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SPECIAL OIL TAXES

TUESDAY, NOVEMBER 11, 1980

U.S. SENATE,
CoMMITTEE ON FINANCE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The subcommittee met, pursuant to call, at 9:15 a.m., in room
2221, Dirksen Senate Office Building, Hon. Bill Bradley presiding.
Present: Senator Bradley..

[The press releases announcing this hearing follow:)

[Press Release of the Committee on Finance}

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES
HEeARINGS ON SpeciAL OiL TAXES

Senator Harry F. Byrd, Jr. (I-Va.), Chairman of the Senate Subcommittee on
Taxation and Debt Management of the Committee on Finance announced today that
the Subcommittee will hold a series of hearings on special oil taxes.

The hearings will be held on Tuesday, November 11 and Wednesday, November
12 i}:ldROOm 2221 of the Dirksen Senate Office Building, and will begin at 9:00 a.m.
each day.

Senator Byrd said that the hearings will examine whether emergency taxes or
tariffs on crude oil and products can reduce the short-term damage to the United
States and the international economy stemmin%qfrom major oil disruptions. Senator
Byrd also said that Senator Bill Bradley (D-N.J.) would be participating in the
hearings because of his deep interest in the subjects to be explored.

Senator Bradley said, “In my judgment, reducing our economic vulnerability to
supply disruptions is one of the most pressing and urgent issues on our national
economic, security, and energy policy agendas.’

Witnesses: Senator Bradley noted that a series of witnesses, each an expert in his
or her field, have been invited to testify.

Invited to testify on November 11 are: Henry S. Rowen, Graduate School of
Business, Stanford University; William Nordhaus, Department of Economics, Yale
University; Alice Rivlin, Director, Congressional Budget Office; and George Eades,
Council of Economic Advisors. .

Invited to testify on November 12 are: Milton Russell, Resources for the Future,
Washington, D.C.; Philip Verleger, School of Organization and Management, Yale
University; and Emil Sunley, Deputy Assistant Secretary for Tax Analysis, U.S.
Department of Treasury.

ritten Testimony: The Chairman stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who wish
to submit statements for the record. Statements submitted for inclusion in the
record should be mailed with five (5) copies by December 15, 1980, to Michael Stern,
Staff Director, Committee on Finance, Room 2227 Dirksen Senate Office Building,
Washington, D.C. 20510.

[Press Release of the Committee on Finance}

FINANCE SUBCOMMITTEE ON TAXATION AND DEBr MANAGEMENT Moves Up DATE
FOR HEARINGS ON SpEcIAL O1L TAXEs

Senator Harry F. Byrd, Jr. (I, Va), Chairman of the Senate Subcommittee on
Taxation and Debt Management of the Committee on Finance announced today that

the ‘Subcommittee’s hearing on special oil taxes, originally scheduled for Wednes-
day, November 12 (Press Release No. H-57, October 23, 1980), will be held instead

) (1
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on Tuesday, November 11, beginning at 2:00 p.m. in Room 2221 of the Dirksen
Senate Office Building. The hearing originally scheduled for November 11 will begin
at 9:00 :;jm. in Room 2221 of the Dirksen Senate Office Building as previously
announced.

[Subsequent to these hearings Senator Bradley submitted the
following report:]

REPORT OF SENATOR BiLL BRADLEY ON THE FINANCE COMMITTEE HEARINGS ON
SereciAL OIL Tax anp Tax RepucTioON MEASURES

I. INTRODUCTION

In view of the need to reduce U.S. vulnerability to oil supply disruptions in both
the short and long run, the Subcommittee on Taxation and Debt Management
Generally of the Senate Committee on Finance held four hearings between Novem-
ber 11 and December 5, 1980. The hearings focused primarily on market-oriented,
tax-based approaches to managing oil supply emergencies and encouraging import
reduction to determine if they could be more efficient and equitable than the
existing policies. ,

Th2 most immediate reason for the hearings was the outbreak of war between
Iran and Iraq in September, 1980, and concern that the conflict could go on for
many months, causing substantial foreign oil price increases and supply restrictions.

The hearings also were designed to complement a 1980 Senate Energy Committee
study on the “Geopolitics of Oil” that examined world-wide political, social, military
and economic factors which will determine the price and availability of oil through
the rest of this century. That study concluded that an energy becrolicy aimed mainly
at reducing oil imports could not adequately protect the United States in the years
ahead. It recommended highest priority for: Building ample national petroleum
reserves; developing alternatives to oil price- control and allocation systems for
ensuring the efficient distribution of supplies and equitable burden-sharing during a
disruption; and developing better plans and capabilities, in concert with allies and
trading partners, to prepare for energy emergencies. :

Furthermore, the Finance Committee hearings responded to recommendations in
the 1980 Report of the Majority Leader’s Economic Task Force that, in addition to
rapidly filling the Strategic Petroleum Reserve (SPR), the United States should
develop effective alternatives to gasoline rationing in order to manage oil import
disruptions and stop the huge outflow of dollars from American consumers to
foreiﬁn oil producers that occurs when production is curtailed and prices skyrocket.

Other members of Congress have voiced similar concerns and made similar recom-
mendations. Last September, the day after the Iran-Iraq war began, Senator Percy
(R.-I11) held hearings on emergency preparedness in the Senate Government Affairs
Committee. Testimony from senior Administration witnesses before that Committee
made clear how ill-prepared we are to prevent oil price increases and manage
supply disruptions. Senator Percy called upon the Administration to prepare new
proposals for intgernational agreements to restrain foreign oil price increases in a
disruption and to develop non-regulatory alternatives to rationing to conserve and
allocate supplies during an emergency. And as recently as this January, in Senate
Energy Committee hearings chaired by Senator McClure (R.-Idaho) on the 1981
world petroleum supply outlook, witnesses from government and industry warned
us that, unless the war winds down soon, we should expéct further price increases
due to a much more protracted loss of oil supply from Iran and Iraq.

Finally, the hearings anticipated expiration this September of the stand-by au-
thorities contained in the Emergency Petroleum Allocation Act (EPAA). Congress
must shortly decide whether to renew these authorities; rely exclusively on market
forces to balance supply and demand during an emergency; or adop: tax-based,
market-oriented alternatives to gasoline rationing and oil price controls to allocate
scarce supplies and reduce the economically depressing effects of petroleum
disruptions.

