Company, Consultants and Engineers, Inc., July, 1976.
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Historically, when refineries located near morkets In the United States suffered
reduction in crude oll supply, they have adjusted operotions to process crude from other
sources. For exomple, one of the lorgest centers of refining copocity in the United Stotes
Is the orea along the Delawore River involving both the Philadelphia orea in Pennsylvanio
and portions of New Jersey on the other side of the river. These refineries originally were
built to refine crude ofl moved by tanker from the Gulf Coost. As the supply of U.S. oil
declined, these refineries were gradually converted to run very lorgely on Venezvelan oil;
and as the supply from Venezuela declined, these refineries have begun to run Increasing
quontities of oll from iran, Kuwait, Soudi Arabia, Nigerio, Libya and other sources. The
same thing is true of the refineries in the Chicogo orea, which originally ran on crude oil
from Oklohoma and gradually shifted to Texas crude. For a time they used quantities of
Conadian oil and, as the Canadlan Government Is cutting us off, these refineries ore using
oll imported from other foreign countries by tanker into the Gulf Coast and transported by
pipeline into the Chicogo area, The refineries in the Los Angeles area were built to serve
the huge morket in Southern Californio. They originally were supplied with crude oif
produced in California. As this production declined, these refineries have been able to
use oil from Venezuela, Indoneslo, and now from Alaska. The important thing to remember
Is that as long as we had refining copacity located near the morkets in the United States,
we were able to adjust to changes in crude ofl supply. ~

We think that future governmen: policy should not encouroge the building of refining
copacity outside the U.S, to serve the U,S. morket or increase product imports. The
President should retain the authority to restrict imports thot threcten the national security.

A stondby program of crude oll allocation for use in a supply disruption should be put
Into effect 03 soon o3 possible.,

We believe that the government should have o standby crude-shoring progrom to be
put Into effect in the event of a supply disruption. This progrom should not confer an
unfair advantage to ony refiner, There should be a provision for suspending the progrom
when the disruption Is ended.

The government should not establish any operating subsidy to replace the small refiner bias,

Small, independent refiners contribute to making the refining industry the highly
competitive industry that it Is. They also perform an importont function in the supply of
products to many oreas, particulorly ogriculturc! oreas, and in the supply of specialty
products. The NPRA hos supported vorious government projects to help these refiners.
For example, we proposed the first program for this purpose -- the plon under which o
percentoge of the Defense Deportment purchases of petroleum products are set aside for
small reflners. This helped to keep many smoll refiners in business with no additional
cost to the government. The government Is now in the process of phesing out controls
including the entitiements program and the small refiner blas. We do not favor the
estoblishment of onother operating subsidy to replace the small refiner bios.
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Any allocation progrom should recognize the importance of non-energy petroleum products.

More than 90% of patroleum by volume is consumed for energy purposes. However,
we should not overlook the fact that there ore important uses for petroleum in non-energy
flelds. For exomple, lubricating oils which consume only o small fraction of the total
petroleum supply are essential both in industry and tronsportation. Asphalt, which is
widely used as o binder for aggregote, is actually more energy efficient than its chief
competitor, Portland cement. The development of lightweight petrochemical substitutes
for metal In outomobiles Is making an important contribution to cur energy saving by
reducing the consumption of gasoline.

Petrochemicol feedstocks comprise only about 4.5% of total U.S. oil and notural
gas consumption, but they make o contribution to cur economy which is far greater than
this percentage would indicate. Almost 80% of total rubber products and over 50% of
our nation's fibers ore mon-mode from petroleum feedstocks. In terms of totol sales, the
petrochemical industry is significantly larger thon such basic industries os steel, aluminum,
and pulp and poper monufacturing. It employs more than 310,000 persons directly os well
as creating jobs for mony others in related industries. The petrochemicol industry invested
4.6 billion dollars in new plants and equipment in 1978, over 10% of new copitol invested
by all United Stotes manufacturers during the yeor.

We believe it is in the national interest to ensure that eny government imposed

progrom during a supply emergency fully recognize the special feedstock requirements
for all branches of the refining industry.

