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THE ECONOMICS OF THE PRESIDENT'S PROPOSED
ENERGY POLICIES

FRIDAY, MAY 20, 1977

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMic COIMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 9 :45 a.m., in room 6202,

Dirksen Senate Office Building, Hon. Hubert H. Humphrey (vice
chairman of the committee) presiding.

Present: Senators Humphrey, Bentsen, Javits, and Hatch; and
Representatives Moorhead, Long, Heckler, and Rousselot.

Also present: Jolin R. Stark, executive director; Louis C. Kraut-
hoff II, assistant director; Thomas F. Dernburg, William R. Buech-
ner, G. Thomas Cator, William A. Cox, L. Douglas Lee. George R.
Tyler, Deborah Norelli, and Katie MacArthur, professional staff
members; Mark Borchelt, administrative assistant; and Charles H.
Bradford, Stephen J. Entin, George D. Krumhhaar, Jr., and Mark
R. Policinski, minority professional staff members.

OPEN'IN-G STATEMENT OF SENATOR JAVITS

Senator JAVITS. The hearing will come to order.
In the absence of the vice chairman, who will be here very shortly.

he has authorized me to open the hearings. It is the beginning of ,an
inquiry into the economic effects on our country of the President's
energy program and of the energy emergency which we face. We are
very honored to have such a very distinguished panel this morning
consisting of Otto Eckstein, who has been connected with us before
in a professional capacity, of Data Resources of Lexington, Mass.;
Arthur Okun, who has been one of our Council of Economic Advisers
and now a senior fellow at Brookings; Lester Thurow, professor of
the department of economics at MIT; and Arthur Laffer, a professor
in the department of economics at the University of Southern Cali-
fornia.

Gentlemen, I must tell you-because I know that Senator Hum-
phrev's view, which I share with my friend and colleague. Representa-
tive Bill Moorhead, and other members of the committee, the deep
debt we have to distinguished students and scholars and professionals
in this field like yourselves who give of your time and enormous ca-
pacity to endeavor to guide our country on the right way. However,
we may disagree or agree; we may challenge your findings; but the
gratitude which we have to you for this kind of advice and guidance,
both to us and to the country, is really enormous.

(1)
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I think you should know that because this particular panel happens
to have such great distinction as far as we are concerned.

We would like it, if you could, to confine your statement-in-chief,
each of you, to 10 minutes. The full prepared statement, without ob-
jection, will be made a part of the record.

Senator JAVITS. Mr. Eckstein, please proceed.

STATEMENT OF OTTO ECKSTEIN, PRESIDENT, DATA RESOURCES,
INC., AND PAUL M. WARBURG PROFESSOR OF ECONOMICS, HAR-
VARD UNIVERSITY

Air. ECKSTEIN. Thank you, Senator Javits. Mainly what I will try
to do today is report to you some conclusions we have reached from
our statistical analyses of the program and its impact on the economy.
Then I will also maie a few recommendations how the program might
be simplified. It is a little more complex than our Government can,
in fact, administer.

The critical question on the energy program is whether there is a
problem or not. That is the bridge you must cross. Once you have
crossed that bridge, you will wind up with a program that is not
drastically dissimilar from the President's.

Now, my own belief is that the CIA studies of the pending shortage
or the MIT studies of the pending shortage flew in the face of the
economics we teach our students. I do not believe we will run out of
energy overnight. I do believe that OPEC will retain the ability to
increase prices enormously, and I also believe that the role of the
United States in the world cannot continue at its present important
place if we do not find some way to reduce our dependence upon for-
eign oil sources, which can rather arbitrarily be cut off.

I do agree with the President's conclusion that the import levels by
1985 would be 12 to 16 billion barrels a day, which is a disastrous level
of imports for the United States.
* The impacts of the program can be divided into three parts: the
shortrun impact on inflation, growth, and unemployment; the long-
-run impact on our long-range ability to develop, and, of course, fi-
nally on the energy economy itself.

In table 1 of my prepared statement. I summanrize the fiscal impact
of the energy plan as it was recently released in a W1Thite House state-
ment.

When we look at those figures in a little bit more lucid fashion than
the original release. what. we see is this: We, see that there a.re 5l35
billion of revenue, assuming the gasoline tax is not trifgered. Then
depending upon that, the revenues can go as high as $288 billion be-
tween 1978 and 1985. Of that amount, $50 billion will be spent bv the
Government in one way or the other. mainly on its own problems,
on the building lup of a petroleum reserve. on repaying the Treasuirv
for the costs we are. creating for ourselves bv adding to the inflation,
social security. food stamps, and so on: $2 billion-pluls for fixing up
the Federal buildings: and a variety of other things listed there.

AWhalt strikes me about that apnroach is that the Federal Govern-
ment is taking very good care of itself in setting aside the. enercx,
monevs for its own purposes. Indeed, I would expect that there will
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be a significant, perhaps unintended, contribution to budget balancing.
In fact, the money will not be recycled to the public. The Federal
Government will keep quite a few billions for meeting, in fact, the
general needs of the budget.

Then there is another category of expenditures which are really in-
vestment credits to a variety of purposes for old buildings, home insu-
lation, commercial conversion from oil and gas to coal, credits for geo-
thermal and cogeneration, tax rebates.

Finally, there are the tax rebates, which is plain giving back the
money left over to the public.

The impact on the shortrun economic performance is minor. There
is some'extra inflation that'is unavoidable. We estimate the extra
inflation in table 2 of my prepared statement to be an extra 0.7 percent
a year for the next 3 or 4 years, which helps to keep the hardcore infla-
tion rate near 6 percent, which is troublesome to be sure, but there is
no way to solve the energy problem without raising the price of energy
that filters through the economy. And 0.7 of a percent is about what it
comes down to if you gradually move in the rather slow and orderly
way of the progI'am toward the world price of oil.

We interpret the impact on spending to be slightly negative. We
know there are some direct outlays to meet the energy problem which
are partly financed by Government subsidies. There are indirect effects
on private spending. They outweigh the direct benefits. These include
the impact on the automobile industry where we believe that sales will
be reduced by 200,000 to 300,000 units because the automobile industry
will be taxed, the price will go up because the gasoline will be more
expensive and operating costs more expensive, and because the auto-
mobile companies will really be hard pressed to adapt their product
to meet the energy requiremnents that the President's program and the
previous Presidents' programs impose upon them.

Also, in the case of business, the extra inflation raises the interest
rates and capital costs to a degree. That reduces the outlays for resi-
dential construction, for plant and equipment, all across the board.
You lose a little bit of spending because of the extra inflation and the
higher interest rates.

Our conclusion is that there is no way to solve the energy problem
without imposing some burden in terms of extra inflation and lost
growth and lost employment on the American econoniy. The losses are
really quite small. A lost growth of 0.2 percent a year, an increased
inflation of 0.7 of a percent a year, is an inexorable price that must be
paid if we believe the energy problem must be solved.

We can- tamper with the program in detail, but that really is
unavoidable.

In the longer run there is the question whether the longrun ability
to form capital for productive purposes, for expansion, whether that
will be seriouslv impaired. We feel that there is an impact, but it will
be verv small. We feel that the total outlav for the energy conversion
is still a rather modest percentage of the entire economy. that the
diversion of capital to this purpose -will only cut in very limited ways
into capital formation for expansion and growth, especially if we
pulrlsue' tax nolicies which in other ways help business to get their capi-
tal accumulation job done.
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Having said all that, I nonetheless feel that there a-re ways in which
the program could be quite substantially improved. I spell them out a
little bit more in my prepared statement. Let me just summarize what
I mean by that.

I do believe that the program is designed on the basis of a grossly
unrealistic set of beliefs about the ability of Government to manipu-
late the private sector. The program is much too complex and seeks
to involve the Government in the detailed decisions of families and
businesses in ways that will be ineffective, undesirable, and expensive.

Let me suggest just a few places out of many where the program
could be simplified to great advantage:

First, the small car rebate. The gas-guzzler tax rebate on small cars
is going to be far more trouble than it is worth. It has already become
clear we will have to enter into negotiations with every foreign Coun-
try that has an auto industry. Of course, our trade negotiators can
successfully negotiate a waiver of this violation of the international
rules on trade, but knowing how anxious our President is to get his
program, we can be sure that our negotiators will pay a high and u n-
reasonable price for this very minor favor that the other countries will
have to grant us one at a time.

The rebate on small cars is of dubious merit anyway. There are
plenty of other inducements for car purchasers to switch to smaller
cars: Higher prices on gasoline and, most importantly of all, in the
pressure we have put on our auto industry to develop really attractive
smaller cars. They are required by law to produce mainly smaller cars;
and in doing so, they will surely put their best engineering abilities
and their best marketing abilities into offering the American people
the kind of small car that they should.

Second, I would argue for a much simpler gasoline tax. The standby
gasoline tax, to be triggered by observed increases over specified tar-
gets, raises fears of enormous gasoline taxes without providing any-
one with the incentive to save on gasoline. No single driver can make
a difference to the national outcome.

The complexity of the proposal is really rather pointless and has
done nothing to make the tax more acceptable. Actually there is a good
economic case for a routine increase in the gasoline tax. Even a small
tax would be a signal to the public that gasoline will be more expen-
sive, will discourage some driving and will begin to move the gasoline
prices to their true economic cost to the country, which is the world
price.

The gasoline tax has not been increased in the past 20 years and
has fallen sharply in relation to other taxes. If we just raised it as
much as the cost of living has gone up since 1956. we could justify a
5-cent increase in the gasoline tax from 4 to 9 cents. The gasoline tax
has developed a reputation of regressiveness. Car ownership is lower
among the poor, particularly the urban poor. The poor drive less and
on the average the poor even have smaller cars.

Further, the total burden on a family has been grossly exaggerated.
A typical moderate-income family consumes 700 to 900 gallons a year.
A 3-cent tax represents $21 to $27 a year. The tax credits and the tax
increases we have imposed in recent years and which are elsewhere
in this program dwarf this kind of an increase in the gasoline tax.
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*What I would recommend to the Congress is that the Congress re-
place the President's uncertain proposal for a big standby gas tax
with an immediate tax of 3 cents a gallon, which can be reconsidered
in 4 or 5 years if that turns out to be inadequate.

Third, I would urge the Congress to eliminate most of the tax ex-

penditure subsidies in the President's program. These programs are

based on a completely unrealistic belief on what the Internal Revenue

Service can administer and will represent a major deterioration in the
quality of our tax system.

You already have seen in the some investment credit of 1975 that

this credit was thrown away. There has been a study published by

"Tax Advocates" which shows that money was a windfall to those

people who happened to be buying a home in 1975. Nobody can find

that any extra building was created out of it, yet it cost hundreds of
billions of dollars.

The tax credits now being. proposed are very much the same[. The

tax credits for more exotic purposes such as geothe'tmal and solar in-

vestments are an invitation to throw the taxpayers' money away.

Similarly, in the case of the tax credits proposed for individuals,
the Internal Revenue Service has no way on earth to check what will

be done with that money that is supposedly to be passed out to pay
for home insulation. So I would urge you to simply eliminate most

of these tax expenditure subsidies.
Fourth, I would urge you to reduce the scope and complexity of the

price controls and regulations. The President's program substantially
increases the amount of regulation imposed on the economy and much

of that increase is based qB an illusory view of the ability of Govern-
ment to actually carry out the regulations in meaningful form. The

numbers of people that would be required to administer these regula-
tions would be enormous.

Let me just cite two examples: The new 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, Alaskan oil, and for-
eign oil.

The supposition is that there is a practical means to identify and

classify every barrel of oil and to track it through the productive and
distributive processes. In practice only the crudest approximations
can be calculated even from the most elaborate reporting requirement
placed on business. Further, any multiple-pricing system automati-

cally produces inefficiencies in resources. The necessity for ever more
detailed controls to try to hold the multiple-pricing system together
and the increasing compliance costs by the private sector to meet the
ever-shifting interpretations of the regulations will prove burden-

some and are inconsistent with the President's other goals for re-

ducing regulations.
I would urge the Congress to go through the entire program, to

makce a thorough study of every aspect of new regulation that is pro-

posed and to see if it is really going to be worth the cost.
.Now what should the Congress really do? I would summarize my

analysis as follows: First, let the country solve the energy problem.

It has taken 31/2 years from the time that the OPEC embargo brought
home to all of us the reality of our situation. After these 31/2 years
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we have finally reached the stage where the public accepts the idea
that something must be done. If action is not taken soon, the public's
interest will again be lost and we will return again to a policy of
procrastination.

Our children will not thank us for dragging our feet in coming to
grips with the energy problem. It is our task today to begin to re-
direct our economic development away from the energy-intensive,
pollution-intensive pattern of indutrial production and consumption.
There is no magic alternative to the President's program.

Second, I would urge the Congress strongly to take all hard luck
stories with a large grain of salt. The Congress will be inundated
with special interest testimony by industries, by regions, even by con-
sumer groups seeking exceptions and excuses for lower costs and
higher incomes for themselves.

If the Congress becomes sympathetic to the special pleadings, there
will not be a meaningful energy program.

Finally, I would urge the Congress to act promptly. While the
energy program is up in the air it creates uncertainty for all enerry-
related situations. Business cannot plan its investments nor families
automobile or home purchases rationally while the outcome of the
energy debate is in doubt. I urge you to pass as much of the energy
program as you can prior to your summer recess and to act on the rest
one wvay or the other even if you reject it by the end of this calendar
year. We have got to get the energy program off the table and begin
to carry it out.

Thank you.
Senator HUMPHREY [presiding]. Thank you, Mr. Eckstein.
[The prepared statement of Mr. Eckstein follows:]

PREPARED STATEMENT OF OTTO ECKSTEIN

POTENTIAL IMPLICATIONS OF PRESIDENT CARTER'S ENERGY PROPOSALS
The President's energy proposals are indeed far-reaching, and will be one ofthe significant determinants of the economy's development over the next 10years. In my testimony today, I will present the results of some of our studies atData Resources that seek to measure the economic impact of the program and

make a few recommendations.

THE LOGIC OF THE PROGRAM

Is there really an energy problem? That is the principal question that the
Congress must settle before it proceeds to consider the details of the proposals.
The Administration has advanced the CIA finding of worldwide oil shortagesby the 1980's because of low rates of discovery and the potential switch of the
Soviet Union from an export to an import position. A recent, widely-reported
MIIT study' projects a worldwide energy shortage principally because of limited
discoveries and reluctance by OPEC countries to produce at maximum physical
rates.

Economists are uncomfortable with these studies. In the ordinary course ofevents, higher prices will draw out additional supplies. The gaps between currentworld oil prices and the costs of various large potential sources such as the
Canadian Tar Sands are shrinking rather quickly. While the shortage scenariosleave something to be desired for economics students, I still reach the conclusion
that there really is a major national energy problem which requires solution if

' Workshop on Alternative Energy Strategies, "Energy: Global Prospects, 1985-2000."
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we are to assure the continuing successful industrial development of the United
States for our own generation and for our children. I base this judgment on two
reasons. First, the chances are that OPEC's ability to raise prices will continue
to mount. After three years of high oil prices, there has not been any quick new
round of supply discoveries. World energy demand keeps growing and OPEC
looks like a pretty solid cartel. It would be betting on blind luck to count on
early, massive discoveries, particularly in the United States where exploration
has been going on for 100 years.