1I. BACKGROUND

Soon after Iran and Iraq went to war, it became clear that both sides were
unprepared to compromise their military objectives and unable to force a swift end
to the hostilities. By the beginning of 1981, the war had reduced world oil produc-
tion by more than 300 million barrels and induced a $3 per barrel boost in the world
ail Fnce. And with each passing day, the world market was losing another 1 to 2
million barrels of oil as a result of the war. At that rate, the cumuﬁative production
losses due to the war could exceed 500 million barrels of oil by summer and
approach 1 billion barrels by next winter. :

iven these circumstances, world oil prices are likely to rise another $5 to $10 per
barrel in 1981 unless we are prepared to prevent excess demand later this year or to
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allow world oil stocks to fall toward the dangerously low levels of Apri!, 1979.

For every $5 per barrel increase in the world price of oil, another $10-$12 billion
U.S. dollars goes to foreign producers each year.

It also was apparent by early 1981 that the United States probably could not do
much to terminate the war or limit the physical damage. The belligerents and their
supporters were focusing only on their own survival, security and success—with
little regard for the damage that their military operations were inflicting on the
international economy. Moreover, Iranian forces seemed to be concentrating their
attacks on oil production, processing and distribution facilities—presumably to in-
crease their own oil export earnings and minimize Iraq's.

The previous Administration responded to the Iran-Iraq war by encouraging
refiners to draw down stocks and by pressing unsuccessfully for oil import ceilings
which would be bindinﬁ on all members of the International Energy Agency (IEA).

This reliance on stock drawdowns to moderate price increases due to the war has
discounted the likelihood of much longer or successive oil supply disruptions before
stocks could be replenished. This policy leaves us more exposed to grave risks while
doing nothing to prevent the loss of U.S. revenues to foreign oil producers.

III. CONCLUSIONS

It is imperative for the 97th Congress, the new Administration, and cooperative
allies to rapidly develop emergency preparedness measures that will moderate
future world oil price increases and reduce American payments to OPEC during
disruptions, while still maintaining sufficient stocks to buffer the economy against
longer or successive oil supply interruptions. -

ntil the United States and other western countries have ample petroleum stock-
piles and coordinated strategies for using them, the best mechanisms for achieving
these objectives are probably an emergency tariff on foreign oil, or a tax on the
refining of oil, paired with the simultaneous return of revenues to American con-
sumers through tax reductions and transfer p:grments.

An emergency oil tax or tariff would moderate world oil price increases and
reduce payments to foreign oil producers by inserting a wedge between the domestic
sales price of oil and the OPEC price. This wedge would raise domestic oil prices,
thereby lowering oil consumgtion and the demand for foreign crude. This in turn
would reduce the price that OPEC can charge without cutting back production. The
reason is that if producers try to raise prices without reducing output, their rev-
enues would fall as buyers avoided overpriced supplies.

An emergency oil tax, or tariff, would enable us to raise the domestic oil price
independently of the OPEC price. This means that much more of the revenues from
higher oil prices would remain the the United States instead of flowing to OPEC.
Moreover, because higher oil prices would reduce consumption, the net increase in
the domestic sales price would be somewhat less than the world price plus the
emergency oil tax or tariff. If other major importing countries adopted equivalent
measures, world prices would be reduced even further.

To cushion the economy against higher crude prices, the revenues from the
emergency oil tax or tariff, as well as from existing oil taxes, should be returned to
consumers through reduced withholding on income and payroll taxes. Low income
individuals and families who pay little or n» taxes should be compensated through
increases in entitlements and other transfer payments. To avoid undue burdens on
any one sector, income group, or region, the tax reduction and transfer payment
mechanisms should be designed to compensate those who are most adversely affect-
ed and least capable of absorbing higher oil prices. This means that we need to
devise a transfer pz:{vment formula to compensate states that bear a disproportion-
ate share of the burden of higher oil prices due to supply disruptions.

These mechanisms must all be in place prior to the imposition of an emergency
oil tax or tariff so that there is no net increase in the tax burden borne by the
American public.

1V. RECOMMENDATIONS

1. National policies for managing energy emergencies must give much higher
priority to moderating world oil price increases and preventing large windfall gains
to foreign oil producers during supply disruptions.

2. Oil stockpiles offer the best protection in emergencies and we must speed up
filling the Strategic Petroleum Reserve.

3. Because our strategic stockpile is still so small, and because the Iran-Iraq war
probably will continue through summer and flare up again in subsequent years, we
should not encourage the depletion of private petroleum inventories much further
toward the dangerously low levels of April, 1979.

4. To ensure adequate petroleum reserves, it is now essential that we be prepared
to supplement stock drawdown policies with an emergency oil tax or tariff and
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compensatory tax reduction and transfer payments. Such action would also help to
moderate oil price increases, minimize the transfer of additional income from do-
mestic consumers to foreign producers, and allocate petroleum supplies as efficient-
ly and equitably as possible. Without such measures, OPEC could raise prices
another $5 to $10 a barrel, costing the United States and additional $10 to $25
billion a year. . .

5. Congress must cushion the economy against the impact of higher oil prices. To
do that, Congress should pass legislation providing that revenues from emergency
oil taxes or tariffs, as well as the additional receipts from the Windfall Profits Tax,
will be rapidly returned to the American public through tax cuts and transfer
paymer(xits. Such legislation must be adopted before any emergency oil tax or tariff is
imposed.

. The Administration, therefore, should prepare appropriate legislation for Con-
ress immediate consideration. The proposal should be submit to Congress no
ater than April 30, 1981.

7. An emergency oil tax or tariff would be most effective if other major oil-
importing countries adopted equivalent measures to restrain their demand for for-
eign crude. Hence, the Administration should immediately initiate high level con-
sultations with other OECD countries on the need for collective action and report to
the Congress on the progress of these consultations this spring. -

8. Major foreign oil producers should be persuaded to accept these measures as
necessary to protecting their own long term security. :

9. Even if the Iran-Iraq war winds down soon, Congress must shortly decide what
stand-by authorities should replace the Emergency Petroleum Allocation Act. Mech-
anisms for an emergency oil tax or tariff and compensatory tax relief and transfer
payment are likely to enable the oil market to work more equitably and efficiently
than grice control, supg!iy allocation and rationing measures. Accordingly, Congress
should consider tax-based approaches as alternatives to regulatory programs.