There should be programs which will provide tax incentives for copital formation ond

investment opplicoble to U.S. industries in general. These will encouroge investments
Tn anlrﬂ %l“ti« to meet a changing product slate and crude oil availability.

The growing demand for higher quality petroleum products such as unleaded gosoline
ond the changing quality of supplies of crude oil will require increased investment in
downstreom processing facilities. Recent estimates suggest that present plans for expansion
of these focilities will not be adequote to meet onticipated demand. The Netional
Petroleum Council's Refinery Flexibility Report indicated thot between 1979 and 1990
ot least five billion dollors (in constant 1978 dollars) must be invested in new downstreom
processing facilities in the U.S., ond the investment needed may be os great os $12 billion.
Due to inflation, these costs are subject to considerable escalation. Therefore, we foresee
the need for progroms which will provide the proper tax incentives for copital formation
ond investment. It is our belief that improvements to the present depreciation allowances
ond increased tax credits for capitol formation, which ore applicable to U.S. industry in
general, will encouroge investments in refining focilities to meet anticipated demand.
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7) The nment should recognize that mony lations not only Increase the cost to
F-Cn:l:ﬂ.f But have o strong anti-competifive effect.

Most of the discussion of environmental regulations has dealt with the odditional
costs imposed. However, there Is another issue == that is the effect of the government's
policy upon competition. The Refinery Policy Study recently released by the 0.0.E.
speaks of "the Department's policy to support and preserve an efficient, competitive,
and viable domestic refining industry.” We strongly support this policy. One of the
tests to determine whether an Industry Is truly competitive, ond one for which antitrust
lawyens look flrst, is what is known os “ease of entry.® That is, Is It possible for new
competitors to enter into the industry or does a monopoly have the power to prevent new
competitors from entering the business? The Federal Trode Commission has pending a
complaint Docket 8934 in which it chorges, “There hos been no significant new entry
Into the refining of petroleum products...” and at another point, "Since ot least 1950,
(o1l compoanies), through common courses of action and ogreements, have erected and
maintained barriers to entry Into refining.*

The fact is that prior to the imposition of government control in the eorly 70's, o
number of new competitors entered the refining business and many independent refiners
substantially increased thelr copacity. The result wos that the share of the refining
business held by the 20 lorgest companies in 1951, declined from 80.68% in 1951 to
73.98% in 1974. With the coming of government controls, new competitors were
effectively borred from entering the industry. For exomple, 14 attempts by independent
companies to build refineries on the East Coast alone were rejected for environmental
reasons during the past twenty yeors. In the whole United States only one lorge refinery
has been built since 1973,

It is equally difficult to get permission to odd equipment such os desulfurization
units and reformers necessory to monufacture unleaded gosoline. In such coses the EPA
requires that in order to cbtaln a permit in most areas, o company is required to reduce
the poliution from some other source.

(8) The government should continue to add to the strategic petroleum reserve.

Current stotutes require the bulldup of a strategic petroleum reserve to cushion the
effect of any important shut-off of supply of crude oll. We recommend thot this progrom
be continued. For 0 number of yeors the Federal Government has recognized that in on
emergency we might be short of certain essential materlals which ore imported. The
government now maintains stockpiles of these materiols which include antimony, aluminum,
cadmium, cobalt, tin, lead, zinc, and even feathers and sperm oll. In all these coses we
have recognized that these products are being stored In the national interest. All of these
products are purchased by the Federal Government and ore stored in locotions owned or
leased by the government. We belleve that this principle, which olreody has been recog-
nized by the Congress, should be the guiding principle for the storoge of ofl for emergencies
ond that the oll to be held In storage for national security should be owned by the govern-
ment ond stored under the government’s control. We recommend that the government con~
tinve the present policy of storing crude oil rather than finished products. The storoge of
crude ofl In salt caverns Is o much less expensive way of storing oil ond It also keeps the
oll in o form that can be converted into products that will be needed in the event of an