Second, the OPEC supplies are 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 will ap-
proach the 16-million-barrels-a-day level that the President's plan indicates.
Under these conditions, the potential damage from a future embargo would be-
come immense, much greater than in 1973-74. We have major progress in
repairing our relations with the oil-producing countries, and we have reason to be
hopeful that there will be progress toward peace in the Middle-East. But we
cannot be certain that such progress will be made, nor can we he sure that the
OPEC countries will retain their current high political stability over periods
as long as 10 or 20 years.

Once the need for a national energy problem is postulated, the nature of the
program falls into place rather quickly. There is no way to reduce the volume of
U.S. oil imports without confronting households, businesses and governments
with substantially higher oil prices. Thus, in one way or another, the price of
oil has to be allowed to increase. Were we to rely entirely on the market alone,
the incomes of the oil producers would rise very sharply. If such an earnings
increase is politically unacceptable, then the increase in oil prices must be partly
achieved through a system of excise taxes. 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 improve the proposals, and I will have some sugges-
tions along those lines in the final section of my testimony, but there is no way to
significantly reduce the costs to the economy and still accomplish the energy goals.

IMPACTS OF THE PRESIDENT'S ENERGY PROGRAM

The following analyses were prepared by Dr. Alvin Cook, Jr. the Director of
DRI's Energy Service, Virginia Rogers and myself, using various, econometric
models. These analyses were prepared shortly after the President's program was
announced. 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 announcement, further details have become avail-
able on the fiscal intentions of the program. Table 1 shows the revenues to be col-
lected by the program, the direct expenditures of the program, the tax expendi-
tures 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 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 any energy-induced increases in its
own costs, including such obscure effects as tbe extra escalation costs of social
security and food stamp programs; but is showing no comparable tenderness of
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 whichlnow 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 eight
years. .1978-85 equal $135 billion, or $17 million a year. Varions energy-relatedl
budget expenditures equal $50 billion, or an average of $6 billion a year. The mis-
cellaneous tax expenditures, the Investment tax credits, are $1Y2 billion a year.
Tax rebates, which principally would be energy-motivated reductions in personal
income taxes, would equal $9 billion a year. If the gasoline tax were to be trig-
gered, the magnitudes would become much larger, as Table 1 shows.
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TABLE 1.-Fiscal impact of energy plan, 1975-85
Revenues:

Gas guzzler tax…---------------- --------------------------- $7. 7- $7. 7
Wellhead tax---------------------------------------------- 86.6- 86.6
Gasoline tax----------------------------------------------- 0 -152. 8
Industrial and utility use taxes_--------___----------------- 40. 7- 40. 7

T otal --------------------------------------------------- 135. 0-287. 8

Expenditures:
Old buildings----------------------------------------------- 2. 2- 2. 2
Crude oil direct payments----------------------------------- 13.4- 13.4
Small car bonuses------------------------------------------ 7.7- 7. 7
Federal buildings ---------------------------------------- 2. 8- 2. 8
Oil and gas price controls…-------------------------------- .4- .4
Federal fuel bills…--------------------- --------------------- 2.9- 2. 9
Petroleum reserve…------------------------------------------ 11.0- 11.0
Assistance to poor…-------------------------------- --------- .4- .4
Federal benefit program escalation-------------------------- 11.2- 11. 2
Other ----------------------------------------------------- .4- . 4
Less research…-------------------------------------------- -- 2. 0--2. 0

Total ________________________________--_______________-5 0. 4- 50. 4

Tax expenditures:
Old buildings- ------------------------------------- ---- 3. 9- 3. 9
Home insulation -------- ---------------------------------- 2. 9- 2. 9
Commercial industry efficiency…------------------------------ 2.2- 2. 2
Solar -----------------------------------------. 6- . 6
G eotherm al ------------------------------------------------ .2- . 2
Cogeneration ------------------------------- - __________ .7- . 7

Total --------------------------------------------------- 10. 5- 10. 5

Tax rebates:
Crude oil tax------------------------------- 73.2- 73. 2
Gasoline tax_----------------------------------------------0 -152. 8

Total -________________________________________________ 73. 2-226.0

Net effect on budget-------------------------------------------- +. 9

ECONOMIC IMPACTS

The energy program raises three big questions:
(1) What would it do to short-run economic performance?
(2) Will it seriously change long-run growth prospects?
(3) Will it achieve the energy goals?

SHORT-BUN IMPACT

There are 5 principal questions about the short-run economic impact.
Inflation: DRI's analysis shows that the inflation rate, 1976-80, would be

raised by 0.7 percent a year. Table 2 summarizes the inflation impact, beginning
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.

TABLE 2.-IMPACT ON PRICES AND WAGES WITH (ENERGY0426) AND WITHOUT (NOENERGY0426) THE CARTER
PROGRAM (4-YEAR AVERAGE RATE, 1976-80)

Without Car- With Carter
ter program program Difference

Wholesale price index, fuels -9.7 13.6 3.9
Gasoline deflator -7.0 12.0 5.0
Wholesale price index - 6.0 7.1 1.1
GNP deflator -5.3 6.0 .7
Consumer Price Index -5.2 6.0 .8
Average hourly earnings -6.6 7.1 .5
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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 incentives 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, although the previously established efficiency re-
quirements already would have accomplished the larger part of this goal. DRI
is using an estimate of $3 billion for these 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 inevitably be held back until
the Congress has enacted a version of the program; until that moment is reached,
energy-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 accommodate the extra inflation with a higher
monetary target, and therefore interest rates will be up about 40 basis points.
Further, the capital outlays for energy conversion will compete with other in-
vestment for company financial resources, crowding out some capacity expansion
projects.

DRI's preliminary assessment of the net impact on investment is slightly nega-
tive. Construction activity is cut, but equipment purchases are slightly higher.
TABLE 3.-IMPACT OF THE CARTER ENERGY PROPOSALS, ECONOMY UNDER CARTER PROPOSALS (ENERGY0426),

CHANGE FROM BASE CASE (NOENERGY0426)

1978 1979 1980 Average

Percent difference in level:
Real GNP -- 0.1 -0. 4 -0.7 -0. 2
Real consumption -. 2 -. 4 -. 7 -. 2Real business fixed investment- -.1 -. 7 -. 8 -. 3Difference in level:
Automobile sales (thousands) -- 100 -200 -300 -200
Housing starts (thousands)- -14 -58 -90 -54Difference in Rates:
Unemploymetrate 0.1 0.2 +0. 1
Federal unds rate -. 13 .36 .40 .30

Automobile Sales: The impact of the program on automobile sales is negative.
First, higher prices for gasoline raise the operating costs of a car which some-
what 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.

Finally, and most importantly, the efficiency requirement, coupled with the
gas-guzzler tax, will affect automobile demand in several ways. Gradually stif-
fening efficiency requirements may accelerate automobile demand in the near-
term if the buying public really has a strong desire for the larger cars. On the
other hand, the rational consumer will be aware of the high and rising gasoline
costs, and therefore 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 efficiency standards with the gas-guzzler tax will reduce the price
of small cars. 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 increasing their share of this market, if
indeed the tax and rebate funds are pooled by manufacturers. Unit sales of large
cars, as defined by today's standards, will inevitably decline. Their share of the
total automobile 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 principally based on the effect
of the higher gasoline prices on demand, since the efficiency requirement was
already an ingredient of the base case solution reflecting inherited policies, and
the gas guzzler tax actually may boost unit sales. The dollar volume of the auto-
mobile industry will be off by about 5 percent, mainly because of the changed
mix of cars.
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Other Demands: 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.

Housing activity will be shifted in composition. The various incentives to en-
courage home insulation will lead to a large volume of alteration work. On the
other hand, stiffer building codes will raise construction costs and higher energy
prices will raise the cost of household 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.

TOTAL SHORT-RUN EFFECTS

The net impact of these estimates is to lower real GNP 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 the indirect negative effects on business fixed investment. Since
all of these calculations are comparisons with a hypothetical baseline, the sign of
the small net effect on real activity will never be empirically observable. All in
all,.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.

LONG-RUN IMPLICATIONS FOR ECONOMIC GROWTH

The economic impact on the economy has to be seen both in a long- and short-
run perspective where the short-run costs incurred in switching the economy
toward a less energy-intensive path are offset 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 economy was headed
for a severe crisis later on, when desperate energy shortages or embargoes might
seriously disrupt the economy. Various analyses have persuaded the government
that the domestic oil and gas markets were headed for early trouble, and that
even the world oil economy would have entered a period of imbalance in the
1980s that would have greatly strengthened the hand of OPEC. Thus, whatever
,calculations may be Derformed about the pros and cons of the impact of the oro-
gram on such traditional macro dimensions as GNP growth, unemployment.
inflation, profits or. .interest rates, the overriding assumption is that the normal
pattern of development would have been lost on some future day of reckoning.

The direct impact of lesser energy consumption on the growth of potential
GNP cannot be calculated precisely, but realistic upper limits can be derived.
Since the energy change is introduced gradually, disruption effects are small and
the economy's technical coefficients 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 process. a 1.5 percent curtailment of its use can directly reduce the
potential trend by little more 'than 0.1 percent. Indirect effects, such as the nega-
tive impact of inflation on capital formation, can bring the total loss of potential
growth to 0.1 to 0.3 percent.

ENERGY EFFECTS OF THE CARTER PROGRAM

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 be reduced
from 3.5 to 2.7 percent annually from 1976 through 1985, and will be approxi-
mately 2 percent thereafter.

TABLE 4.-PERCENT CHANGES IN DEMAND, CARTER PROGRAM

1976-80 1980-85 1985-90

Coal -9.0 4.6 3.8
Natural gas -- 3.9 1.7 -.6
Petroleum -- 3.8 -.8 .2
Nuclear -- ------------------------------------------------- 13.6 17.0 12.4
Hydroelectric .- 5.2 . 1.8 1.0

Total- 36 2.1 2.2
Electricity -6.2 5.5 4.9
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According to simulations of DRI's Energy Policy Model, total consumption
will be approximately 93 quads (quadrillion BTU's) in 1985 (see Table 5). Con-
sumption of petroleum will be approximately 39 quads or 19 million barrels per
day. With an expected domestic production of 11 to 12 million barrels, imports
of oil will be reduced to 7 to 8 million barrels per day, near the President's goals
for imports.

TABLE 5.-ENERGY DEMAND, CARTER PROGRAM
[Quadrillion Btusl

1976 1980 1985 1990

Coal --------------- 13.61 19.23 24.14 29.05
Natural gas- 19.63 17.27 18.76 18.25
Petroleum 34.71 40.45 38.84 39.30
Nuclear 2.03 3.38 7.41 13.29
Hydroelectric -- 3.03 3.71 4.00 4.25

Total -73.02 84.05 93.15 104.14
Electricity 6.29 8.01 10.46 13.27

The program achieves a substantial shift in energy demand. Consumption 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 petro-
leum and natural gas share decrease from 48 percent and 28 percent respectively
to 42 percent and 20 percent respectively. Nuclear power provides 8 percent of
the total in 1985, a sharp rise from its 3 percent share in 1976.

(Quadrillion BTUs)

U
A

-i Hydroelectric
,, ., - B Nuclear

ii- _ , __ __ ^gCoal

>1 .< Ah/YY. g Natural Gas

Petroleum

1 980 1985 1990

CHART 1.-Changing composition of energy usage.

The principal questions on the attainability of these shifts are on the supply
side. Can coal production reach the needed level? Can enough nuclear plants be
completed? Can the slide in domestic oil and gas production be halted? Higher
prices and improved regulatory procedures are the main policy tools on which
hope for better supplies rest.

Conservation: Additional nonprice conservation programs proposed by the
President should achieve approximately 2.5 quads of savings in 1985. Insulating
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old and new buildings heated with fuel oil reduces heating oil demand by approx-
imately 800 trillion BTUs and insulating natural gas heated homes reduces heat-
ing demand by 300 trillion BTUs in 1985. Efficient electric appliances reduce resi-
dential electricity demand by 50 trillion BTUs in 1990. Cogeneration and other
conservation measures will save approximately 1 quad of heating and 1.4 quads
of process energy by 1990. Solar heating of 5 million homes in 1990 will save
approximately 300 trillion BTUs of electricity.

Higher Prices: 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 gaso-
line 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 natural gas price from $1.42 per thousand cubic
feet (mcf) to $1.75 per mcf. 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. Electricity prices are aided by the switch to coal.

TABLE 6.-ANNUAL PERCENT CHANGES IN ENERGY PRICES

1976-80 1980-85 1985-90

Oil:
Average domestic crude - 12.9 6.9 7.1
Residual fuel -------------------------- 16.1 7.9 6.4
Distillate fuel -10.5 6.2 6.5
Gasoline --------------------- 12.0 9.1 5.7

Natural gas:
Interstate contract 13.2 13.4 8.4
Average residential 8.4 10.1 7.0
Average industrial --------------------------- 24.4 10.8 8.1

Contract coal price -7 1 5.8 4 .9
Average residential electricity- 6.9 4.4 4.1

SOME SUGGESTED IMPROVEMENTS IN THE PROGRAM

As I indicated, the general design of the President's program is a near inevi-
tability once a decision is made that U.S. dependence on imports must be limited.
Nonetheless, the program can be improved in a variety of ways. In particular, the
program is designed on the basis of a grossly unrealistic set of beliefs about the
capability of government to manipulate the private sector. The program is much
too complex and seeks to involve government in the detailed decisions of families
and businesses in ways that will be ineffective, undesirable, and expensive. Let
me suggest just a few places where the program could be simplified to great
advantage.

(1) The Small Car Rebate: The gas guzzler tax rebate on small cars is going to
be far more trouble than it is worth. It has become clear that we will have to
enter into negotiations with every foreign country that has an automobile in-
dustry. Of course, our trade negotiators can successfully negotiate such waivers
for this particular form of trade discrimination. But knowing just how anxious
our President is to obtain this waiver, the price that our negotiators will have to
pay for this minor favor will far outweigh any possible benefits to ourselves.

The small car rebate is of dubious merit in any event. There will be plenty of in-
ducement for car purchasers to buy smaller cars in the high prices and taxes on
the large cars, in the higher prices of gasoline, and in the greatly enhanced prod-
ucts that U.S. manufacturers will have to offer in order to meet the efficiency
standards.

(2) A Simple Gasoline Tax: The standby gasoline tax, to be triggered by ob-
served increases in gasoline consumption above specified targets, raises the fears
of enormous gasoline taxes without really providing anyone with the incentive to
save on gasoline. No single driver can make a difference to the national result.
Nor has the complexity and uncertainty of the proposed done much for its
political popularity so far.