V. SUMMARY OF THE HEARINGS

1. Issues and organization

The hearings were divided into two parts, one dealing with oil supply disruptions,
the other with long run oil import reduction. However, there was necessarily
substantial overlap. One reason is that Iran and Iraq are unlikely to reach a
permanent solution to the present conflict easily or quickly. Thus, they could wage
war intermitt;entl{' over the next several years, putting the world oil market in a
state of more or less continuocus disruption. In this case, the distinctions between
disrusted and non-disrupted markets and emergency and non-emergency states
would become quite blurred. Another reason is that many long range, highly capital
intensive import reduction and substitution programs adopted after the 1973-74
embargo have been justified on the grounds that they enhance our national security
by reducing both the costs and risks of further supply interruptions. The hearings -
were intended to evaluate this argument and to determine whether there are not
more cost-effective approaches to reducing vulnerability in both the short and lon
run. A third reason for the overlap is that actions taken to promote long run oi
import substitution can interfere with policies- for dealing with emergencies, in
particular petroleum stockpiling. ’

The witnesses were all economists or other experts with extensive government or
private sector experience in the areas of the Subcommittee’s inquiry. In order to
define a cornmon framework for the hearings, the witnesses were asked to consider
the following questions in preparing their testimony, although they were not re-
quested to provide specific answers nor limit their discussion to these issues:

(a) Disruptions.—Given the limited strategic reserves and private stocks of oil that
would be available if a major disruption occurred within the next few years, what
measures would be needed to protect the United States and the international
economy against the depressing effects of foreign oil price increases, domestic short-
ages, and massive new outflows of funds to foreign é)roducers? :

How effectively and efficiently would a $10, $20, or $30 per barrel emergency
surcharge imposed on all crude oil acquired by United States refiners restrain
domestic demand and foreign procurement prices for crude oil?

Would import fees, tariffs, or quotas be more or less effective and efficient?

Could an emergency oil surcharge be adequately and equitably offset by some
combination of reduced withholding of payroll, income, or other taxes?

What are the practical problems with imglementing this approach? How should
imlgorts and exports of petroleum ancié)etroc emical products be treated?

or an emergency surcharge to reduce the outflow of funds to producers, how
important would it be for the United States to act in concert with other major
importing nations? What are the advantages, costs, and risks of unilateral action by
the United States?

On balance, how does the desirability of such an emergency oil surcharge and tax
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relief program relate to the actual as well as exl?ected depth, duration, and perma-
nent price effect of an oil supply disruption? For example, would the program’s
relative effectiveness depend on whether the supply loss to the United States were
one, two or three million barrels a day? How is it affected by very large uncertain-
ties as to the duration of the loss?

(b} Long-run import reduction.—Would an oil fee or tariff be the most efficient
means of réducing demand for insecure foreign oil Why?

How large a fee or tariff is needed to be effective?

Should such a fee or tariff be im on petroleum and petrochemical products
aslwel)ldas cg’ude 0il? Should it be rebated to exporters of petroleum and petrochemi-
cal products?

at would be the effect of a gasoline tax on the U.S. automobile industry?

What would be such a fee’s or tariff’s macroeconomic and distributional effects?

Could these effects be adequately offset by tax relief or other fiscal measures?
How should this be done and what significant practical and administrative problems
would be involved? :

To what extent would the benefits of a tariff be enhanced by securing the
cooperation of other major oil importers?

hat do you have to assume about producing country responses in order for the
tariff to yieﬁl a net benefit and how realistic are those assumptions?

Is there a potential conflict between import reduction and stockpiling? If so,
which should take priority? Wh{.:3

Is there a potential conflict between using a tariff to moderate world oil price
increases and fostering large scale investment in capital intensive and technically
risky alternative energy projects? If so, how could that conflict be resolved?

2. Testimony

The witnesses did not agree on all the issues. Nor did the Subcommittee seek to
forge a consensus. However, there was broad agreement on the following:

(a) Disruptions.—There is a significant probability of recurrent oil supply disrup-
tions for the remainder of this century. Supply disrugteions cause oil price increases.
In the short run, higher prices depress the economy reducinf aggregate demand,
redistributing income from oil consumers to producers, stimulating inflation, and
exacerbating unemployment. In addition, higher world oil prices transfer more real
income from oil importing to exporting countries.

Once supplies are disrupted, higher prices are virtually inevitable. The important
question is: Who gets the oil revenues, the United States and other importing
nations or the foreign producers? ,

Given the limited ability of oil exporters to recycle much greater revenues rapidly
enough to avoid depressing the international.economy, it is all the more imperative
. that oil importing countries control the windfalls from higher oiflxrrices.

Thus, one of the main goals of an effective emergency preparedness program is to
limit windfall gains to foreign producers. Other goals are minimizing losses in real
income and output; preventing panic; and offsetting the most adverse effects of
higher prices on income distribution. In addition, the emergency management pro-
gram should not unduly distort private incentives for efficient oil conservation and
substitution, nor should it impede the economy’s adjustment to higher long-term
prices if the supply cut turns out to be more or less permanent.

The witnesses unanimouslg agreed that past strategies based on price controls
and allocations under the EPAA have failed to achieve these goals. These regula-
tions were judged inefficient, inequitable, and counterproductive. They create a
highly inefficient allocation of petroleum products; they exacerbate the reductions
in real GNP because of inefficiencies; they require a large regulatory bureaucracy
for their imJ)lementation; the{etend to favor those with special access to the political
f)rocess; and while they may be less inflationary in the short run, this advantage is
argely offset by the inconvenience costs of waiting in lines and reduced availability
of supplies and in the long run, the economy becomes less dynamic. All but two of
the witnesses felt that we should not rely on controls and allocations to manage
future disruptions and that the EPAA should not be extended beyond the Septem-
ber expiration date.

