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RECYCLING ENERGY TAX REVENUES

MONDAY, JUNE 6, 1077

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

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

Presont : Senators Haskell and Dole.

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

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

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

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

U.S. SENATE,
May 26, 1977,

PRESS RELEASE

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

REVENUES

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

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

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

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

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

Equity:

Moderatiug the impact of the program on particular income classes:

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

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

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

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

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

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

Dr. John Palmer, The Brookings Institution;

Professor Wallace Oates and Willlam Baumol, Princeton University :

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

Professor Robert Hall, Massachusetts Institute of Technology :

Dr. Rudolph Penner, American Enterprise Institute: and

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

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

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

Witnesses scheduled to testify must comply with the following rules:

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

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

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

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

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

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

COMMITTEE

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

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

disruptions.

11, Energy conservation

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

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

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

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

1. Is the administration's prograimn too complex?

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

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

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

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

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

of these goals possible ?

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

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

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

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

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

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

tributed to all individuals? ,

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

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

Senator Dole, do you have a statement

Senator Dore. Thank you, Mr. Chairman.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

of Technology.

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

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

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

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

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

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

track that down in full. .



6

Senator ITaskern, What is that ?

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mur. ITars. That is exactly right.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator HaskeLr. Would you mind going over that arithmetic?

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

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

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

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

T call that to yvour attention.

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

Senator Haskers, Everybody at MIT does not always agree.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

There is a serious overstatement to his work in the distributional

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

come increases?

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

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

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

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

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

Those Federal programs are indexed.

We have linked benefits to the rate of inflation.

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

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

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

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

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

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

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

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

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

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

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

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

2,000

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

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

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

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

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

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

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

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

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

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

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

Senator IaskeLn. How much, in dollar amounts ¢

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

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

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

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

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

cents.

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

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

Senator IHaskenr, Thank you.

Senator Dole. do you have any questions?

Senator Dork. No.

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

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

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

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

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

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

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

Senator Haskess=Would you endorse any of those ?

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

Senator IHaskerr., All right, sir.

Senator Dole?

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

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

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

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

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

THE PROPOSED TAX ON CRUDE OIL

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

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

conditions will prevail:

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

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

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

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

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

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

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

: Retail price

Crude cost of gasoline

(per barrel) (per gallon)

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

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

native projections are:

. Retail price

Crude cost of gasoline

(per barrel) (per gallon)

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

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

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

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

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

energy is quite small:

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

0.19 0.19
.35 .16
.63 .28

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

inflation.
RETURNING THE REVENUE TO TIIE ECONOMY

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

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

- CONCLUSIONS

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

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

STATEMENT OF WALLACE OATES, PRINCETON UNIVERSITY

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

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

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

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

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

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

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

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

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

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

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

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

Where is the savings?

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

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

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

I think it is crucial that that point be understood.

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

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

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

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

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

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

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

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

Do you address that at all

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

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

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

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

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

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

Mr. OaTes. That deserves a very strong emphasis.

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator Dole ?

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

Senator Haskerr. Thank you very much indeed.

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

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

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

critically than we do today.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

ent.

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

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

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

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

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

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

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

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

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

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

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

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

none of them.
5. FINAL COMMENT

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

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

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

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

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

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

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

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

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

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

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

think that this can cause many inefficiencies,

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

out over some definite time period.

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

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

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

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

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

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

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

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

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

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

As Professor Hall said, a lot of people at the bottom are down there
temporarily and those numbers can be misleading, but the general pat-
tern, I think, is a correct one.
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So, what I am saying is, if you give everybody an equal per capita
rebate, if you take families of equal size and let us say, hypothetically,
that the $14,000 fami(liy %et.s direct and indirect payment of the crude
oil tax exactly rebated, then the bottom family is sure to gain.

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

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

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

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

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

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

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

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

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

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

working poor. . Lo

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

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

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

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

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

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

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

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

Senator Hasgerr, Thank you.

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

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

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

Senator Haskerr, What is that?

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

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

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

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

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

Senator HaskgeLr, By ha})penstance.

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

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

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

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

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

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

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

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

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

STATEMENT or Ruporr (. PENNER

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

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

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

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

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

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

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

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

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

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

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

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

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

on energy broke down as follows:

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

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

were restrictd,
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Energy
expenditure
Energy as percent

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Third, will it achieve the energy gonls?

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

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

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

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

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

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

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

nomic impact.
INFLATION

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

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

BUSINESS FIXED INVESTMENT

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

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

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

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

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

AUTOMOBILE SALES

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

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

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

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

DRI estimates that the net impact of these considerations is a

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

er mcf.

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

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

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

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

undesirable, and expensive.

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

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

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

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

Mr. Cooxk. I was a month too early.

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

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

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

Senator Haskewrr. The six classifications?

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

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

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

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

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

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

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

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

Senator HaskerrL. What do you personally feel §

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

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

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

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

Senator HaskeLL. Senator Dole?

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

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

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

Mr. Cook. Yes.

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

Senator Dorr. That would be old oil ?

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

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

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

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

Senator Dorr. Tt all gets complicated very quickly.

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

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

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

Mr. Coox. Yes. the Iatter.

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

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

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

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

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

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

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

Senator Dore. Thank you.

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

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

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

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

Senator HasreLL, Let us take the next step.

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

Mr. Cook. For the wellhead tax.

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

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

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

Senator Haskern. All right. I see.

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

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

Senator Haskerr. That is a new point of view.

~——
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