Actually, there is a good economic case for a routine increase in the gasoline
tax. Even a small tax would be a signal to the public that gasoline will become
more expensive, will discourage some driving, and will begin to move U.S. gasoline
prices toward their true economic cost to the society, namely the World oil price.
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The gasoline tax has not been increased in twenty years, and it has fallen sharply

as other taxes have risen automatically. An increase of 5 cents would do no more

than restore the tax to its 1956 level.
The gasoline tax has developed an exaggerated reputation of regressiveness. It

is not a tax on the poor any more than most other taxes. Car ownership is lower

among the poor, particularly the urban poor. Mileage driven is less because the

poor cannot afford the more casual recreation driving. The total amount of the

gasoline tax that would be paid by a family are quite moderate. For example,

gasoline consumption for a moderate income family with one automobile is be-

tween 700 and 900 gallons a year, or 14 to 18 gallons a week. A 3 cent gasoline

tax would cost such a family between $21 and $27 a year. Compared to other tax

changes, including increased Social Security taxes, various new personal income

tax credits, and the tax rebates proposed under the energy program, these sums

are not worthy of the political attention and the cries of injustice which they are

evoking. I therefore recommend that the Congress replace the President's proposal

for large but uncertain standby gasoline taxes with an immediate tax of 3 cents

a gallon to be reconsidered in a few years when the entire energy program will be

up for review.
(3) Eliminate the Tax Expenditure Subsidies: The program includes 6 differ-

ent investment tax credits, as summarized in Table 1. There is no way to admin-

ister these tax credits effectively. The Internal Revenue Service cannot audit the

tax credit claims for such items as home insulation. On the business side, the tax

credits for the more exotic purposes such geothermal and solar energy investments

are an invitation to throw away the taxpayers money. The government cannot

make a serious attempt to determine whether the outays that business will claim

have any potential merit. The whole history of highly specialized tax incentives is

one of waste of taxpayers money. This was seen clearly in the home purchase tax

credit of 1975, which simply proved to be a windfall to the families that happened

to be purchasing a home in that year.2

(4) Reduce the Scope and Compexity of Price Controls and Regulations: The

President's program substantially increases the amount of regulation imposed on

the economy, and much of that increase is based on an illusory view of the ability

of government to actually carry out such regulations in meaningful form.

Let ime cite just two examples. The new energy program establishes 6 classes of

oil, each with its own price control schedule: old old oil, old new oil, stripper well

oil, new new oil. Alaskan oil, and foreign oil. The supposition is that there is a

practical means to identify and classify every barrel of oil and to track it through

the productive and distributive process. In practice, only the crudest approxima-

tions can be calculated even from the most elaborate reporting requirements

placed on business. Further, any multiple pricing system for a commodity pro-

duces inefficient resource use. The necessity for ever more detailed controls to

try to hold the multiple pricing system together and the increasing compliance

costs by the private sector to meet the ever shifting interpretations of the regula-

tions will prove burdensome, and are inconsistent with the President's desire to

reduce regulation. I would urge the Congress to make a thorough study of the

multiple pricing system that is being proposed and to insist on a simpler scheme.

WHAT SHOULD CONGRESS DO?

In closing, let me urge you to urge the Congress to apply the following priciples

in acting on the President's energy proposals:
(1) Let the country solve the energy problem: It has taken 3½ years from the

time that the OPEC embargo brought home the harsh reality of our energy situa-

tion for the country to reach the point where it is willing to take the energy prob-

lem seriously. If action is not taken soon, the public's interest in the problem will

fade once more and we will return to a policy of procrastination. Our children will

not thank us for dragging our feet in coming to grips with the energy problem. It

is the task of the present generation to begin to redirect our economic develop-

ment away from the energy-intensive, pollution-intensive pattern of industrial

production and consumption. There is no magic alternative to the President's
proposals.

(2) Take hard luck stories with a grain of salt: The Congress will be inundated

with special interest testimony seeking exceptions and excuses, for lower costs

2 See the study by Allen Manvel in "Tax Notes," Volume 5, Issue 19, published by Tax
Analysts and Advocates, Washington, D.C.

21-336-78-2
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and higher incomes for many segments of our society. If the Congress becomessympathetic to the special pleading, there will not be a meaningful energy
program.

(3) Act promptly: While the energy program is up in the air, it creates uncer-tainty for energy-related decisions. Business cannot plan its investments nor fam-ilies their automobile or house purchases rationally while the outcome of theenergy debate is in doubt. I urge you to pass as much of the energy program aspossible prior to your summer recess, and to act, in one way or another, on every
aspect of the energy program during this calendar year.

Senator HUMPHREY. Mr. Laffer, if you will proceed right along,
we can come back for questions later.

STATEMENT OF ARTHUR B. LAFFER, PROFESSOR OF ECONOMICS,
UNIVERSITY OF SOUTHERN CALIFORNIA

Mr. LAFFER. Thank you very much, Mr. Vice Chairman. It is agreat pleasure to be here again.
I, too, share the concerns of the committee, the President, and thecountry with regard to the energy problem. I have to admit however

that I feel that the administration's proposal is literally the wrongpolicy at the wrong time.
In simplified form, the President's proposal envisions an enormous

increase in taxes and revenues to be matched by rebates, tax incen-tives, and other Government outlays.
Now economists argue almost everywhere that the increase in taxesmatched by an increase in rebates or tax incentives will leave the GNPunaffected. Effectively, the destimulative aspects of the increase in

Government taxes will be exactly offset by an increase in the rebates
which will provide stimulation.

From my perspective this is far from true. In fact, an increase intaxes matched by an increase in rebates will literally reduce output.
Let me for the moment run an experiment.

Let's imagine we increase taxes today in the United States by
something over a trillion dollars. We then take all the proceeds from
those taxes and put them back into the economy in the form of rebates
and tax incentives. Imagine we raise these taxes right up to the point
where everyone who works and produces receives literally nothing,
and all nonworkers and nonproducers receive literally everything. Itis hard for me to imagine the GNP will be unchanged. In fact, I
would expect GNP to fall to zero.

What is missing in this demand oriented type of analysis is aggre-gate supply. What economists have focused on almost exclusively is ag-gregate demand. GNP in the economy is the meshing of both amrgregate
supply and aggregate demand. When you take into account the substi-tution effects or the supply incentive effects of fiscal policy what youfind happening is as you increase taxes matched by increases in re-
bates, output falls. The larger the program, the larger the fall inoutput.

This program proposes an enormous increase in taxes and an enor-
mous increase in rebates and as such will lead to an enormous fall inoutput and employment. Just to look at the size of the program, I haveseen estimates as high as $100 billion per year. When you compare
$100 billion in taxes per year with the 6-year total of spondinrr for
the Vietnam war, you get over $100 billion ner year versus :hoia Ag90
billion olmer 6 vears. This is an enormous ircrease in taxes nand rehates
which will reduce output very substantially.
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Another portion of the program I think is misdirected is that the
President's tax policy in this program as in his other programs pre-
sumes the incidence of a tax to be the same as the burden of a tax. By
raising tax rates on upper income groups, somehow it is believed that
you lower the burden of the tax on lower and middle income groups.

That is not necessarily true at all. In fact, as often as not, when you
raise tax rates on the wealthy and the upper income groups, you can
literally increase the burden of the tax on lower income groups.

Let me give you an example. Let's imagine we are in New York
City and New York City decided to tax the wealthy and upper income
groups more. In fact, what they decided to put in was a 100-percent
tax on all incomes in excess of $100,000 per year. How much revenue
would they raise from such a tax?

Clearly it would be a very, very small amount of revenue they
would raise. The New Yorkers who had incomes in excess of $100,000
would leave or report their incomes differently or something. The
revenue would be very, very low.

Given the total amount of spending in New York City, and given
that it has to be financed, this means that the people with incomes of
less than $100,000 will have to pay the full burden of this tax. In my
opinion, if New York City were to reduce the tax rates in the upper
income groups, they would collect more revenue from that tax and
thus lower the burden on lower and middle income people.

Well, I think this is the case today in the United States, that by
increasing the incidence of this tax on upper income groups, you are
literally going to increase the burden of the tax on lower and middle
income groups.

There is one other effect of the President's program I would like to
discuss for a moment. That is the effect on the cartel. From the way
I see it, old old oil and new old oil "will have a tax that will be the
differential between the controlled price and the world price. One of
the major effects which dissolve a cartel in the world economy is that
the suppliers find the marginal profits from producing one more barrel
of oil exceptionally high. So, therefore, if the OPEC countries were to
raise the price of oil in the world economy, this would be an induce-
ment to domestic suppliers to increase their domestic supply and
therefore bring down the effects of the control of the cartel.

What we have done here in this program, if I read it correctly, is
that if OPEC prices do rise, all that happens in the United States is
that the tax on old old oil and new old oil will rise. There is nothing
happening with natural gas. We have effectively forced American
producers to become part and parcel of the OPEC cartel. In this way
I cannot see how that would do anything other than damage our
country.

As a final point-if you read the Wall Street Journal's editorial
this morning-you can see at least some people's estimates of the
supply elasticity coming from different prices in energy.

As I look at the total proposal and read all the objectives of the
President's proposal, I find that every one of those objectives of the
President's proposal would be better served by an immediate decon-
trol of energy in the United States with a standby authority for excess
profits taxes just to make sure that the distributive aspects of de-
control did not allow for massive windfall gains.

Thank you very much.
[The prepared statement of Mr. Laffer follows:]
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PBEPABED STATEMENT OF ARTHUB B. L.Em -

Mr. Chairman, it is again an honor to be invited to appear before this com-
mittee. I, too, share the concerns expressed by the administration, Congress, and'
the American people about the problems surrounding -energy. The problem is
serious, and is increasing in severity. The present time, in my opinion, is the
correct time to deal with the problem.

The origins of the current crisis result from both natural and manmade
sources. The severity of the current crisis, in my opinion, has primarily come
about as a result of poorly conceived policies with predictably bad consequences.
As often as not, explicit actions taken to rectify perceived problems exacerbate
the problem itself, or cause other problems. I believe the National Energy Plan
proposed by the Administration is just such a proposed action. Without exag-
geration, the Administration's energy package is the wrong policy at the wrong
time.

In a highly simplified form, the National Energy Plan will raise enormous
revenues through new and expanded, taxes. These receipts will then be put back
into the economy in the form of rebates, tax incentives, and transfer payments.,
A number of economists argue that the destimulative aspects of the higher taxes
are offset by the stimulative aspects of the rebates and transfers. They conclude
that output or GNP will not be much affected. This is clearly the logic put forth
by the Administration.

In my opinion, the above view makes no sense whatsoever. If output resulted
solely from aggregate demand, one could construe some logic out of the position.
Output, however, results from both aggregate demand and aggregate supply. The
above analysis totally ignores aggregate supply and, as such, is completely off
the mark. An increase in tax receipts matched by an equal increase in rebates
and transfer payments will unambiguously reduce output and output growth.
The bigger the tax increase cum rebate, the greater will be the fall in both output
and employment.

To see this point clearly, imagine an increase in U.S. taxes of over $1 trillion,
matched by an equal rebate right up to the point where workers and producers
receive nothing for their work effort, and nonworkers and nonproducers receive
everything. Output will fall to zero. While the example is extreme in most
instances, the point is clear. Taxes matched by spending reduce output. The
Administration's energy package, if put into effect, would raise taxes by an
enormous amount annually, and would rebate the proceeds. It would result in
an enormous loss in incomes in the country and an enormous loss in employment.
Surely at this stage in our history this is not what is needed.

Therefore, if the National Energy Plan as proposed were to become law, it
would retard the level of output and economic growth. While it's effect would
be to reduce net imports of both oil and automobiles, the package would simul-
taneously increase net imports, or reduce net exports, of other products.

The program would add substantially to red tape, filing, and information re-
quirements on energy-related firms, while adding little to their domestic pro-
duction incentives. The major effects of the program will be to discourage energy
consumption and production in general.

It is hard to imagine just what groups will benefit from the program. The
substantial taxes on gasoline, automobiles, energy production and energy enn-
sumption will swamp any benefits conceivable from the rebates. Regionally,
Texas, California, and other energy producing areas, as well as car producing
centers such as Michigan, Ohio, etc., will be the most damaged.

The rebate aspect of the package has recently shown itself to be an unviable
political option as the weak support in the House and, later, the lack of support
in the Senate. demonstrated.

Here are four key economic aspects of President Carter's proposals:

TAXES

The proposals include a number of significant increases In taxes:
(i) On gasoline alone, standby authority Is requested to start taxing an addi-

tional 5 cents per gallon as of January 15, 1978, and rising to 50 cents per gallon
by 1985.

(ii) Automobiles deemed energy-inefficient by their gas mileage will, starting
with the 1978 model line, be taxed up to a maximum of $449. This tax will be
Increased through the 1985 model line, Where the maximum tax will be $2,488.
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(iii) Domestically produced crude oil will continue indefinitely to be sub-
jected to price ceilings. In addition, three yearly tax increases will be imposed
on well-head production until the ceiling price plus tax equals the world price,
currently $13.50 per barrel. In the case of old oil, the three-stage tax increase
would amount to $8.25 per barrel.

(iv) The ceiling price on natural gas sold in interstate markets would be
raised to $1.75 per 1000 cubic feet from the current $1.45 price. Horwever, intra-
state natural gas, which previously was uncontrolled, will now be subject to the
price ceiling.

(v) Industrial companies will be taxed at increasing rates on their usage of
natural gas. This tax would, under present conditions, start in 1979 at 30 cents
ijer 1000 cubic feet, and rise to $1.10 by 1985. The utility tax on the use of
natural gas would commence in, 1983, until by 1988 it equalized the energy cost
between natural gas and distillate oil. Industrial users of petroleum would be
taxed at 90 cents per barrel in 1979, and this would rise to $3.00 per barrel. by
19SS. Utilities that used petroleum would have a flat tax of $1.50 per barrel,
beginning in 1983.

(vi) Aviation fuel taxes would be raised 4 cents per gallon, and the rebate of
2 cents per gallon on motorboat fuel would be removed. Efficiency targets on
appliances would be made mandatory. The U.S. stockpile of oil would be increased
500 million barrels to 1 billion barrels. Detailed accounting requirements on the
energy companies would be imposed and antitrust would be more actively
l)ursued.

However one figures it, the program adds up to a massive increase in overall
taxes. Estimates of the ultimate revenue from these tax increases range well
over $100 billion per year. When one compares these numbers with the total cost
of the Viet Nam war, over a six-year period of, say, $100 billion, one obtains the
proper perspective of the proposal's magnitude. As such, the discrepancy between
market values and the amounts workers and producers receive would increase
dramatically. If ever enacted, this would constitute an enormous increase in the
wedge and would lead to sharply curtailed production in the market place.
Growth rates would be greatly reduced.

While many of us intuitively think of production distortions in terms of fac-
tories. machines, or capital equipment, the effect on individual worker's incen-
tives to work could easily be quite consequential. At an additional tax of 50 cents
per gallon, a family that drives 20,000 miles per year in a car that gets 20 miles
per gallon, would have an effective reduction in its income of $500. This figure
(loes not even consider the higher price of the car or the plethora of other taxes
and their effect on prices. There is a precise equivalence between product taxes
and factor taxes. As such, President Carter's program is equivalent to increased
income taxes across a broad range of factors from workers, land, on to capital
investment itself.