All the witnesses agreed that oil stockpiling, whether public, private, or some
combination, is our first line of defense and our best protection against disruptions.
It should be the mainstay of our planning for supply emergencies.

Several witnesses ar%led that, especiaily in view of our very small Strategic
Petroleum Reserve (SPR), building up buffer stocks is two to three times more
valuable in terms of enhancing our energy security than import reduction. The
government should therefore accelerate the SPR fill rate and expand existing stor-
age capacity. Industry should be encouraged to maintain hi‘gher inventory levels
than were considered adequate in the past and disincentives for private stockpiling
like price controls and allocations should be avoided. Some witnesses testified that
tax credits for oil acquisition or storage construction should be offered to encourage
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the build up of private inventories. Others argued that the best way to sustain high
private inventory levels is to promote speculative investment in oil stocks. If indus-
try were persuaded that the government would not reimpose price or allocation
controls or tax away inventory profits in the event of a disruption, it would have a
powerful incentive to hold large inventories, notwithstanding high carrying costs.

Even with aggressive suﬁport for expanding buffer stocks, it will be several years
before we can rely on stockpiles alone to cushion the economy against the depress-
ing effects of supply disruptions. To complement petroleum reserves and to substi-
tute for stand-by rationinﬁéprice control and supply allocation programs, considera-
tion should immediately be given to an emergency oil tax or tariff and compensa-
tory tax relief measures. The following emergency tax/rebate schemes were identi-
fig as the most promising options: Decontrol plus the existing windfall profits tax,
essentially a ‘“do nothing” approach; an ad valorem tax on foreign and domestic
crude imposed at the refinery level with an equivalent tariff on imported products;
a gasoline tax; and an ad valorem tariff on imported crude and products.

e size of the emergency tax or tariff would depend on the magnitude and
duration of the supply interruption and its impact on world oil prices. In all but
relatively small disruptions, the tax or tariff receipts must be returned to consum-
ers concurrently with the imposition of the levy by adjusting income and payroll tax
withholding rates and increasing payments under existing entitlements programs.
In the case of a small disruption and a correspondingly small world oil price
increase, the emergency tax or tariff revenues could be returned to consumers
through a general tax cut and an increase in transfer payments.

This recf{cling is necessary to ameliorate the economically depressing and infla-
tionary effects of higher oil prices and to ensure equitable burden sharing by
com{)ensating those who incur the greatest income loss from the oil price increases.
While some witnesses worried about abuses and questioned whether the adjust-
ments could be made quickly enough to avoid further depressing the economy,
others felt that rapid recycling would be possible and that abuses at least would be
no greater than with coupon rationing or other re, lator{‘ options. Questions were
also raised about the government’s ability to handle the huge sums that would be
collected in a very large disruption. It was generally agreed that these administra-
tive issues would not be resolved until the appropriate government agencir3s devel-
oped concrete emergency oil tax and transfer payment programs that had specifical-
ly anticipated these problems.

Of these four emergency tax options, most witnesses favored the import tariff or
the refinery tax because these are the onl‘y mechanisms that would significantly
reduce the transfer of domestic revenues to foreign oil producers. Moreover, a tax or
tariff on crude oil was generally considered to be much more efficient and equitable
than a tax on a specific product like gasoline.

An import tariff is a fee on imported crude oil. It would be paid by all importers
of oil or oil products. If it were set at the right level, and a couple of witnesses
questioned whether this could in fact be done in an emergency situation, its effect
would be to restrain demand and restore world oil prices—and hence the prices
received by foreign producers—to their predisruption level. This would mean that
higher prices due to the disruption would not accrue to foreign oil producers but
would instead be caftured by importin% nations to be returned to consumers
through tax relief and transfer payments. In the absence of controls on domestic oil,
domestic crude prices would also rise. Because of the demand reduction from higher
prices, the increase would be somewhat less than the tariff. Moreover, most of the
incremental domestic revenues would be captured by the corporate income tax and
the windfall profit tax. If equivalent measures were adopted by other major import-
ing countries, they would further depress the world oil price and limit the transfer
of income from domestic consumers to foreign producers. However, while the advan-
tages of a tariff would be enhanced by multinational action, most witnesses believed
thaf a tafliff could yield a net benefit to the United States even if it were imposed
unilaterally.

A crude oil refining tax is a fee collected from refiners for each barrel of forei,
or domestic oil processed. The tax would raise the consumer price of oil above the
world price while keeping the price received by domestic and foreign producers close
to the level that exis prior to the disruption. An equivalent tax on imported
grod_ucts would also be imposed to prevent a shift in demand from domestic to

oreign refineries. Revenues from the tax would be returned to consumers. As with
the tariff, the benefits of a refinery tax would be enhanced if other oil importing
countries adopted equivalent measures. .

As between an emergency import tariff and a refinery tax, those who preferred
the former did so on the grounds that it would maximize incentives for domestic
production and private stockpiling by letting domestic prices rise above the world
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price. And, if it were imposed in conjunction with equivalent measures by other key
importing countries, it-would be the most effective means of reducing real income
transfers to foreign producers. Those witnesses who favored the refinery tax did so
primarily on the grounds that it would limit the transfer of income from domestic
consumers to domestic as well as foreign producers. And, because it would not be
aimed solely at imports, it would be less likely to provoke retaliatory producer price
increases and supply restrictions than the tariff. This view assumes that foreign
producers would accept a domestically imposed tax intended to promote conserva-
tion and efficiency but would retaliate against an emer encj' tariff designed to

rotect the domestic and international economies from the depressing effects of

igher oil prices due to a supply interruption. An alternative view is that producers
would be unlikely to retaliate regardiess of how the tax or tariff is structured,
particularly if the event causing the disruption also threatened their own security,
as is the case with Kuwait and Saudi Arabia in the Iraq-Iran war.

One problem common té all these approaches is that any emergency fee on crude
or product shows up in the Consumer Price Index (CPI), whereas the economic costs
-of rationing (e.g., the productivity and efficiency losses from time spent in gasoline
lines and government intervention in the market) do not. Some witnesses suggested
handling this problem by changing the way the CPI is constructed to avoid frigger-
ing increases in entitlements programs and wage contracts tied to the CPI.