emergency . XX XY]
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BEFORE THE SUBCOMMITTEE ON ENERGY AND
AGRICULTURAL TAXATION, COMMITTEE ON
FINANCE, UNITED STATES SENATE
HEARING OF MARCH 27, 1981 ON
TAX INCENTIVES FOR DOMESTIC REFINING
STATEMENT OF THE
PETROCHEMICAL ENERGY GROUP
The Petrochemical Energy Group (PEG) is an ad hoc

group of 19 independent U.S. petrochemical producers. The
PEG member companies are all independent in that they are
not owned or controlled by any of the integrated oil companies.
PEG members range from very large companies, such as Union
" carbide Corporation and Monsanto Company, to much smaller
companies, but among the key characteristics all share is
the fact that none produces or refines a significant per-
centage of its own raw materials. For the most part, PEG
companies purchase raw materials, which are hydrocarbons--~
0il, naphtha and gas o0ils, natural gas liquids, and natural
gas, from the companies that produce, refine and transport
energy products, or import them directly from abroad. Many
of these energy producers also compete with the PEG Companies
as producers and sellers of petrochemical products. Together
the members of PEG account for the majority of the U.S.
production of petrochemical intermediates. The petrochemical
industry plays a very major role in the U.S. economy and
makes a major contribution to the positive side of the U.S.
balance of trade accounts. The industry exists in a highly
competitive world market in which the flow of trade may be

significantly affected by changes in government policy. We
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therefore appreciate Senator Wallop's statement that in
focusing on other energy issues, ". . . we must not ignore
the downstream processes required to refine raw materials
into usable commodities and to deliver those products to the

American people.”

I.

Raw Material Use of Hydrocarbons

Our industry is uniquely concerned with oil imports
and related policies such as taxation of foreign petroleum
products because, unlike other manufacturing industries, the
petrochemical industry uses oil and gas not only as fuel but
as raw materials. Molecules of oil, petroleum products,
natural gas liquids, and natural gas are structurally
reformed in our plants into petrochemical intermediate
materials, which are then formed into a wide variety of
essential industrial and consumer end products indispensable
to our national economy. This manufacturing process, of
course, also requires fuel as does the production of, for
example, aluminum, petroleum products, or steel. Our raw
materials should be recognized as different from liquid
hydrocarbons used as fuel. This is because there is no
significant conservation potential in our use of oil and gas
as raw materials (feedstocks) and no significant potential
to switch tiom one feedstock type to another within our

existing plants. The only way our industry can reduce



364

consumption of a particular feedstock today is to reduce
production.

Federal policies have for many years recognized
this important distinction between fuels and feedstocks.
Both the curtailment priority system for natural gas 1/ and
the allocation priority system for petroleum products 2/
granted high priority status to the use of liquid hydro-
carbons for feedstock and provided a lower priority to those
types of uses such as boiler and transportation fuel where
fuel substitutions or conservation is possible without
directly reducing industrial production.

. II.

Nature and Seriousness of Problem Not Yet Clear

As major consumers of petroleum products, the
petrochemical industry has a strong interest in a healthy
United States refining industry. The domestic refining
industry is facing significant changes--changes that may
require extensive investment and certainly will require care-
ful planning.

Therefore, it is appropriate that the Congress
should éake a very careful look at the current condition of
the U.S. refining industry and its prospects for the future
in an increasingly competitive environment at a time when

the United States is still forming an energy security policy.

See 18 C.F.R. § 2.78 (1980).

R K

See 10 C.F.R. Part 211 (1980).
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Only limited consideration of these difficult, interrelated
issues was possible duringtphe last Congress, but full scale
consideration of these préSiems is certainly appropriate now
that the country is decontrolling crude oil and is taking a
close look at environmental legislation which is now on the
books .

In our view, it is too soon to tell whether or not
Federal assistance to the refinery industrxy would be advisable.
While current evidence does not strongly suggest the necessity
for such assistance, future events under decontrol or the
- results of further investigation might warrant a change in
this tentative conclusion.