To illustrate the correspondence between product taxes and factor taxes,
imagine a person who earns $10,000 gross per year. If he pays a flat 50 percent
income tax rate on his earnings, he will be left with $5,000 to spend. If, on the
other hand, there is a 50 percent tax on the full sales price of all products, he'll
lie alble to spend $10,000, hut the prices of everything will be doubled. In both
instances, his aftertax real income Is the same. While the exact associations
become far more complicated where we include many products and a multitude
of factors, the correspondence principle here remains valid.

TRANSFER PAYMENTS

The Administration's program also includes a substantial increase in either
explicit or implicit spending:

(i) All gasoline taxes and crude oil production taxes will be rebated through
the tax system (as credits), and to nontaxpayers. These rebates, in part, will be
bin sod toward homeheating oil users.

(ii) Automobiles attaining a specified degree of fuel efficiency will be eligible
for rebates un to $473 maximum for 1978 model cars, and increasing over time
to $4fl3 for 1985 model cars.

(iii) Firms purchasing equipment to generate electricity would receive a 10
percent tax credit on the purchase price.
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(iv) Homeowners would receive a tax credit not to exceed $2,000 for invest-ment in solar equipment. Businesses would receive a 10 percent tax credit on
solar equipment.

Virtually all of the revenues from the increased taxes would go toward in-creased government spending, thus mitigating any chances of offsetting tax re-ductions or reduced national debt. This part of the Carter program merelyconsummates the additions to the overall tax wedge. Whereas tax increases inone area, resulting In tax reductions elsewhere, may lead to expanded output,tax increases matched by transfer spending increases will only reduce outputand output growth. Overall, the fundamental form of taxation is government
spending irrespective of financing technique used.

TARIFF AND TRADE

In his proposal to tax the purchase price of low-gas efficieny cars and giverebates to high-gas efficiency cars, there was an explicit exclusion of non-American and non-Canadian made cars. The actual treatment of these foreigncars is to be determined by direct negotiation. This differential treatment offoreign versus domestic made cars is equivalent to a tariff on foreign made
automobiles. Imports of automobiles will be retarded.

The tax increase and rebate aspects of the energy program will also havetwo effects that will impact on international trade. First, the tax increaseswill thwart domestic consumption of energy relative to domestic production.Energy imports should fall. Second, the general increases in taxes and trans-fers will restrict the overall domestic supply of output. Such a.supply shift willtend to increase total Imports relative to exports. Therefore, the U.S. trade
balance will be adversely impacted by the program.With a deteriorating trade balance combined with reduced net imports ofboth energy and automobiles, there should be an increase in the net imports,or a reduction in the net exports of other products. These changes should bemore than sufficient to offset any Improvements in the energy and automobile
accounts.

TAX INCIDENCE AND TOTAL REVENUE

While the precise incidence of the President's heightened tax and spendingprograms are not known, it is clear they do increase the progressivity of thefederal government's impact on the economy. The Increased taxes on big cars,the numerous business taxes, the specific limitations on tax credits, the overallbias against energy usage (assumed by most economists as a "luxury" good),and the egalitarian tendency of the rebates, unambiguously raises the incidenceof the tax structure on upper income groups relative to middle and lower in-come groups. All groups, nonetheless, will experience an increased incidence,albeit greater for upper Income groups. Whatever one's perception of the fairnessor equity value of such a move, such a redistribution of the tax incidence will
lower output even further.

Often it is the case that the incidence of a tax is very different from the bur-den of a tax. Raising tax rates on upper income and wealthy people may actu-ally have the effect of lowering the after-tax incomes of the poor and workingclass people. Given the level of spending in New York City. if the City were totax all incomes over $100,000 per year at a 100 percent tax rate, it is clearthat they would get next to nothing in revenues. Those people with incomes inexcess of $100,000 per year would either move, or find ways to not report theexcess. Given the need to finance the spending, taxes, either explicit or implicit,on lower incomes, would have to rise. Therefore, by lowering tax rates onupper income groups, the burden of the tax on lower income groups may actuallyle reduced. I believe we are will within this range at present. An y increasein the progressive incidence of taxation actually places a heavier burden on the
poor and low-income people.It Is not only conceivable but quite possible, that the entire program will,when combined with existing taxes and spending programs, lead to reducedoverall revenue and markedly higher spending. Deficits will most likely beincreased as a result of the overall program. When one thinks that reductionsin output lend to a reduction in other tax receipts, increased spending on suchprograms as unemployment compensation, Social Security, etc., it is hard toimagine anything other than expanded federal deficits. The increased burden onour State and local governments could be substantial.
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OTHER CONSIDERATIONS

As a final analytic point on the overall effects of President Carter's energy
package, it would tend to strengthen the OPEC oil cartel. A major influence
leading to the historical dissolution of cartels has been the market responses to
abnormal pricing structures. If a cartel sets its price too high not only will
consumption tend to fall, but also producers will invariably face supply prices
that are highly profitable on the margin. These production "Incentives" entice
suppliers to either violate the cartel quantity restrictions or induce new producers
to enter production.

The recent energy proposal virtually eliminates the producers' incentives to
break down the cartel. As the formulae go, increases in the world price of oil
will be matched one for one by increases in the tax on oil production. Thus, in
the event of a price increase in world markets, U.S. producers of oil will not
receive any higher prices. There will not be any added incentives to produce.
This avenue of offset to any OPEC oil price increase will be closed by explicit
government policy.

As a final point, I would add that virtually every objective of the Adminis-
tration's proposal would be better served by the immediate decontrol of energy
with a standby excess profits tax authority over a two-year horizon.

Senator HumPttREY. Mfr. Thurow will be our next witness.

STATEMENT OF LESTER C. THUROW, PROFESSOR OF ECONOMICS
AND MANAGEMENT, MASSACHUSETTS INSTITUTE OF TECH-
NOLOGY

M-r. THiUROW. Senator. your staff asked me if I would comment on a
sligzhtly different set of topics.

If the President's program were to go through as announced, what
would be the distributional aspects of, the program? Whose income
would go down and by how much?

If you analyze the direct household consumption of energy in
1976, it indicates that direct energy consumption is highly regres-
sive. As a proportion of before-tax incomes, energy consumption falls
dramatically as incomes rise; and you can see that in table 1 of my
prepared statement.

The poorest 10 percent of all households, any household with an
income less than approximately $3,000 per year. spend 20.2 percent of
their budget on home energy consumption and almost 10 percent of
their budget on gasoline. As a consequence, almost 30 percent of their
entire budget goes to paying for energy.

In contrast, if you look at the richest 10 percent of all households,
which are households which have an income above $30,000 per year,
this group spends only 2 percent of their income on home energy con-
sumption and only 2.2 percent on gasoline and oil for a total energy
consumption of a little over 4 percent of their income. As a result, any
increase in the price of energy will cause a reduction in real living
standards that is seven times as large for the poorest decile as it is for
the richest decile. A 50-percent increase in the price of energy would,
for example, lower real living standards 14.9 percent for the poorest
decile and only 2.1 percent for the richest decile.

The average American household spends 3.8 percent of its income
on home energy consumption and 3.6 percent of its income on gasoline
consunmption, for total energy consumption of 7.4 percent. Thus, a
50-percent increase in the price of energy would reduce its real living
standard by 3.7 percent.
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The data in table 2 of my prepared statement show the same break-
down by region of the country. Home energy consumption varies from
4.5 percent of household income in the Northeast to 2.3 percent of
household income in the West. Gasoline consumption varies from 4.0
percent of household income in the South to 3.3 percent of household
incomes in the Northeast.

Overall. direct household energy consumption ranges from 8.9 per-
cent in the Northeast to 6.0 percent in the West. Somewhat surpris-
ingly because the South consumes a lot of gasoline, uses air-condition-
ing extensively, and has a lower average income level than the rest of
the country, the South is not a low energy region. Relative to its in-
come, it consumes more energy than both the and North Central re-
giOllS of the country. As a result, a 50-percent increase in the price of
energy would cut real living standards of living by 4.5 percent in the
Northeast, 3.5 percent in the North Central, 4.0 percent in the South
and 3.0 percent in the West.

According to the estimates of "Data Research", the President's
energy proposals, shown in table 3 of my prepared statement,, would
raise gasoline prices by .57 percent from 1976 to 1980. Such an increase
would cut the real standard of living of the poorest decile by 5.5 per-
cent, the real standard of living of the richest decile by 1.3 percent,
and the real standard of living of the average American by 2.1 per-
cent.

The effects that flow through home energy consumption will depend
upon what fuel is being used. From 1976 to 1980, electricity is sched-
uled to rise by 31 percent-7 percent per year-residential natural
gas by 36 percent-S percent per year-and home heating oil by 49
percent-10.5 percent per year.

What will happen to the individual consumer will depend upon
what he uses to heat his home with and what his public utility uses to
generate electricity. If we assume that this averages to a 40-percent
price hike for home energy, then the poorest decile will find its real
standard of living cut by 8.1 percent, the richest by 0.8 percent, and the
average American will find his real standard of living cut by 1.5
percent.

Given a 57-percent increase in gasoline prices aid a 40-percent in-
crease in home energy prices, the overall cuts in standards of living
will range from 13.6 percent for the poorest decile to 2.1 percent for
the richest decile, with an average cutof 3.6 percent.

In addition to direct purchases of energy, households also purchase
energy indirectly in everything that they buy. Based on updated 1967
input-output data. table 4 of my prepared statement indicates the
total energy requirements that are necessary to deliver one dollar's
worth of product in a few selected areas.

Since consumption falls as a percentage of income as incomes rise,
and since an increase in the price of energy is equivalent to a propor-
tional tax on consumption, the indirect price effects are also more se-
vere on low-income individuals. An industrial energy price hike of 80
percent lowers average real incomes by 2.5 percent, the income of the
poorest 10 percent by 4.3 percent, and the income of the richest 10
pereent by 1 percent.

If this average indirect real income reduction of 2.5 percent is com-
bined with the average direct real income cut of 3.6 percent, then the
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average household will find its real income cut by 6.1 percent overall.
The poorest 10 percent finds their real incomes reduced 17.9 percent
and the richest 10 percent finds their real incomes reduced 3.1 percent.

Since the growth of real standards of living is determined by the
rate of growth of productivity, real family incomes could be expected
to grow about 3 percent per year in the next 4 years. As a result, about
half of the expected growth in real incomes over the next 4 years will
be offset by higher energy prices for a family with an average income
that derives none of its income from the energy industry.

Since higher energy prices are merely a transfer of income as far.
as the economy as a whole is concerned, the real income of the average
family-including families that receive income from the energy in-
dustry-would not be affected. This is only true to the extent that the
higher prices are not paid to foreigners.

Given a 3-percent growth in real incomes, a household in the richest
decile with no energy sources of income offsets its losses in 1 year. In
contrast, a household in the poorest decile requires almost 6 years of
normal income growth to regain 1976 real standards of living. Upper
income families are also much more likely to own energy resources and
thus to counterbalance consumption price increases with energy in-
come increases.

NEEDED-A RECYCLING OF ENERGY PRICE INCREASES

The energy area is a classic test case of -whether we can combine
the efficiencies of market price incentives while maintaining some
degree of equity in the division of sacrifices. To lower demands for
energy efficiently. consumers need to be faced with the full costs of
energy. Yet a policy which proposes to alleviate the energy problem
by cutting the real incomes of the poorest 10 percent of the population
by 18 percent and the richest 10 percent by 3 percent would hardly
seem an equitable sharing of sacrifices.

If we are looking at a family that gets no income from energy-
related industries, the average American family will devote 2 years
out of everv 4 to offsetting the price of energy. the richest percent
will devote i year out of 4 to offset the growth, and the poorest percent
-will have to spend the next 6 years recouping their position from the
President's energy proposals.

If you look at these cuts, it seems to me thev indicate that the
whole question of recycling revenue is not a trivial one that can be
ignored; If you are talking about cutting real incomes at the bottom
bv 18 percent and real incomes at the top bv 3 percent, there is a
Government responsibility to have some kind of safety net at the
bottom.

There are a variety of techniques for doing that. Some people
have suggested reconstituting food stamps as necessity stamps and
allowing households to buy energv with them. Other people have
called for vanishing energy tax credits and others call for the lifeline
concept where you buy energy at some low cost and energy above
thet]level is at full cost.

Each of these nroposals has merits and demerits. but the vanishing
energy tax credit -would seem to be the most efficient method for
income recycling. The lifeline concept should probably be ruled out
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on the grounds that any income supplement should be embedded inthe Government's budget rather than hidden in a below-market pricesubsidy in the private economy.
Given the difficulties and time lags in welfare reform, an augmented"necessity stamp" would probably be too time consuming to imple-ment. The only real problem with a tax credit is getting the creditto those families whose incomes are so lowv that they do not bother tofile an income tax form. I suspect, however, that if a little publicitywas given to the fact that a tax rebate check was there waiting formost low-income families, these families would quickly learn to filean income tax form.
If a vanishing energy tax credit were adopted, at what level shouldit be set and where should it vanish? Basically this is a question towhich there are no economic answers. It depends upon your judgmentas to what extent low-income households should be asked to sacrifice.One possibility would be to design a credit so that no income classis asked to make a sacrifice larger than that made by the averageAmerican family. This would mean that the credit would vanish atthe median income and be set to.keep any family's real income reduc-tions from exceeding 6.1 percent.
Thank you.
Senator HUMPHREEY. WowV ! [Laughter.]
That is tremendous testimony. It will take a dav or so for me toread that over again.
Thank you, Mr. Thurow.
[The prepared statement of Mr. Thurow follows:]

PREPARED STATEMENT oF LESTER C. THUROW
DISTRIBUTIONAL IMPACTS OF CARTER ENERGY PROPOSALS

Analysis of direct household consumption of energy for 1976 indicates thatdirect energy consumption is highly regressive. As a proportion of before-taxincomes, energy consumption falls dramatically as incomes rise. (See Table 1.)The poorest 10 percent of all households (a household with an income less thanapproximately $3,000 per year) spend 20.2 percent of their budget on home energyconsumption and 9.6 percent of their budget on gasoline. As a consequence, almost30 percent of their budget goes to paying for energy. Tn contrast, the richest 10percent of all households (a household with an income above approximately$30,000 per year) spend only 2.0 percent of their income on home energy con-sumption and 2.2 percent of their income on gasoline, for total energy consump-tion of 4.2 percent of their income.

TABLE 1.-DIRECT 1976 HOUSEHOLD ENERGY CONSUMPTION AS A PERCENTAGE OF BEFORE-TAX INCOME

Home energy GasolineDecile consumption consumption Total

1ds2t .
20. 2 9. 6 29.82d 
10.4 5.8 16.24th - -------------------- ------------------------------- 7.4 5.6 13.05th 
5.6 4. 2 10.87th -39-----------------45-------- ------------ 4 7 4.8 9.57 th ---- -- -- -- -- -- -- -- -- ---- -- ------ -------- -- -- ---- -- - --- 3 .9 3 .5 7 77th - -- 3 3.7 7.9th 
.-- - '3.0 3.1 6.1loth ----- -- -------------- ---------------------- ---- ------------ -2.0 2.2 4.2

Total -3.8 
3.6 7. 4
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TABLE 2.-DIRECT HOUSEHOLD ENERGY CONSUMPTION BY REGION-1976

ln percentE

Home
energy Gasoline

Region consumption consumption Total

Northeast- 4.5 3.3 8.9
North central --------------------------- 3.3 3.7 7.
South ------------- ---- 19 4.0 7.9
West ---------------------------- 2.3 3.7 6.0

Note: Estemated from national income and product account totals for 1976 and household data from "Consumer Expendi-
ture Survey Series: Diary Survey, 1973," USDL report 448-2.