- Others argued that we should simply live with the temporary increase in the CPI
caused by the emergency tax or tariff. The reason is that although the tariff would -
raise the CPI in the short run, it would also prevent increases in the long run OPEC
oil price that would otherwise show up as a permanent jump in the CPI. In other
words, when the tariff is lifted, both the price of crude and the CPI should fall. On
the other hand, a CPI increase caused by OPEC’s raising the world oil price would
be permanent.

here was also some discussion of using a quota/auction scheme as an alternative
‘to emergency taxes or tariffs. The quota/auction would work as follows: in a
disruption, the government would set a ceiling on the amount of oil and oil products
that could be imported into the United States. This ceiling would be determined by
the size of the suexzf)lsy shortfall and the historic petroleum import or consumption
levels of the Unit tates and other foreign oil dependent nations. The government
would then auction licenses to import the crude volumes allowed under the quota.
The revenues from the auction would be returned to consumers through tax reduc-
tion and transfer payments.

Although some witnesses believed it would be easier to negotiate quotas with
other importing countries, others maintained a quota is inferior to a tax or tariff in
managing a disruption. According to this view, not only is a quota less flexible than
a tax or tariff, but it also risks setting a production target for foreign producers that
might induce them to cut output or provide disincentives to expand production,
ﬁarticularl in non-OPEC areas. The point was also made that where the producers

ave significant market power, a binding quota fixes a country’s demand for im-
[)orts and enables producers to raise prices without reducing their market share, at
east below the point where the quota binds. This enables producers both to increase
prices and to capture all of the additional revenues from the higher prices.

Whichever method is adopted, the revenues the government collects must be
returned to consumers, at least when the disruption is large or protracted. Most
witnesses believed that the rebate could and should utilize existing mechanisms,
that is, adjusting withholding on income and payroll taxes and increasing social
security and other transfer payments. However, legislation giving the Executive
Branch broad authority to design and implement emergEency adjustments would be
required, and even then, it would a(s)garently take the Executive agencies 60 to 90
days to implement the adjustments. Several witnesses were concerned that Congress
would be reluctant to grant such authority and that, in its absence, prolonged
Congressional debate over how to distribute the revenues would prevent their being
recycled quickly enough to avoid major adverse effects on the economy. These
potential difficulties highlight the need to have the mechanism for returning the
fﬁnelrgency tax or tariff revenues to the public ready and in place piror to imposing

e levy. . -

Finally, several witnesses testified that in a large or protracted disruption it
would be necessary to supplement stock drawdowns and emergency oil taxes with
supply side measures, in particular increased use of coal, gas and nuclear fueled
facilities, and with emergency conservation measures.

(3) Long-run import reduction.—Even if the world oil market is not disrupted in
the next two decades, prices are unlikely to decline. Moreover, the United States
and other Western nations are likely to remain significantly dependent on OPEC
well into the twenty-first century. Despite these trends, efficient oil import reduc-
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tion policies, particularly if the United States acts in concert with other major
importers, could yield substantial economic benefits. These benefits derive primarily
from the impact of reduced demand on both short and long run world oil prices and
increased incentives for energy efficiency and import substitution.

According to one witness, a phased program of import reductions by the United
States and its allies, building up to 20 million barrels a day in 2020, could result in
oil price levels at least 30 percent lower than they would otherwise be.

Lowering oil prices would in turn reduce the inflationary drag of high crude costs
on long run economic growth. And it would also decrease the amount of national
income spent on foreign petroleum. Finally, cutting petroleum consumption would
reduce the short run costs to the economy should a disruption occur simply because
we would need less oil. .

The witnesses agreed that by far the most efficient approach to reducing imports
is not subsidizing domestic alternatives to imported petroleum but a shift in the tax
Policy. One witness suggested that instead of heavily taxing the two things we
‘like”’—capital formation and labor supply—we should instead be taxing what we
don’t like (but have nonetheless until recently, indirectly, subsidized through price
controls, namely imported oil. This testimony also raises the possibility of achievin
g;eater consistency between tax, economic and energy security policies and shoul

further explored by both the Legislative and Executive branches.

Most witnesses suggested a $10 per barrel import tariff, which would raise be-
tween $40 and $45 billion a year. Of this, $20 to $25 billion would be direct revenues
from the fee. (6mmb/d X 365 X $10=$22 billion). In addition, approximately $20
billion would be raised by income and excise taxes due to higher domestic crude
prices. However, even in the absence of a tariff, substantially higher foreign oil
prices would also increase domestic prices and thereby also raise oil income and
excise tax receipts. Thus, the first year’s incremental revenues directly and indirect-
‘lf' attributable to the $10 per barrel tariff could range around $30 and $40 billion,

epending on how effectively it limits foreign prices. To the extent the tariff and
higher Rrices reduce import levels more in subsequent years, these revenues could
diminish somewhat over time. Nonetheless, such sums would be sufficient to finance
a substantial reduction in corporate and personal income tax and compensatory
increases in transfer payments without increasing the Federal deficit.

There was considerable discussion over whether imposing an oil import tariff
would provoke foreign producers to cut production, thereby defeating the tariff's
purpose. Several witnesses felt that retaliation was unlikely. They reasoned that
other oil importing countries have adopted tariffs, taxes and (}uotas without provok-
ing retaliation and that, to be effective, a retaliatory cut would have to be made by
Saudi Arabia. The witnesses argued that the Saudis cannot afford to focus exclusive-
ly or even primarily on maximizing oil revenues in the near term. They must also
worry about preserving internal stability; maintaining peace and harmony with
other Arab states; ensuring U.S. protection against external aggression and subver-
sion; and preserving minimal stability and price unity within OPEC. Given the
precarious situation of the Saudis in trying to reconcile these disparate objectives,
they probably would not wish to add to internal or OPEC instabilities by initiating a
crusade against a $10 per barrel tariff. Other witnesses felt that even if there is a
significant risk of retaliation, it could be lessened by structuring the fee as a
domestic tax or presenting it as a “security surcharge” to finance some of the
additional defense expenditures necessary to protect the Persian Gulf region.