If the refining industry is found to be sick,
however, we think the cure ought to fit the disease.
First, Congress needs to take a careful look at exactly what
has caused any problems which affect the domestic refining
industry. If for example, the problem has‘been environ-
mental regulation, the solution may be regulatory chanée,
rather than tariff protection. Second, the Congress needs
to make certain that any refinery assistance plan does not
create problems worse than the ones it seeks to cure. For
example, establishment in 1974 of the crude oil price con-
trol and allocation program in response to the Arab boycott
was a cure which imposed a heavy burden of economic dis-
tortion and inefficiency for over six years.

Today, we offer for consideration by the Subcom-

mittee our comments on two proposed methods of assistance

78-887 O - 81 - 24
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that others have suggested for the refinery industry:
tariffs or fees on imported petroleum products, and tax
incentives for refinery upgrading or retrofitting.
| III.
Import Tariffs As A Means Of Refiner Aid

The first of the possible methods of assistance
some have proposed, a tariff or fee on imported petroleum
products, would have the following effects:

o First, tariffe on imported petroleum
products are likely to be an inefficient
approach to refiner subsidies;

) Second, tariffs on imported petroleum
products will seriously harm the United
States petrochemical industry, and the
United States economy, especially our
international position and balance of
trade.

Tariffs, or fees (essentially, taxes) on petroleum
products may be either inefficient or unfair or both.
Recent Department of Treasury and Department of Energy
Studies suggest that they are inefficient because they
produce more United States refining capacity than free
market forces would yield. Such capacity presumably could

be or has been developed more cheaply elsewhere. 3/

3/ A 1981 Treasury Department study of various proposals
for tax change assistance to the refinery industry
states:

Price controls have had two related effects

on the size of the U.S. refining industry.

By delaying the adjustment of petroleum
product prices to world price levels, controls
have helped to sustain higher rates of U.S.
consumption than otherwise would have occurred.
Additionally, since lower prices of domestic
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. In addition, an import fee will directly orx
indirectly force the price of petroleum products to all

Americans above the prices paid by industries and consumers

[Footnote continued)

refinery products were achieved by controlling
domestic crude oil and refined product prices,
the price control system had the incidental
effect of discouraging imports of refinery
products and encouraging the import of crude
instead. Consequently, the lapse of price
controls will both shrink the size of the U.S.
market for petroleum products and shrink the
share of U.8. consumption refined domestically.
This implied near term shrinkage in domestic
refinery industry capacity will be accomplished,
as it usually is in competitive industries, by
a failure to replace obsolete, high cost units
that have been sustained by the price control
system....Subsidies to refining investment....
(wlould have the effect of producing abnormal
profits for refiners whose plants and locations
already assure them of economic survival, and
they would deter the exit from the industry of
inefficient and badly located plants....

(Evaluation of Certain Proposals to Aid Domestic
Refiners, Department of e Treasury, Office of
Tax Analysis and Department of Energy, Office of
0il, Policy and Evaluation, January 16, 1981, p. 9).

And a 1980 draft Department of Energy study of the
impact of petroleum product tariffs stated:

The increase in domestic refiners' marginal
costs due to crude o0il decontrol will result
in their reduced profits, production, or

both. The computer analysis indicates that

as domestic crude prices are gradually brought
to parity with foreign crude during the period
1979 to 1981, the total output of domestically
refined products by 1982 will be reduced by 750
MBD. This implies that the U.S. refining
industry as a whole will reduce its utiliza-
tion rate from its 1978 level of 87 percent

to 83 percent...The model indicates that
foreign refineries will be able to increase
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abroad. Thus, an import fee will increase inflationary
pressures and add an artificial handicap to any U.8. manu-
facturer who must compete with foreign industry for both
foreign and domestic markets.

A factor any new program should deal with is the
implications for the U.S. position in world trade of any
price barriers that risk raising petrochemical feedstock
costs above world prices. 1In 1970, the Cabinet Task Force
on 0il Import Control concluded that product exceptions A
should be introduced for petrochemical feedstocks imported
or exchanged in order to preserve the competitive viability
of the industry in world markets. In 1972 the allocation-
for-export program was introduced into federal regulations
to implement this conclusion and to allow U.S. petrochemical
companies access to feedstocks at world prices.

The U.S. petrochemical industry competes in a
fierc