As a result, any increase in the price of energy will cause a reduction in real
living standards that is T times as large for the poorest decile as it is for the
riches decile. A 50 percent increase in the price of energy would, for example,
lower real living standards 14.9 percent for the poorest decile and only 2.1 per-
cent for the richest decile.

The average American household spends 3.8 percent of its income on home
energy consumption and 3.6 percent of its income on gasoline consumption, for
total energy consumption of 7.4 percent. Thus, a 50 percent increase in the price
of energy would reduce its real living standard by 3.7 percent.

The data in Table 2 shows the same breakdown by region of the country. Home
energy consumption varies from 4.5 percent of household income in the Northeast
to 2.3 percent of household income in the West. Gasoline consumption varies from
4.0 percent of household income in the South to 3.3 percent of household income
in the Northeast. Overall, direct household energy consumption ranges from 8.9
percent in the Northeast to 6.0 percent in the West. Because the South consumes
a lot of gasoline, uses air conditioning extensively, and has a lower average in-

come level than the rest of the country, the South is not a low energy using
region. Relative to its income, it consumes more energy than both the West and
Northeentral regions of the country. As a result, a 50 percent increase in the price
of energy would cut real standards of living by 4.5 percent in the Northeast, 3.5

percent in the Northeentral, 4.0 percent in the South, and 3.0 percent in the West.
According to the estimates of Data Resources, the President's energy proposals

(see Table 3) would raise gasoline prices by 57 percent from 1976 to 1980. Such
an increase would cut the real standard of living of the poorest decile by 5.5

percent, the real standard of living of the richest decile by 1.3 percent, and the
real standard of living of the average American by 2.1 percent.

TABLE 3.-ANNUAL PERCENT CHANGES IN ENERGY PRICES-DRI ESTIMATES

1976-40 198D-85 1985-90

Oil:
Average domestic crude -12.9 6.9 7.1
Residual fuel -16.1 7.9 6.4
Distillate fuel -10.5 6.2 6. 5
Gasoline -12.0 9.1 5. 7

Natural gas:
Interstate contract -13.2 13.4 8.4
Average residential -8.4 10.1 7.0
Aveage industrial -24.4 10.8 8.1

Contract coal price -7.1 5.8 4.9
Average residential electricity -6.9 4.4 4.1

Source: "The Data Resources Review," May 1977, p. 1.10.

The effects that flow through home energy consumption will depend upon what
fuel is being used. From 1976 to 1980, electricity is scheduled to rise by 31 per-

cent (7 percent per year), residential natural gas by 36 percent (8 percent per
year), and home heating oil by 49 percent (10.5 percent per year). What will
happen to the individual consumer will depend upon what he uses to heat his
home with and what his public utility uses to generate electricity. If we assume
that this averages out to a 40 percent price hike for home energy, then the
poorest decile will find its real standard of living cut by 8.1 percent, the richest
decile will find its real standard of living cut by 0.8 percent, and the average
American will find his real standard of living cut by 1.5 percent.
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Given a 57 percent increase in gasoline prices and a 40 percent increase in
home energy prices, the overall cuts in standards of living will range from 13.G
percent for the poorest decile to 2.1 percent for the richest decile, with an aver-
age cut of 3.6 percent.

Based on the average regional consumption of energy, a 57 percent increase in
gasoline prices and a 40 percent increase in home energy prices results -i a
3.7 percent cut in real incomes In the Northeast, a 3.4 percent cut in the North-
central, a 3.9 percent cut in the South, and a 3.0 percent cut in the West.

In addition to direct purchases of energy, households also purchase energy
indirectly in everything that they buy. Based on updated 1967 input-output data,
Table 4 indicates the total energy requirements that are necessary to deliver
one dollar's worth of product in a few selected areas. Each $1 worth of food, for
example, contains 2.52 cents worth of energy, while each $1 worth of footwear
contains 1.46 cents worth of energy. If industrial energy prices rise 82 percent.
and the average product embodies 3.0 cents worth of energy per dollar of final
demand, real standards of living would fall by 2.5 percent through this indirect
effect.

Since consumption falls as a percentage of income as incomes rise, and since
an increase in the price of energy is equivalent to a proportional tax on con-
sumption, the indirect price effects are also more severe on low income indivi-
duals. An industrial energy price hike that lowers average real incomes by 2..5
percent would lower the income of the poorest 10 percent by 4.3 percent and the
income of the richest 10 percent by 1.0 percent.

TABLE 4.-Total energy requirement (direct and indirect) per dollar of delivery
to final (lemand

New construction- -_____----___________--_____--_--_---__-_____3.15
Food and kindred products- -_ _ ----------- 2: 62
Apparel ------ __________ I------------------------ 1. 83
Household' furniture-_ __________-------------------------------- . sS
Plastics and synthetic materials ____ ____ __ --------- 6.91
Footwear and leather products -------------------------. ------------ 1. 46
Household appliances_ _ _____ _ -_------------------9---------- 2. 28
Motor vehicles and equipment --------------------------------------- 2. 20
Hotels, personal, and repair services except autos… ____-_______'-___ 2.16
Amusements, -_______-__-__________________________________________ 1.18
Medical, educational services, and nonprofits---------------------------1. C.
Federal Government-_ ------- _3. 41
State and local government ___ _ _7__-_--_-___ ---' _ _ _ 97

Source: Survey of Current Business, February 1974, pp. 50-55; 1967 input-output
data updated to 1970 prices.

If this average indirect real income'reduction of 2.5 percent is combined with
the average direct real income cut of 3.6 percent, then the average household
will find its real income cut by 6.1 percent bverall. The poorest 10 percent finds
their real incomes reduced 17.9 percent and the richest 10 percent finds their
real incomes reduced 3.1 percent.

Since the growth of real standards of living is determined by the rate of growth
of productivity, real family incomes could be expected to grow about 3 percent
per year in the next 4 years. As a result, about half of the expected growth in
real incomes over the next 4 years will be offset by higher energy prices for a
family with an average income that derives none of its income from the energy.
industry. Since higher energy prices are merely a transfer of income as far as
the economy as a whole is concerned. the real income of the average family (in-
cluding families that receive Income from the energy industry) would not be
affected. (This is only true to the extent that the higher prices are not paid to
foreigners.) - -

Given a 3 percent growth in real incomes, a household in the richest decile
with no energy sources of Income offsets its- losses in ofie year. In contrast. a
household in the poorest decile requires almost 6 years of normal income growth
to return to 1976 real standards of living. Upper income families are also much
more likely to own energy resources and thus to counter. balance consumption
price increases with energy income increases.
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NEEDED: A RECYCLING OF ENERGY PRICE INCREASES

The energy area is a classic test case of whether we can combine the efficiencies
of market price incentives while maintaining some degree of equity in the division
of sacrifices. To lower demands for energy efficiently, consumers need to be
faced' with the full costs of energy. Yet a policy which proposes to alleviate the
energy problem by cutting the real incomes of the poorest 10 percent of the
population by 18 percent while cutting the real incomes of the richest 10 per-
cent of the population by 3 percent would hardly seem an equitable sharing
of sacrifices. To reduce demands while fairly sharing sacrifices, some portion
of the revenue generated by the price hikes needs ito' e recycled to the lowest
income groups..There are a-variety of techniques for carrying out such a re-
cycling.

One possibility would be to reconstitute food stamps as "necessity stamps"
and.allow them to be used to purchase food, energy, and perhaps housing. Some
part of the extra energy revenues would be diverted to the new necessity stamps
and benefit levels couldbe raised accordingly.

Another possibility would be to introduce a "vanishing energy tax credit" into
the income tax. This credit would be set so as to offset the real income effects
for the lowest income groups and then gradually fall to zero at whatever income
level was desired. Those in the income classes between the full offset and the
zero point would find part of their reaiincome cuts offset by, a tax credit.

Yet a third option is the "lifeline" concept often talked about in the case of
electricity. Every family would be -issued some minimum allotment of energy
coupons that would entitle them to buy enough energy to survive at some fixed
below-market price. Any energy consumption above this minimum would be
priced at market or above market rates to discourage consumption.

Each of these three proposals has merits ,and demerits, but the vanishing
energy tax credit would seem to be the most efficient method for income recycling.
The lifeline concept should probably be ruled out on the grounds that any income
supplement should be embedded in the government's budget rather than hidden
in.a below-market price subsidy in the private economy. Given the difficulties and
time lags in welfare reform, an augmented "necessity stamp" would probably
be too time consuming to implement. 'The only real problem with a tax credit is
getting the credit to -those families whose incomes are so low that they do not
bother to file an income tax form. I suspect, however, that if a little publicity
was given to the fact that a tax rebate check was there waiting for most low
income families, these families would quickly learn to file an income tax form.

Any recycling of energy revenues has two additional economic effects that
must be. considered. Some of the revenue that is returned to low income families
will be spent on .energy, and thus the energy cut-backs will not je as large as
anticipated.'To offset this effect energy price increases would have to be slightly
higher than'had otherwise been programmed. Secondly, to the extent that energy
revenue is recycled, producer incentives are reduced. This objection -is partially
met in the Carter.energy proposals by allowing marginal (new) sources of energy
to be sold at market prices while holding old sources pof energy below market
prices. In the short-run extra production incentives are also not as important as
they are in the long-run. Given the very sharp increases in the prices of old
energy, producers have had a very sharp increase In -their Incentives to produce
energy. This is clearly seen in the ppoflts of energy companies. As a result, -in the
short-run increases in the supplies of energy are more dominated .by inevitable
time lags in bringing production on-line rather than in any lack of incentives.
Extra production incentives above -those now being offered would probably have
very little impact on the pace of new energy production. Thus, recycling could
probably occur with very little Impact on production incentives for a number
of years.

'If a vanishing energy tax credit were adopted, at what level should it be set
and where should it vanish? Basically this Is a question to which there are no
economic answers. It depends-upon your judgment asto what extent low income
households should be asked to sacrifice. One possibility would be to design a credit
so that no income class is asked to make a sacrifice larger than that made by the
average American family. This would mean that the credit would vanish at the
median income and be set to-keep any-familyp real income reductions from' exceed-
ing 6.1 percent.

Senator HuMpRmmy. Mr. -Okun, we welcome you. Thank you for
coming to us this morning. Please proceed.
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STATEMENT OF ARTHUR M. OKUN, SENIOR FELLOW, THE
BROOKINGS INSTITUTION

Mr. OiiuN. Thank you, Senator.
I have spoken out on many occasions on the issue of inflation and

energy taxes, and I have been informed by your staff of your interest
in my views on this issue. I appreciate that. I will devote the main p-art
of my oral statement to that particular problem and to my particular
proposal for dealing with it.

I would like to say at the outset that I think the President deserves
our appreciation for facing up to the energy problem and for offering
a program that would ultimately curtail oil imports and thereby pro-
vide good insurance against a major energy disaster in the 1980's such
as might well stem if we don't act from enormous disruptive further
increases in oil prices.

As I look at the program, I think it avoids serious side effects in two
major areas by achieving reasonable fiscal neutrality, enough so that
you need not be concerned about that, and basically by achieving dis-
tributional equity through the per capita tax credit that would be
applied. That is an extremely progressive tax reduction which would
go a long part of the way to offset the regressivity of energy taxes. It
is also important in looking at the distribution to recognize that the
high energy consumers are the ones who have the most to lose from
major OPEC price increases; and if this program buys them good
insurance, they will receive more benefit thereby.

I do feel the program has one major correctable deficiency; namely,
that it doesn't pay enough attention to energy supplies rather em-
phasizing energy conservation with no parallel stress on production. I
would be happy to get into any of these issues in the questioning, but
I do want to turn to my concern about the. inflation aspect of the pro-
gram.

The conservation side of the program is mainly an effort to raise
the relative price of energy.'It doe'sn't lower other prices and, there.
fore, exerts an inflationary effect on the economy. The main technique
of recycling price-raising energy taxes involved cutting income taxes
that would restore .real purchasing 'power, but. would not neuralize
the inflation impact. Such energy tax inflation is genuine inflation. It
is not an optical illusion. It reduces. the value of any dollar saved in
the past or pledged in the future.

Beyond the initial rise in the Consumer Price Index, such energy
taxes will exert further inflationary effects by raising wages and other
costs that are linked to the cost of living. Estimates of the full infla-
tion impacts are extremely precarious, and the administration econo-
mists, using about a half of 1 percent a year and Mr. Eckstein's seven-
tenths of 1 percent a year, tell me it is close enough that that is the right
ball park.

I regard inflation as the most serious adverse consequence of the
program. Inflation is the most important economic problem today in
the minds of a majority of this Nation. That comes up again and
again. The political process in our democracy has been and will con-
tinue to be responsive to that judgment of the majority. It has been
responsive in a'terribly inefficient way, tolerating an extremely high
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level of unemployment, a huge waste of potential production, and a
vast loss of real income in recent years because of the fear of inflation.

We have shied away from proven policies to create jobs and induce
investment and consumption for fear of added inflation. Most re-
cently, the proposed $50 tax rebate was a casualty of our inflation wor-
ries, even though systematic statistical analyses suggested that it would
add no more than a temporary 0.1 or 0.2 percentage points to the
inflation rate.

It is fair to predict that our current recovery in output and em-
ployment will be halted at some date in the future when the makers
of fiscal and monetary policy see inflationary hazards that lead them
to apply the brakes. An extra half-point or so of inflation from en-
ergy will make that day come sooner and at a higher unemployment
rate. In short, the idea that the Nation will simply tolerate a little
more inflation and maintain an unaltered growth seems extreme to
me. For one thing that would require the Federal Reserve to finance
a higher path of nominal GNP with no higher interest rates.. That is
not a good forecast of monetary policy and I submit that that would
not be a good monetary policy.

My own realistic guess is that the loss of output might be crudely
about $50 billion over the next 8 years. I believe there is another and
perhaps even more significant multiplier effect of energy tax inflation.
Surely the willingness of the President and the Congress to accept an
added half-point of inflation per year would weaken the credibility
of the Federal Government in seeking restraint from private price
and wage decisionmakers and in maintaining anti-inflationary dis-
cipline in other critical Government decisions, including the mini-
mum wage, international trade policies, farm price supports, and curbs
on hospital costs.

None of these is an argument against energy taxes. Indeed, doing
nothing could be far more inflationary if it triggers large OPEC price
increases. But they do make a strong case for recycling the revenues
from energy taxes in an inflation-neutralizing manner. The inflation
can-be avoided.

I believe that Federal financing of cuts in State and local sales taxes
would be the best inflation-heutralizing method. Reductions in sales
taxes would hold down the cost of living-offsetting the rise caused
by higher energy taxes-and thus restore the purchasing power of
the American people by maintaining the value of their dollars rather
than by giving them more dollars of reduced value.