There would be some short run adverse macroeconomic effects from the tariff.
This is because higher oil prices aggravate unemployment, transfer income from
consumers to producers, and tend to reinforce the inflationary spiral. However,
these effects could be substantialfl‘y ameliorated by recycling the revenues through
tax cuts or by phasing the tariff in gradually. In the long run, there would
substantial net economic benefits from the tariff because of reduced demand for
getroleqm, lower world oil prices, reduced payments for foreign crude, and a favora-

le environment for the production of domestic energy sources and fuel-efficient
automobiles. In the short run, however, higher oil prices, whether due to forei
price or domestic tax increases, could further depress the domestic auto industry by
stimulating greater demand for more fuel-efficient foreign cars.

3. Conclusions -

On balance, the testimony presented in these hearings provides strong evidence
for the following propositions:

(a) Disruptions.—The likelihood of further price increases and supply restrictions
this summer due to the Iran-Iraq war requires that we give urgent consideration to
new policies for moderating world oil prices and preventing the transfer of oil
revenues from domestic consumers to foreign producers. )
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Stockpiles are the best protection against oil supply disruptions and priority
should be given to acquiring ample public and private petroleum reserves.

Market-oriented, tax-based approaches are likely to be much more efficient and
no less equitable than price controls, rationing and allocations in managing energy
emergencies.

An essential component of the tax-based approach to handling supply disruptions
is legislating authority to rapidly recycle the revenues to consumers prior to the
imposition of the fee or tariff.

Another important, though not necessarily essential, component is persuading
other glez‘}ior oil importers to adopt equivalent measures. Foreign producers might
also n to be dissuaded from acting on possible threats to retaliate by cutting
output.

(b) Long-run import reduction.—Reducing oil imports over the long run would
yield substantial economic and national security benefits to importing nations.

The most efficient means of reducing imports appears to be a tariff on foreign oil.

An import tariff would reduce the demand for foreiﬁn oil by lowering consump-
tion, by encouraging energy efficiency, particularly in the transportation sector, and
by stimulating the development of alternative fuels and technologies.

(¢) Recommendations.—Conditions in the Middle East and the world oil market
pose a grave danger to the United States and the international economy. If the war
continues, the Administration might well determine that an emergency oil tax or
tariff is necessry to protect our economic security. If this happens, Congress must be
prepared to cushion the economy against the effects of higher oil prices by legislat-
ing, before the tax is imposed, that the revenues will be rapidly returned to the
American public through tax cuts and transfer payments.

Even if we are lucky and the war winds down soon, Congress must shortly decide
what kinds of authorities should replace the EPAA. Market-oriented, tax-based
alternatives to emergency regulatory programs should be part of those delibera-
tions. :

But before Congress can act on the emergency tax or tariff and tax reduction and
transfer payment measures examined in these hearings, several issues require
prompt investigation and clarification by the Executive Branch: .

From an administrative standf)oint, how rapidly could emergency oil tax revenues
be recycled to consumers? Could administrative delay be reduced by authorizing
emergency procedures for the agencies responsible for recycling?

How substantial are the risks of gross over or under compensation and abuses of
the emergency tax rebate system?

How es‘,sential and how feasible is it to secure the cooperation of other key
importers?

ow significant is the risk of retaliatory action by major producers?

In terms of softening the impact of higher oil prices from disruptions on the
domestic ecunomy, what are the relative advantages and disadvantages of a refinery
tax versus an import tariff? ' ,

Do we need greater incentives for private stockpiling and if so, would tax credits,
direct subsidies, or more market oriented investment in inventories, be the most
cost effective approach? )

These issues will not be resolved unless and until the Executive Branch examines
the various options in detail and works through the problems each raises. Since
critical choices must be made this summer at the latest, the Administration should
submit specific legislative proposals to Congress by April 30, 1981 to allow further
hearings this spring.

Senator BRADLEY. The committee will come to order.

This is the first of three hearings on emergency oil taxes. For
those who are here today, you are aware that we had planned to
have a hearing tomorrow morning. That has been canceled, and
the hearing for tomorrow morning will be this afternoon at 2 .
o’clock. So this is a full day of emergency oil tax hearings.

For those of you who have managed to get into the building
today, I think it shows a real interest on your part, and I appreci-
ate that. This is what is known as the degree of difficuliy in
obtaining entrance to the hearing. It is probably related to its
sensitivity, although these are not classified hearings.

The war between Iran and Iraq is a compelling reminder that
the United States, along with other industrialized as well as devel-
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oping countries, depends on a politically volatile and militarily
insecure source of imported oil—the Persian Gulf.

Our dependence on the Persian Gulf, which long continued to
grow despite recurrent threats of the insecurity of our imported oil,
means that we are highly vulnerable to foreign manipulation and
disruption of our petroleum supplies. Reducing that vulnerability is
the most urgent task on our energy policy agenda.

To date, our energy policy has focused too narrowly on programs
aimed at the remote objective of energy independence. It is high
time that we address emergency preparedness measures that will
anticipate and minimize the consequences of a major interruption
in crude oil supplies.

Today’s hearing is an important contribution to this goal. The
witnesses, all of whom are recognized authorities on energy eco-
nomics, have been asked to advise the committee on alternative
approaches to rationing to manage supply interruptions.

In particular, the witnesses will discuss whether emergency tar-
iffs or taxes on crude oil and products can reduce the short-term
damage to the United States and the international economy stem-
ming from major oil supply disruptions. Moreover, because existing
legislation authorizing standby allocation and other emergency pro-
grams expires in September 1981, these questions will be among
the key issues for the 97th Congress.

In examining this issue it is essential that we recognize at the
outset that we are talking about emergencies. None of the meas-
ures proposed for managing supply disruptions can entirely avoid
damage to the economy and hardship to the individual consumers.
Past plans have tended to shy away from this recognition. As a
result, they have contained many complicated exceptions and other
special interest provisions that have raised serious questions about
their workability and caused us to delay their implementation.

In today’s hearing I want us to deal with reality, which is quite a
charge. A major oil supply disruption presents us and other con-
suming nations with a terrible problem which even the best of
emergency response plan can only hope to mitigate.