Instead of enacting a per capita credit on income taxes-and other
payments-amounting to $50, for example, the Congress would es-
tablish a Federal grant fund that would pay any Governor or mayor
the full annual revenue cost up to $50, or whatever the ceiling is, ner
capita of any newly enacted reduction in sales taxes in his iTrisdic-
tion. A narrowing of the tax base-for example, elimination of food-
as well'as a cut in the tax rate would qualify for grant funds.

The State would be committed for oiily a year at a time. and it would
continue to earn Federal payments so long as sales taxes remained
below their levels of some base date like June 1. 1977. As the size of
the Federal fund increased with- the phasing in of energy taxes, the
per capita ceiling would be raised, permitting Federal financing of
further reductions in the rates of sales taxes.
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Obviously, sales taxes* would continue to differ among States and
cities. But they would be lower than they are today in every juris-
diction that accepted the extremely attractive Federal offer.

In addition to its principal anti-inflationary benefit, which is the real
benefit of it, the sales tax proposal has two other significant advan-
tages. First, it avoids the inequity of "double indemnity" for people
who now have effective cost-6f-living protection on their incomes, a
large group that includes social security beneficiaries and Federal re-
tirees as well as workers and executives with COLA provisions. Those
people would automatically be indemnified for extra energy taxes, since
those taxes would raise the cost of living and, hence, trigger, automati-
cally, increases in their money incomes.

The per capita income tax credit would indemnify them a second
time for the inflation costs while, by the same token, given inadequate
protection to those people who have no cost-of-living protection on
their incomes and who would be paying higher prices for products
made by people with cost-of-living escalators. It is striking that the ad-
ministration estimates show a cumulative Federal budgetary cost to
1985 of $11.5 billion-even assuming no triggering of the gasoline
taxes-for Uncle Sam's share of those redundant "double indemnity"
payments. By eliminating the initial impact on the cost of living, the
sales tax reduction strategy would avoid the added expense. leaving the
money for a greater sales tax reduction, and would eliminate the
inequity.

I think it is also significant that the sales tax reductions would be
more readily identifiable as genuine additional tax cuts over the long
run. People are and have good reason to be skeptical whether the per
capital income tax credit would actually result in lower income taxes
than would otherwise be the case over the years. The fact is that Con-
gress will need to make some reductions in income taxes between now
and 1985. regardless of its decisions on energy taxes. There will be no
way to tell in 1985 whether other income tax cuts had been less generous
than otherwise, as a result of the cut made by the per capita credit.

On the other hand, the sales tax reduction would not be mingled
with other Federal tax actions, and would reduce the tax liabilities of
the American taxpayer in a more clearly definable and measurable way.

Since I first espoused this plan 3 years ago, I have heard a variety of
criticisms, as well as bouquets of gratifying support. Let me briefly re-
view some of the complications and drawbacks.

First and most obviously, five States with a combined population of
less than 5 million-2 percent of all Americans, although 10 percent of
all the States-do not have general sales taxes. It would be reasonable
and equitable to allow them to earn the full grant entitlement by cut-
ting other taxes that have some inflationary effects, such as specific ex-
cises, payroll taxes on employers, or residential property taxes.

Second, the program would require any Governor receiving funds
for sales tax reductions to make a "good faith" pledge not to hike other
price-raising taxes that year. Obviously, any State that enacted a host
of new-or higher-specific excises when it cut its general sales tax
should not qualify for the incentive grant funds. This is a complication,
but a manageable one; Obviously no pledge would in any way constrain
increases in direct taxes.
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Third, there is a general concern about complexity, compared with
the per capita income tax credit. I submit that the latter is not nearly
so simple as it appears, if one wishes to insure that all Americans re-
ceive it once and no more than once. Compared to other features of the
energy program like the insulation tax credit, I would insist that my
plan is downright elegant. -

Fourth, some people have noted that the grant payments would be
classified as budget outlays while the per capita income tax credit would
be a subtraction from revenues. Hence the Federal budget would look
bigger under my proposal, but this is sheer cosmetics. The Federal
Government would not be genuinely using any more resources or trans-
ferring any more income in one case than in the other.

Fifth, some Congressmen are concerned that the American people
wvill blame them for higher energy taxes, but credit the Governors for
their reduced sales taxes. I fully respect the instinct of self-preserva-
tion among the Members of Congress, but I have confidence in their
ability to remind their constituents of the true source of the sales tax
cuts.

Senator HtYMPMrEY. We have a limitation now on the number of
newsletters we can send out. [Laughter.]

Mr. OKu-N. Perhaps a special exemption is in order for this one.
I have heard that an opposite political concern is felt by a few

Governors, who see the opportunity to earn the bounty as a burden
rather than a blessing. Apparently some are also concerned about a loss
of flexibility to raise sales taxes in the years ahead. I might say this is a
flexibility this country could live without.

All in all, I believe the incentive plan for sales tax reduction is man-
ageable and equitable as well as effectively anti-inflationary. I might
not, in conclusion, that there are alternative inflation-neutralizing op-
tions for recycling energy tax revenues. They could be used to obviate
the need for higher payroll taxes on employers for financing social se-
curity. The evidence is compelling that such tax increases are passed on
to consumers in higher prices.

Alternatively, they could be used to launch a major employment
subsidy for private firms hiring unemployed workers.

Third, they could be used to subsidize-and thus lower the prices
of-particular basic consumption items like mass transit fares or even
raw food products. In my opinion, these options are less desirable than
the incentive fund for sales tax reduction, but I want to make a "hard
sell" for inflation neutrality rather than for my plan.

When you examine the administration's specific tax-recycling pro-
posal, please ask yourselves: Is this extra inflation necessary?

Thank you.
Senator HUmrIfP EY. Thank you very much, Mr. Okun.
[The prepared statement of Mr. Okun follows:]

PREPARED STATEMENT OF ARTHUR M. OKux

The President deserves our appreciation and congratulations for facing up to
the energy problem and for offering a program that would ultimately curtail
oil imports, and thereby provide good insurance against a major energy disaster
in the 19S0's. While I shall criticize elements of that program in this statement,
I want to emphasize my basic endorsement and support of it. Indeed, the response
of the Congress and the public to that program will be a major test of our. matur-
ity as a nation. If we keep kidding ourselves that the energy shortage is the con-

21-336--78-3



30

trivance of villainous businessmen, if we keep promising to do something about it
next year, if we keep hunting for a perfect and painless remedy, we will be in-
viting enormous, disruptive further increases in oil prices by OPEC in the 1980's.

A well-designed energy program should curtail our dependence on oil imports
and simultaneously minimize the economic and social costs to the nation. The
program deserves high grades for avoiding serious side effects in two major areas
by achieving fiscal neutrality and distributional equity.

FISCAL NEUTRALITY

The administration's program would exert no significant fiscal drag or fiscal
push. I believe that accomplishment is important for two reasons, one political
and one economic. Politically, it should refute any suspicions that energy taxes
will serve as back-door financing for other government programs. Economically,
it forecloses the threat of any disruption that might stem from a sustained sub-
stantial net effect on aggregate demand.

The administration's program is sufficiently neutral to eliminate any and all
worries on that score, although it is far from perfect or precise. Obviously, a zero
effect on the budget deficit from any program is unobtainable, in part because
revenue gains and losses from taxes and credits cannot be estimated with com-
plete accuracy. Moreover, even if a zero deficit effect could be insured, that would
not guarantee against any net effect on aggregate demand. For example, changes
in controls on the price of oil and gas may affect total private spending, while
other provisions may stimulate investment in energy-economizing or may influ-
ence outlays for replacing automobiles. My advice to you is to relax about such
minor issues. Each year in the future, Congress will be taking many actions that
will influence the economy, in light of current information on employment, pro-
duction, and inflation. It will be able to offset any small undesired effects that
stem from the energy program, just as it will have to offset other undesirable
developments. If the program altered the deficit in any fiscal year more than, say,
$3 billion-plus or minus, I could see the desirability of special monitoring. But
surely the safe tolerance range is at least that wide.

DISTRIBUTION

The administration's program avoids any significant adverse effects on income
distribution. The energy taxes will be somewhat regressive, but they will be offset
in part by extremely progressive tax cuts. Here again, the effort to obtain the
best would be the enemy of the good. Some distributional effects on particular
types of households are inevitable. The large family with a station wagon, a big
house in the country, and a long commute without public transportation will lose
some real income, but far less than if, through our passivity, foreign oil mer-
chants get the power to double oil prices.

THE SUPPLY SIDE

A major-but correctable-deficiency of the administration's program is its lack
of attention to energy supplies. It emphasizes energy conservation-holding
down the demand side of energy-with no parallel stress on production-expand-
ing the supply side. Even to a nonexpert on energy production and technology,
the omissions from the program are glaring: the stimulus to coal operates by
increasing coal demand with no special measures to help expand supply; there
is no promotion of shale development; there is no strategy to expedite, rational-
ize, and remove uncertainties about the inevitable decisions involving energy-
environment tradeoffs; there Is no set of incentives or sanctions to ensure that
the capital budgets of large energy producers are focused on investment in U.S.
energy sources rather than being dissipated into conglomerate mergers or new
ventures In OPEC nations; the price incentives to oil and gas producers are con-
trolled indefinitely. Indeed, I can see only two direct incentives to energy pro-
duction and development-an exemption from the minimum tax for independent
drillers and one for geothermal producers; these amount to $128 million in 1985
out of a total program that could potentially exceed $46 billion at that time.

INFLATION

My second criticism of the administration's program is that it is needlessly
inflationary. I have expressed my views on the issue of inflation and energy
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taxes on previous occasions. I have been informed by your staff of your interest:
in my views on this issue; I appreciate that, and I shall devote the rest of my
statement to the inflation problem.

The conservation side of the program is mainly an effort to raise the -relative
price of energy. Because it raises energy prices without lowering other prices, it
exerts a net inflationary effect on the economy. The main technique of "recy-
cling" price-raising energy taxes involves cutting income taxes. That would re-
store real purchasing power but, by all evidence, would not neutralize the infla-
tion impact. The average American would be given enough added take-home pay
to pay the higher energy prices, but his overall cost of living' would be higher.
Such energy-tax inflation is genuine inflation-not an optical illusion. It reduces
the value of any dollar saved in the past or pledged for the future.

Not only will it initially raise the consumer price index, but it will exert
further inflationary effects by raising wages and other costs that are linked to
the cost-of-living. Estimates of the full inflation impacts are extremely precarious.
and the administration economists who had to produce such figures seem to have
done a fine job, although I suspect that their estimates lean to the optimistic
side. Assuming full enactment of the administration program and the triggering
of the gasoline tax, their estimates suggest an addition to inflation of about one-
half of one percent per year between 1977 and 1985.

I would regard that as a significant adverse consequence of' the program. In-
flation is the most important economic problem facing the country today in the.
minds of 50 percent of all respondents to a poll reported in the New York Times
on May 15. (Unemployment was named as public enemy number one by 34 per-
cent.) The political process in our democracy has been and will continue to. be
responsive to that judgment of the majority. It has been responsive in a terribly,
inefficient way, tolerating an extremely high level of unemployment, a huge waste
of potential production, and a vast loss of real income in recent years because of
the fear of inflation. We have shied away from proven policies to create-jobs and
induce investment and consumption for fear of added inflation. Most recently, the
proposed $50 tax rebate was a casualty of our inflation worries, even though
systematic statistical analyses suggested that it would add no more than tempo-
rary 0.1 to 0.2 percentage points to the inflation rate.

It is fair to predict that our current recovery in output and employment will
be halted at some date in the future when the makers of fiscal and monetary
policy see inflationary hazards that lead them to apply the brakes. An extra half
point of inflation from energy will make that day come sooner and at a higher
unemployment rate. In short, the judgment that the nation will simply tolerate
a little more inflation and maintain an unaltered growth path seems extreme to
me. For one thing, it would require the Federal Reserve to finance a higher path
of'GNP in current dollars with no higher interest rates. That is.not a~good fore-
cast of monetary policy, nor would that be' a good monetary' policy, in
my judgment.

At the other extreme would be the assumption that nominal:GNP would.be no
higher than otherwise; I, would estimate that over an eight year' period, that
strategy would cost well over $100 billion of' real output and real income,. meas-
ured in today's prices. A realistic assumption must lie somewhere between: these
two extremes; my' guess of the probable cost in real output might be pegged'
crudely at $50 billion.

I also believe there is another and perhaps even more, significant multiplier
effect of' energy-tax inflation. Surely, the willingness: of the President and the
Congress to accept an added half point of inflation per year, would weaken' the
credibility of the federal government in seeking restraint from private price and
wage decision-makers and in maintaining' anti-inflationary discipline' in other'
critical government decisions; including' the minimum wage; international trade
policies, farm price supports, and curbs on hospital costs.

None of these is an argument against energy taxes. Indeed; doing'nothing~could
be far more inflationary if it triggers large OPEC price increases. But they do
miake a strong case for recycling the revenues from energy taxes in an inflation-
neutralizing manner.

INCENTVE' FUND FOR' SALES TAX': REDUCTION;

I believe-that federal financing-of cuts in state and local sales taxes would b~e
the' best Infation-neutralizing method. Reductions in sales taxes would hold.
down the cost-of-living- (offsetting' the rise caused' by. higher energy taies) and?
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thus restore the purchasing power of the American people by maintaining the
v'alue of their dollars, rather than by giving them more dollars of reduced value.
Instead of enacting a per capita credit on income taxes (and other payments)

amounting to $50 (for example), the Congress would establish a federal grant
fund that would pay any governor (or mayor) the full annual revenue cost up
to $50 per capita of any newly enacted reduction in sales taxes in his jurisdiction.
A narrowing of the tax base (for example, elimination of food) as well as a cut
in the tax rate would qualify for grant funds.

The state would be committed for only a year at a time, and it would continue
to earn federal payments so long as sales taxes remained below their levels of
some base date like June 1. 1977. As the size of the federal fund increased with
the phasing-in of energy taxes, the per-capita ceiling would be raised, permitting
federal financing of further reductions in the rates of sales taxes. Obviously, sales
taxes would continue to differ among states (and cities). But they would be lower
than they are today in every jurisdiction that accepted the extremely attractive
federal offer.

In addition to its principal anti-inflationary benefit, the sales tax proposal has
two other significant advantages. First, it avoids the inequity of "double-indem-
nity" for people who now have effective cost-of-living protection on their incomes,
a large group that includes social security beneficiaries and federal retirees as
well as workers and executives with COLA provisions. Those people would auto-
matically be indemnified for extra energy taxes, since those taxes would raise
the cost-of-living and hence trigger increases in their money incomes. The per
capita income tax credit would identify them a second time for the inflation
costs, while, by the same token, giving inadequate protection to those people who
have no cost-of-living protection on their incomes and who wuld be paying higher
prices for products made by people with cost-of-living escalators. It is striking
that the administration estimates a cumulative federal budgetary cost to 1985
of $11.5 billion (even assuming no triggering of the gasoline taxes) for Uncle
Sam's share of those redundant "double-indemnity" payments. By eliminating
the initial impact on the cost-of-living, the sales tax reduction strategy would
avoid both the added expense and the inequity.

Second, the sales tax reductions would be more readily identifiable as genuine
additional tax cuts over the long run. People have good reason to doubt whether
the per capita income tax credit would actually result in lower incomes taxes
than would otherwise be the case over the years. The fact is that Congress will
need to make some reductions in income taxes between now and 1985, regardless
of its decisions on energy taxes. There will be no way to tell in 1985 whether other
income tax cuts had been less generous than otherwise, as a result of the cut made
by the per capita credit. On the other hand, the sales tax reduction would not be
mingled with other federal tax actions, and would reduce the tax liabilities of
the American taxpayer in a clearly definable and measurable way.

Since I first espoused this plan three years ago, I have heard a variety of
criticisms (as well as bouquets of gratifying support). Let me briefly review
some of the complications and drawbacks that have been called to my attention.

.First and most obviously, five states with a combined population of less than
5 million (2 percent of all Americans) do not have general sales taxes. It would
be reasonable and equitable to allow them to earn the full grant entitlement by
cutting other taxes that have some inflationary effects-such as specific excises,
payroll taxes on employers, or residential property taxes.
* Second, the program would require any governor (or mayor) receiving funds

for sales tax reductions to make a "good faith" pledge not to hike other price-
raising taxes that year. Obviously, any state that enacted a host of new (or
higher) specific excises when it cut its general sales tax should not qualify for
the incentive grant funds. This is a complication but a manageable one. Obvi-
ously, no pledge would in any way constrain increases in direct taxes.

Third, there is a general concern about complexity, compared with the per
capita income tax credit. I submit that the latter is not nearly so simple as it
appears, if one wishes to ensure that all Americans receive it once and no more
than once. Compared to other features of the energy program like the insulation
tax credit, I would insist that my plan is downright elegant.

Fourth, some people have noted that the grant payments would be classified
as budget outlays while the. per capita income tax credit would be a subtraction
from revenues. Hence the federal budget would look bigger under my proposal.
But this is sheer cosmetics. The federal government would not be genuinely
using any-more resources, or transferring any more income in one case than in
the other.



33

Fifth, some congressmen are concerned that the American people will blame
them for higher energy taxes but credit the governors for their reduced sales
taxez. I fully respect the instinct of self-preservation among the members of
Congress, but I have confidence in their ability to remind their constituents of
the true source of the sales tax cuts.

Sixth, I have heard that an opposite political concern is felt by a few gover-
nors, who see the opportunity to earn the bounty as a burden rather than a
blessing. Apparently, some are also concerned about a loss of flexibility to raise
sales taxes in the years ahead.

All in all, I believe the incentive plan for sales-tax reduction is manageable
and equitable as well as effectively anti-inflationary. I might note in conclusion
that there are alternative inflation-neutralizing options for recycling energy tax
revenues. They could be used to obviate the need for higher payroll taxes on em-
ployers for financing social security. (The evidence is compelling that such tax
increases are passed on to consumers in higher prices.) Alternatively, they could
be used to launch a major employment subsidy for private firms hiring unem-
ployed workers. Third, they could be used to subsidize (and thus lower the prices
of) particular basic consumption items like mass transit fares or even raw food
products. In my opinion, these options are less desirable than the incentive fund
for sales-tax reduction. But I want to make a "hard-sell" for inflation-neutrality
rather than for my plan. When you examine the administration's specific tax-
recycling proposal, please ask yourselves: Is this extra inflation necessary !

Senator HUMPHREY. Well, we have had a variety of points of view
here, which indicates only what I have said privately a moment ago to
Senator Javits. The President's energy program, under any circum-
stances, is exceeding complex. It is going'to require a good deal of
time in order to unravel and to make it acceptable to the public and to
the Congress.

I want to say, however, that the leadership in the Senate has placed
the energy program as the highest priority. Mr. Eckstein, you empha-
sized the importance of prompt action. It will have high priority, other
things being set aside, except where the most pressing needs are there
to accommodate the energy program.

Much of the energy program can be enacted rather rapidy. I think
we ought to note that' at this point. 'A good deal of the conservation
features, a goodly number of them, have been passed once before in
either the House or the Senate, regrettably to either vetoes or the fail-
ure of the two Houses to get together. The program was never made
into policy. It is the tax features, of course, that are the most compli-
cated and will take time.

We will maintain a 10-minute rule on the members today in question-
ing of our witnesses.

I wanted to use my time just to make an observation or so. The ma-
terial that we have examined prior to this hearing through our staff
and through member participation-that is, the macroeconomic
models-indicate that the program will have no measurable impact on
jobs and upon income levels.

Now, that has been, I might say-that observation, I think, is subject
to review after your testimony, Mr. Thuro-w, and yours, Mr. Laffer.
You will want to direct your attention to it.

I am concerned, however, that the models may no capture some of
the real-world difficulties posed by such a far-reaching plan as the one
President Carter has given us. Let's be clear about it. This proposal,
vital as it' may be for our future-and I think it is vital-aims to
achieve extensive structural change in our economy; not just economic
but structural, change over a period of less than one decade. It will sub-
stantially raise the prices of energy-intensive goods and services' and
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encourage consumers to shift their demands toward other items, at
least if the price 'has that impact and I think it does.

It will create new energy-conserving industries and revive old coal-
processing industries. I don't think it has taken into account whether
or not you can get all the coal miners that you really want. This is a
question that has been glossed over rather quickly, and somewhere
along the hearings will have to take a look as to whether or not the coal
mining operations on which this program depends in large measure
are really feasible.

Is it possible that the econometric models underestimate the difficulty
of turning would-be automakers into coal miners, and would-be steel-
workers into insulation technicians? There is going to be an impact
on the industrial or economic structure.

If transition problems may be greater than has been recognized, then
we have to ask what kinds of countermeasures can prevent such prob-
lems from undermining progress toward full employment, growth in
our economy, and relative prosperity?

I am concerned that the appraisals of the energy plan show a sig-
nificant unwelcome effect on the inflation rate. I have just been given a
note that says the Consumer Price Index is up 0.8 of 1 percent in April,
to set a 9.9-percent-almost 10-percent-annual rate for the last 3
months, the latest 3 months. Food was up 1.5 percent in April. These
are the hard facts with which we still have to deal.

Now, by most accounts, the energy program would add one-half to 1
percentage point per year to our already high inflation rate. I think
there is a difference here. It is in that ballpark figure anyway, although
the administration economists estimate this effect somewhat lower.
Energy price increases already accounted for 0.8 of a percentage point
of the 6.4-percent rise in the Consumer Price Index for the year ending
in March.

One-half percentage point of the 6.4-percent rise is in wholesale
prices. If the new program's effect is added to this preexisting rate of
energy price increase, energy prices could account for roughly one-half
to 2 percentage points in the overall inflation rate in the next few years.
This fact makes it vital to devise a method of energy tax rebates or
income transfers that will offset as much as possible the cost-push im-
pact by reducing other components of the cost structure.

Another worry that comes to mind about the forecast concerns the
role assumed for monetary policy. Do the optimistic assessments of the
energy program's effect on jobs assume that the money supply will be
eased or accommodate higher energy price levels instead of tightening
theni up to combat themn?

Is this assumption realistic in light of the past behavior in the Fed-
eral Reserve? I think that is something we have to address ourselves
to.

What will be the effect on jobs and incomes if money is tightened in
response to higher prices rather than loose end?

You know, I noticed in the paper this morning that the stock market
reacted to what it thought was some tightening of the credit. There is a
lot of hocus-pocus going on all the time in this monetary business.

Now, these are just a few of the questions that we need to look at,
plus what we have heard.
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At this point I would like to insert into the hearing record an analy-
sis prepared by the Joint Economic Committee staff of the estimated
cost to energy users of the various price and tax increases proposed in
the Carter program. Copies are available at the press table.

[The staff analysis follows:]

PROJECTED TAxES AND REVEINUES UNDER PRESIDENT CARTER'S ENEmGY PACKAGE:

A JOINT ECONOMIC COMMITTEE STAFF ANALYSIS

SUMMARY

This study quantifies the major revenue producing and price increasing meas-
ures contained or implicit in the National Energy Act. In summary, we find
that President Carter's energy package contains a number of price increases
and taxes which have destabilizing economic potential if not compensated for or
rebated in a timely and non-disruptive fashion. These measures give greatest
cause for concern because they involve substantial income transfers.

A. Higher prices paid by consumers which are not to be rebates

Natural gas reregulation.-Interstate users will pay more than they would
under current regulatory procedures. In the aggregate, interstate gas will cost
$4.6 billion more in 1985. Intrastate users, however, will benefit from ceiling
prices, saving up to $10 billion in 1985.

Gasoline decontrol.-This measure is not, contrary to popular opinion, free.
It will cost between $3.8 and $4.0 billion yearly.

NXew. new crude.-Creation of this third crude tier will raise producer revenues
by $0.4 to $0.6 billion in 1980 and $2.3 to $4.5 billion in 1985.

Natural gas liquids.-These important hydrocarbons which supply a major
share of the nation s propane and LP gas will apparently be decontrolled. This
wvill cost farmers, and residential and industrial users between $1.2 and $1.8 bil-
lion in 1980 and $2.1 to $4.6 billion in 1985.

B. Taxes, of which at least some portion will be rebated

Crude oil equalization tax.-This measure generates revenues in proportion
to the world crude price. Faster rates of OPEC escalation result in higher rev-
enues. Taxes start in 1978 at $5.1 billion and rise to $22.6 billion in 1985
if OPEC restrains increases to 7 percent yearly. If OPEC escalates prices at
10 percent annually, the 1985 total Treasury revenues will be $39.6 billion.
Revenues theoretically are to be fully rebated.

Oil and natural gas oonsunmption taxes.-These levies start in 1979, generating
$:5.6 billion. By 1985, we predict $28.1 billion in revenues will result, assuming all
utility consumption taxes are completely sheltered by presently planned
projects.

Gasoline tax.-Whether or not targets are met is a matter of relative small
differences between target and actual demand. While there is a chance no tax
will be triggered, and equal chance exists that each year's levy will be imposed,
costing over $35 billion in 1985. Our own estimate is that the tax will be triggered
in 1982 costing $5.6 billion and increase through 1985, when $21.5 billion will
be raised.

The guzzler tax.-The IRS must estimate tax income and payouts at the
start of each year. Taxes and rebates are then fixed in advance. Miscalculation
carries the penalties of Treasury paying out or taking in too much money.

All measures could cost fuel users almost $100 billion in higher 1985 prices
and (presumably rebated) taxes. Figure IX-1 of the National Energy Plan gives
an indication of the benefits to be expected relative to the costs of higher prices
and enormous amounts of tax revenue to be reshuffled. The chief benefits are:

A doubling of industrial sector coal consumption from what it would otherwise
be.

A three mbd' relative oil saving in the industrial sector as a result of coal
conversions.

A 1.6 mbd ' oil saving in other sectors.

lMillion barrels per day.
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While agreeing that these are desirable goals, we question the cost-benefit
ratio. It should be possible to achieve these goals without heavy taxation
through a combination of mandatory standards and industrial investment tax
credits similar to, but perhaps stronger, than those proposed.

We also have serious reservations regarding increased direct coal consump-
tion in the industrial sector. Under the plan's industrial consumption tax, a
maximum real dollar tax of $3/bbl would provide the most important conversion
incentive. We believe that most industrial oil users would rather pay the extra
7 cents per gallon for oil than convert to coal.

Table A summarizes the revenue flows estimated herein.

TABLE A.-IMPACT OF MAJOR REVENUES AND PRICING MEASURES
IN THE NATIONAL ENERGY ACT

lIn billions of dollars]

Measure 1978 impact 1985 impact

Price increases (not rebated):
Natural gas (net) -- 1.3 (5.4)
Gasoline decontrol -- 4.0 3.8
3rd tier crude -0. 4- 0.6 2. 3- 4. 5
Natural gas liquids decontrol - - -2.1- 4. 6

Subtotal -5. 7- 5.9 2.8- 7. 5

Taxes:
Crude oil equalization -5.1 22. 6-39. 6
Oil and natural gas consumption tax -- 28. 1
Standby gasoline tax …21.5

Subtotal- 5.1 72. 2-89. 2

Total -10.8-11.0 75. -96. 7

THE ADMINISTRATION'S ENERGY BILL-ECONOMIC EFFECTS OF PRICING AND TAXATION
PROVISIONS

There are a number of tax and pricing measures contained or implicit in
the National Energy Act. Each of the more significant in terms of raising prices
and/or revenues is discussed in this paper, and revenue flows are estimated.

(1) Natural gas

The proposed legislation amends the Natural Gas Act to revise the regulation
of natural gas. Coupled with proposed energy reorganization legislation, it
would set a new gas ceiling price and would permit the Secretary of Energy
to set exceptional prices for high-cost gas. As defined in section 402, paragraph
18, this ceiling will be at a Btu equivalent price related to the average refiner's
acquisition price of oil.

The January 1977 refiner acquisition cost figure was $9.20/bbl, which trans-
lates into $1.60 per thousand cubic feet Mcf for gas. No doubt this will be higher
by early 1978 and probably will run at least $10.20, which is the equivalent of
roughly $1.75/Mcf.

New gas is relatively strictly defined as gas produced from a well drilled after
April 20, 1977, 21/2 miles from the nearest well or 1000 feet deeper. Interstate
gas also falls under this definition and is subject to the celing price as well.

With these parameters shaping the new regulatory framework, variables
delineated and quantified below will effect prices of over the 1978 to 1985 time
period.

Intrastate gas.-At present, about 8 tef (trillion cubic feet) are sold in the
producing states. This gas if often under contract, but intrastate contracts
usually contain pricing clauses which would permit rapid price increases if
markets become tight. New and renegotiated intrastate contract prices are now
about $1.80/Mcf. Escalation above $1.80 will eventually result from reductions
in localized over supplies bulkanized within state lines. We believe that virtually
no new increase in intrastate gas prices will be realized under the Carter
proposal, sparing intrastate consumers a potential escalation to the $3/Mcf
area, which can be expected to occur under the present system of regulation.
Freezing in the status quo for the near term will ultimately save intrastate
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consumers $10 billion per year in comparison to continuation of current regula-
tory practice or deregulation of some sort. Table 2 contains yearly estimates
of intrastate consumers' savings, derived from capping average intrastate
prices.

Expiring interstate contracts.-The proposal permits gas from expiring con-
tracts between pipelines and producers to be continued in interstate commerce
at prices up to $1.42/Mcf plus inflation adjustment subject to approval by
the Secretary of Energy. Under FPC Opinion 770A, present procedure continues
expiring contracts at 520/Mcf. Thus, this gas would be eligible for a rate
900 per MIcf higher than present practice. If this 904 differential continues over
the time period in question, increased user costs will be incurred each year
based on the amount of this gas flowing.

Appendix A of Opinion 699H contains data on volumes of gas in contracts
scheduled to roll over in the 1974-1981 period. We have estimated that 250
billion cubic feet would roll over annually from 1982 to 1985, which is con-
sistent with other estimates. These data are displayed in Table 1 together with
cumulative totals flowing under rolled-over contracts, assuming a 7% annual
decline rate for the old gas.