We are delighted to have as our witnesses this morning Henry
Rowen of Stanfird University, George Eads of the Council of Eco-
nomic Advisers, Alice Rivlin of the Congressional Budget Office,
and William Nordhaus of Yale University.

I would like Ms. Rivlin to start, followed by Mr. Nordhaus, then
Mr. Rowen, and Mr. Eads. I would encourage any of the four of you
who desire to have a staff member at the table, or desire to have
another individual in your party speak at the hearings, that you
should be encouraged to do that. ‘

What we are going to do is try to make each person’s initial
statement 10 minutes long, and then we will have a discussion
about this issue, and try to get behind the surfaces.

Ms. Rivlin. -

STATEMENT OF ALICE M. RIVLIN, DIRECTOR, CONGRESSIONAL
BUDGET OFFICE h

Ms. RivLin. Thank you, Mr. Chairman.
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Encouraged by your invitation, I have asked Ray Scheppach, who
is the assistant director in charge of this subject at CBO to join us
- at this table.

Mr. Chairman, I am pleased to appear before this subcommittee
to discuss alternative policies that could be adopted to minimize
the negative economic consequences of an oil import curtailment.
lI)n rfxlay remarks today, I will address the following topics very

riefly:

The economic effects of various types of oil supply interruptions;

The goals to pursue in developing a policy to mitigate the nega-
tive impacts of such an interruption; and

Alternative policy responses and their relative advantages and
disadvantages. N

Oil import reductions would have several impacts that might
require a Federal Government response. An oil shortage would
increase the international price of the remaining petroleum traded
on the world market.

If the orice of domestic oil had been completely decontrolled, as
is scheduled to happen at the expiration of the Energy Policy and
Conservation Act on September 30, 1981, then domestic oil prices
would also rise to the higher international level.

These price increases would cause a shift in real income from
domestic consumers of petroleum products to producers, both for-
eign and domestic. This shift in real income would, in turn, de-
crease overall aggregate demand and, therefore, real output.

In addition to the loss resulting from the price increases, there
would be a short-run reduction in output because petroleum prod-
ucts would not be available in certain regions or to certain indus-
tries. The losses in output and real income, due to both the physi-
cal shortage of oil products and their increased prices, would create
unemployment and accelerate inflation.

The policy responses to such events should depend on several key
characteristics: B,

The expected size and duration of the curtailment;

The expected behavior of prices during and after the curtail-
ment; and 7

The expected response of other consumer nations, particularly
those belonging to the International Energy Agreement.

The size of the disruption, obviously, could be of various dimen-
sions. Closing the Straits of Hormuz, for example, would reduce
world oil supplies by between 13 and 18 million barrels per day,
depending on the eventual level of Iranian and Iraqi exports. That
could reduce U.S. imports by as much as 5 million barrels per day
and, if continued for a year, could reduce real GNP by as much as
10 percent.

A total disruption of Saudi Arabian production could eliminate
9.5 million barrels per day from world supplies. The U.S. share of
thig shortfall would be about 3 million barrels a day, which could
reduce real GNP by up to 5.5 percent after 1 year.

The destruction of Iranian and Iraqi capabilities would reduce
world supply by about 5 million barrels per day and, if shared by
the Western World, would reduce the U.S. supply by about 1.75
million barrels a day, and cause a real GNP loss of around 3
percent. .
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Part of the disruption could be offset by drawing upon inven-
tories and by the excess capacity of the remaining producing coun-
tries. In this decade, however, only a few major producers will have
significant excess capacity—notably, Saudi Arabia, Kuwait, and the
United Arab Emirates. Drawing upon private inventories would be
difficult to carry out smoothly because of uncertainty about how
long the oil curtailment would last.

Another concern is whether the disruption would be temporary
or permanent. This might determine whether prices would contin-
ue at the new higher level indefinitely or return to some lower
level close to their preshortfall level after the disruption ended.

The policy response to a permanent disruption caused, for exam-
ple, by the destruction of producing facilities or changes in political
regimes, might be limited to minimizing short-run panic buying
and attempting to accommodate higher long-term prices, presum-
ably through macroéconomic policies and transfer payments.

During a temporary disruption, however, the value of price sig-
nals would be decreased. While prices would allocate oil among
consumers, they would also produce changes in profits by industry
that might be inequitable, and at the same time not provide for the
most efficient long-run allocation of resources. Consequently, tax
and rationing options may have more appeal during a temporary
curtailment, particularly if oil prices decrease substantially after
the shortfall.

Policy choices would also depend on the response adopted by the
Western signatories of the International Energy Agreement. The
importance of multilateral cooperation is best brought out by the
responses of the major consuming nations during the shortfall
associated with the 1979 Iranian Revolution.

Fearing exclusion from uncertain future supplies, many OECD
governments directed their national oil firms into the spot market,
where they competed against each other and drove spot prices
upward. The spot price then became an indicator for higher con-
tract prices for all consumers.

To prevent this from happening in a new emergency, restraints
would have to be universally accepted by major consuming nations.
If IEA countries could also agree to share the existing oil supply
via quotas, or to impose an oil import fee multilaterally. Both
policies might be appropriate for certain levels of shortfalls, but
only if imposed multilaterally.

. Policies to manage the effects of an oil interruption must be
evaluated in relation to the goals to be achieved. The aim would be:
To minimize real output and income losses; to mitigate the nega-
tive effects on income distribution; to reduce panic and public
perceptions of inequity; and to select policies that can be efficiently
administered.

The most important goal would be to protect domestic output
and real income, and thus minimize resulting unemployment. Of
secondary importance, but partly linked to the protection of
output, is that consumers should not suffer undue losses in income
or purchasing power.

Yet, there may be a limit to which a policy of redistributing
income can be pursued without unduly hampering the efficient
allocation of petroleum products within the economy. Avoiding
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panic is also an important goal, but most policies that are designed
to minimize real output losses and to mitigate the effects on
income redistribution would serve to allay panic.

The issue of whether or not a policy concerned with oil disrup-
tion would be within the administrative competence of the Govern-
ment is most often raised in conjunction with gasoline rationing.
Yet, it is relevant to other proposed policies as well.

All policies depend on information and allocation procedures to
be effective. Policies that tax petroleum products and rebate rev-
enues require that the Government be able to estimate at least
approximately the extent of upward price pressure, as well as to
rebate the tax revenues to the proper recipients rapidly enough to
maintain real income levels and equitably enough to allay panic.

A number of policy responses to an oil disruption are possible.
The appropriate response might well depend on the nature of the
disruption. Some of the advantages and disadvantages of the var-
ious policy responses follow.

The first possibility would be for the Federal Government not to
initiate any new policy, but to rely totally on the free market to
allocate all crude oil and petroleum products during the shortfall.

The windfall profits tax would be applied to increases in domes-
tic crude oil revenues. Increased Government expenditures on ex-
isting transfer programs, such as unemployment insurance and
food stamps, would help to stabilize the economy. Tax receipts
other than the windfall profits tax might decrease.

There are major advantages in using current policies to address
oil shortfalls. Not only are they simple and familiar but, more
importantly, they would enable an efficient allocation of petroleum
products. Existing transfer programs go into effect automatically
without the delay and administrative effort needed to implement a
new rebating program. -

On the other hand, if a disruption in the oil supply grew to
significant size, the effect on income distribution might be so large
that existing transfer programs would be insufficient to counteract
the resulting shift in real income from consumers to producers.

If the shortfall is small and permanent, continuing current poli-
cies might be appropriate. If the disruption is temporary, and if
world oil prices levels decrease after the curtailment, then such a
policy might not provide the best long-run price signals to the
economy even though the immediate short-run price signals are
correct. :

Another possibility is the crude oil refining fee. Under this
option, a crude oil refining fee would be collected from refiners for
each barrel of oil they process. Such a fee would apply to both
foreign and domestic oil. Ideally, it would raise the consumer price
of oil to the world price, while keeping the producer price close to
that which existed before the disruption.

If the fee were set too low, and price controls were not in place,
there would be windfall profits to domestic and foreign producers.
If it were set too high, it would likely decrease the profit margin of
refiners and oil producers.

In order to decrease the loss of consumer real income, all the
revenues from the fee would be rebated to consumers through an

_ immediate reduction in Federal income tax withholding and via

70-604 O - 81 =~ 2
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other transfer payments. An equivalent tax on imports of foreign
refined products would be necessary to avoid a sizable shift from
domestic to foreign refineries.

A crude oil refining fee would have the advantages of being
simple to administer and of capturing some portion of the windfall
profits created by the disruption and rebating them to consumers.
The fee on refiners would also reduce the need for refinery mix
controls, since no special incentives or disincentives to change the
mix would be created. It might, however, still require some alloca-
tion to be made among refiners if small and independent refiners
were to maintain their access to crude oil.

The administrative simplicity of a crude oil refining fee suggests
that it could be best applied to a small disruption. For a larger
shortfall, the rebating of tax revenues would create significant
administrative problems. Moreover, as the revenues to be rebated
increased, agreement on who should receive the rebates might
become more difficult.

An import tariff, which is another possibility, would be most
effective if imposed multilaterally by the major consuming nations,
but might also be effective if imposed by only one major importer,
such as us. The tariff could be paid by all importers of oil or oil
products.

A tariff set at the “correct” level would restore producer prices
to their predisruption level, and the premium created by the dis-
ruption would not accrue to foreign oil producers, but would
remain with the consuming nations. If controls were not also im- .
posed on domestic oil,*however, its price would rise to the interna-
tional price of oil, including the tax. . '

A major advantage of an import tariff, if imposed multilaterally,
would be to decrease the transfer of income from domestic consum-
ers to foreign oil producers. On the other hand, sizable tax rev-
enues resulting from a large shortfall might be difficult to rebate
equitably. ) )

Another disadvantage of a multilateral tariff is the difficulty
that would be experienced in setting and amending the fee. The
requirement of international consensus on the fee would reduce its
flexibility significantly. This disadvantage might be moderated by
the use of other policy options in conjunction with the fee. Thus, if
the oil price continued to rise after the tariff was put into effect,
other options might be employed to achieve marginal reductions in
demand.

A possible third disadvantage is that domestic oil producers
would gain by the amount of the tariff under such a program, but
part of this gain would be recaptured by the windfall profits tax
and corporate profits tax. The reimposition of crude oil price con-
trols could prevent this rise in profits.

An additional potential disadvantage of an import tariff might
lie in the response of the producer nations. Many of the price
“hawks” within OPEC might view an organized response from the
consumer nations as a direct attack on OPEC’s control over the oil
market, only because it would be.

If this view prevailed, OPEC might retaliate with production
cutbacks. Thus, the response of the OPEC nations to a multilateral
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import fee, and to any other policy option, must be weighed in
assessing costs and benefits.

As to a gasoline tax, the burden of a disruption in oil supplies
could be directed to the consumer of gasoline through a higher
Federal gasoline tax. Most gasoline is purchased by individual
consumers, and only a small percentage is purchased by businesses.
Concentrating the effects of a disruption on gasoline consumers
might thus partially insulate the economy from an across-the-board
inflationary surge, since higher gasoline prices would not affect the
input costs of business as strongly as higher prices in general. If it
is assumed that higher business costs are translated into long-run
higher prices, this could be an important consideration. .

A higher gasoline tax would require some Federal authority to
regulate the refinery mix in order to insure adequate supplies of
gasoline, otherwise the tax might reduce refiners’ incentives to
produce gasoline. It is assumed that receipts would be rebated to
consumers through a rebate plan based on motor vehicle registra-
- tions.

Since gasoline demand has historically been less responsive to
taxes than the average of demand for all petroleum products, the
size of the tax required might be larger than under the other
options above. The gasoline tax might, therefore, produce a larger
volume of funds to be rebated through the Federal withholding
system than would the other alternatives, with corresponding ad-
ministrative and equity problems.

This option might be limited to a relatively small disruption.
Gasoline constitutes only about two-fifths of total oil consumption.
A 2-million-barrel a day disruption would reduce gasoline consump-
tion by approximately 30 percent, although it would reduce total
oil use by hardly more than 10 percent. Therefore, the ability of a
gasoline tax to absorb the effects of an oil shortfall is perhaps
limited even