TABLE 1.-ROLLOVER OF OLD INTERSTATE GAS, VOLUMES FLOWING, AND USER COST INCREASE

[in billion cubic feet; dollar amounts in billionsl

Ist rolled
over in current Cumulative User cost

Year year flowing gas included

1974 -- - - - - - 381
1975…---- - - -- - - - -- - - - - - -- - - - -- -- - - - -175 529---- - - - -
1976 …120 612-
1977 285 854-
1978 ----------------------------- 282 1, 077 $1.0
1979 -347 1, 348 1.2
1t980 ---- -- --------------------- 383 1, 637 1.5
1t9o8t1 -261 1,783 1.6
1982 -250 1,910 1.7
1983 250 2, 025 1.8
1984 250 2,130 1.9
1985 - 250 2, 230 2.0

Nvew gas.-We estimate, for the purpose of this exercise, that 1 tef per year
of "new gas" would flow into interstate markets under Option 770A rates. This
gas is assumed to be available at Option 770A ($1.42) rates, and no additional
output could be expected at prices up to the proposed ceiling of $1.75/Mcf.
Higher costs are based on this difference of ($1.75-$1.42) $0.33/Mcf.

Combining increased costs from expiring contracts rolled over at higher prices,
and higher new gas prices, Table 2 shows (1) the amount of higher prices paid
I)y interstate consumers, (2) the large savings realized by intrastate consumers
from the ceiling price, and (3) net benefits to the nation as a whole.

TABLE 2.-YEARLY COST OF CARTER NATURAL GAS PROPOSAL RELATIVE TO CURRENT REGULATORY STATUS QUO

[in billions of dollars[

Cost to Interstate Net
interstate consumer national

Year consumers saving cost

1978…-- - - - - - - - - - - - - - -- - - - - - - - - - - - - - -1.3 ……-- -- - - -1.3
1979 ------------------------------- 19 .0) .9
190 -2 5 8. 0) (.5)
1981 …---------------- -- 2.9 (5.0) (2. 1)
1982 -…34 ( )---- -------------------------- (3.6)
1983 …3.83 (39. 0) (5.2)
1 9834 4. 2 (f1 . 0 ) (5 .8 )
1 9 85 - - - - -- -- - - - - -- -- - - - - -- -- - -- -- -- - - -- 4. 6 ( 10. 0 ) (5. 4 )

In conclusion, it is safe to say that intrastate users are the chief beneficiaries
of the Plan's natural gas provisions.
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(2) Oil pricing and taxes

Several stages of taxation are proposed for crude oil. (a) A 1978 interim
tax of $3.50/bbl. will be imposed on lower tier or "old" crude oil. This will gen-
erate 1978 revenues of ($3.50X4 mbdx365) $5.1 billion, raising oil fuel prices
by about 21/2 cents per gallon. (b) In 1979, a second tax will be imposed raising
lower-tier crude to upper-tier levels, which should be at $5.80 by this time, so
the 1979 tax increase will be ($13-$3.50-$5.80) about $3.70. In 1979, there
should be about 3 mbd of old oil output, so the new tax will raise $3.7OX3
mbdX365=$4.1 billion. The first interim tax will generate $3.50X3 mbdX365=
$3.8 billion. and 1979 lower tier taxes will raise a total of $7.9 billion, (c)
A permanent tax will be levied on all oil in 1980 bringing it up to the OPEC
level. In 1980, all controlled U.S. oil will be at $13.80. The landed cost of im-
ported oil (which is now about $14.40) will be $19.15 if world prices rise by
10%/year, or $17.70 if the rate of increase is 7%/year. 1980 upper tier
taxes would be ($19.15-$13.80) X365X6.2 mbd=$12.1 billion if world oil rises
at 10% and ($17.70-$13.80) X365X6.2 mbd=$S.S billion if the rate of
increase is 7%. Similarly, lower tier oil tax revenues would be ($19.15-
$6.20) X2.5 mbdX365=$11.S billion or ($17.70-$6.20) X2.5 mbdX365=$10.5
billion.

Tables 3 and 4 show tax revenue estimates from the 1980 crude equal-
ization taxes which fully equalize upper and lower tier prices with imports.
Note that in reality two different taxes, or more properly tax rates, are re-
quired, one for lower tier and one for upper tier. Tables 3 and 4 demonstrate
the mechanics of these calculations and also show the volumes of crude assumed
subject to taxation. A 6% inflation adjustment factor has been used for
U.S. controlled output.

Note that tax revenues vary substantially with OPEC pricing strategies.
More rapid OPEC escalation means higher Treasury revenues and this becomes
especially noticeable in the early-mid 1980's. Some type of compensatory fiscal
policy must be devised in order to offset the fiscal impacts of OPEC pricing
decisions.

TABLE 3.-LOWER-TIER TAXES AND REVENUES

Assuming 7 percent yearly OPEC Assuming 10 percent yearly OPEC
increases increases

Volume
(million U.S. Tax U.S. TanPrice barrels OPEC prices crude tax revenues OPEC prices crude tax revenuesYear (per barrel) per day) (per barrel) (per barrel) (billions) (per barrel) (per barrel) (billions)

1980 $6.20 2.5 $17.70 $11.50 $10.5 $19.15 $12.95 $11.81981 6.55 2.0 18.95 12.40 9.1 21.10 14.55 10.61982- 7.00 1.5 20.25 13.25 7. 3 23.20 16.20 8. 91983 7.40 1.5 21.70 14.30 7.8 25.50 18.50 9.91984- 7.85 1.0 23.20 15.35 5.6 28.00 20.15 7.41985- 8.30 1.0 24.85 16.55 6. 4 39.80 22.50 9.2

TABLE 4.-UPPER-TIER TAXES AND REVENUES

Assuming 7 percent yearly OPEC Assuming 10 percent yearly OPEC
increases increasesVolume

(million U.S. Tax U.S. TaxPrice barrels OPEC prices crude tax revenues OPEC prices crude tax revenuesYear (per barrel) per day) (per barrel) (per barrel) (billions) (per barrel) (per barrel) (billions)

1980----- $13.80 6. 2 $17. 70 $3.90 68. 8 $19. 15 $5. 35 $12.1I1981 ---- 14.65 6.6 18.95 4.30 10.4 21.10 6.45 15.51982 --- 15.55 7.6 20.25 4.70 12.0 23.20 7.65 19.5
1983 _ 16.45 7.0 21.70 5.25 13.4 25.50 9.05 23. 11984 17.40 7.5 23.20 5.80 14.8 28.00 10.60 27.11985 _ 18.50 7.5 24.85 6.35 16.2 30.80 12.30 31. 4
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TABLE 5.-TOTAL CRUDE OIL TAX REVENUES

[in billions of dollars)

Assuming OPEC prices rise
Year At 7 percent At 10 percent

1978 - - 5.1 5. 1
1979 --------------------------------------------------------------------------- 7.9 7.9190 - 19.3 23.9

1981 -19.5 26.1
1982 -19.3 28.41983 -21.2 33.0

1984 --- --- ---- --- --- --- ---- --- --- --- ---- --- --- --- ---- --- --- --- 20.4 34.51985 - 22.6 39.6

(3) Oil and natural gas consumption taaes on business

Sec. 1501 of the bill contains a table spelling out the oil consumption tax per
million Btu's for each year. It starts at 90¢ per bbl in 1979 and converges on $3
in 1985. Btu equivalent taxes are levied on business uses of natural gas.

Utility oil and gas fuel use is also taxed, but this will be phased in in 1983. It
would appear that the initial tax will be 50¢ Mcf on gas. It would rise to 754 in
1986 and $1 in 1988. Utility use of oil would be taxed at $1.50/bbl starting in
1983, and the tax would remain at that level.

Estimating the revenue effects of these taxes is perhaps the hardest of all
the Carter proposals because little hard data exists on oil consumption by type
of user and there is no way to estimate how industrial and utility fuel users
will react to these taxes. Let us establish what we can regarding consumption
patterns:

Residual fuel.-1.4 mbd is presently used by utilities. The remainder, another
1.4 mbd is assumed to be used in fully taxable uses by large industrial users.

Middle distillate.-With 1976 consumption at 3.1 mbd, 1.5 mbd is assumed to
be consumed in taxable uses.

Jet fuel.-About 1 mbd of aviation jet fuel Is consumed and presumably tax-
able.

Gasoline.-At least 1 mbd of motor gasoline must be used in taxable uses and
defined in Sec. 4991 (c).

Natural gas.-About 5 tef of gas is sold directly by producers to end users. Let
us assume that 4 tef of this is taxable and 1 tcf is sold directly to utilities. Half
of the 2.4 tef in commercial sales is taxable. Of the 6.8 tcf of industrial sales, 1
tef goes to utilities and 4 tef are taxable uses by larger users.

Now, taxes will be levied on at least 4.9 mbd of oil fuels usage under these
assumptions, and about 11.4 tef of gas, under present consumption patterns.
Moreover, as Figure IX-1 (reproduced below) of the White House factbook
entitled the National Energy Plan prints out, oil consumption will not change
radically between now and 1985. Exactly how this will impact on tax revenues,
which can be sheltered by investing in coal conversion and other facilities not
using oil or gas is hard to estimate. Table 6 provides estimates of the potential
taxes which industrial or commercial fuel users must try to shelter themselves
from.

An important point may be observed by examining Table IX-1, namely that the
intended result of the program is not so much to reduce firms use of oil and gas
(with the exception gas-fired electric utilities) but to maintain the status quo
situation and eliminate growth in industrial oil and gas usage. Since taxable
use of oil and gas will remain roughly the same as It is today, It Is clear that tax
liability will exist. It is not clear. however, that firms will generate enough tax
offsets to avoid paying this tax. For this reason, Table 6 delineates the magni-
tnde of tax that firms will try to circumvent by investing in conversion to other
fuels.
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FIGURE IX-1

FUEL BALANCES BY SECTOR

[Millions of barrels of oil equivalent per dayl

1985
- 1985 1985 plan plus

without with additional
1976 plan plan conservation

Demand -37. 0 48. 3 46.4 45. 2
Residential and commercial:

Oil - 3. 5 3. 2 2.7 :
Natural gas - -- 3------------ 3. 9 3.8 4. 1
Electricity- ---- 6. 3 9. 1 8. 4
Coal -1 (1. 0) (1. 0)

Total - 13.8 16. 1 15. 2

I ndustry:
Oil - : 3. 2 7.0 4.0
Niatuar l gas -- - - - - - - - - - - ---- - - - -4.4 4.5 4.5
Electricity- -- 4. 2 7. 2 7. 1
Coal - 1.9 2.7 5.0

Total- 13.7 21.4 20.6

Transnortation:
Oil------------------------ 9. 2 . 10. 6 10.2 -------
Natural gas . .3 .2 .3

Total - --------------------------- 9.5 10.8 ' 10. 5

Electricity:
Oil -. 6 2. 0 1. 3 =
Natural gas ------- -- ---- - .9 5
Coal --- - 4.9 8. 2 8. 3
Nuclear - 1.0 3. 6 3.8
Other- 1. S - 1.6 1.6

Total -10.5 . 16.3 15.5:

TABLE 6.-INDUSTRIAL OILAND GAS CONSUMPTION TAX GROSS REVENUES

Oil tax 'Gasutax (per Gas tax
Oil tax n revenues million revenues 2 Total

(per barrel) (billions) cubic feet) (billions) (billions)

1979 - $1.00 $1. 8 $0.34 $3. 8 $5.6
1980 - -2.08 3. 7 .83 9.5 13.2

1881 ……-------------- 2.21 3.9 . .95 10.8 14.7
1982 --- -- 2.68 4. 8 1.14 13.0 17. 8
1983 - -3.27 5. 8 1.28 14.6 20.4
1984 -3. 90 7.0 1.43 16.5 23.5
1985 - -4.61 8.2 1.75 19.9 28. 1

Derived from the table in sec. 1501, with 6 percent per yearinflation adjustment.
Estimated from tablein sec, 1501,with 6 percent peryear inflation adjustment.

As far as electric utility consumption taxes are concerned, we believe that all
taxes, which would total in the $20 billion range in 1983-85, will be completely
sheltered by the utilities' ongoing investment program. Because investments
made between 1977 and 1983 may be credited against the tax, other than those
already planned between now and 1983, little extra investment need be made
in order to shelter this tax liability fully.

(5) Gasoline decontrol
Implicit in the National Energy Plan is the abandonment of price controls

on refined products. Gasoline would be the product most noticeably effected.
PEA has permitted allocation of costs away from other (uncontrolled) refined

products and to gasoline, thus moving ceiling prices toward world levels. Even
if PEA permits gasoline prices to rise to world levels by late 1977, decontrol
will still permit U.S. prices to rise again in order to converge on the landed cost
of imports. Once landed, imported gasoline costs 3'2 cents per gallon more than
at a foreign refinery gate, because of transport costs (about 2¢ per gallon), and
the 1'/2 cent per gallon import levey. So if prices are raised to world levels by
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next Fall, when decontrol is scheduled, extra costs of $4.0 billion (7.4 mbdX
42x3Y2x365) can be estimated for the following year simply because of the
transaction costs involved in the marginal barrels' import.

If prices are not up to world levels at the time of decontrol, this increment
will be higher. However, the crude oil equalization tax, when fully phased in,
will recoup any refiner excess profits by taxing away the differential (and poten-
tial profits) between U.S.-produced gasoline (refined from lower cost, par-
tially price controlled crude) and foreign-refined gasoline (refined from 100%
OPEC priced crude). In any case, gasoline decontrol will cost $3.8 to $4.0 billion'
annually during each year between 1978 and 1985 even if prices are already at
world levels.

Under EPCA Congress has 15 legislative days to override any Executive Branch
product decontrol effort, as well as any proposed changes in crude oil pricing
creating a new tier of crude oil (by majority vote of either House).

(6) Creation of so-called "new, new crude"

The President has proposed, and has authority under EPCA, to create an
additional tier of oil, referred to here as new oil, in contrast to upper tier oil,
which now sells at $11.28/bbl. The price of such new oil would float free at the.
landed cost of imported crude (now estimated at $14.40/bbl) and would track
this price for three years. After 3 years this price would be recontrolled and
allowed to rise only for inflation adjustment.

Currently, virtually no oil eligible for this incentive price is in production. How
much oil would be eligible for the higher price over the time frame to 1985 is hard
to estimate. It is safe to say, however, that a rapid growing share of the nation's
crude will be produced from "new" wells and eligible for the'incentive price. While
no near-term effects can be estimated, a substantial price impact will be seen
in the niid-1980s, as new production comes on stream in significant quantities.

We have made some preliminary estimates, which are perhaps overly pessi-
mistic, of what new oil production might be during future years. These fore-
casts embody the assumption that all Alaskan oil will be classified as upper tier
rather than new oil. Table 7 contains these best guess forecasts as well as esti-,
mates of the extra revenues earned by producers under'the'logic that this oil
would be produced at upper tier prices just as well as at new prices.

TABLE 7.-PRODUCER REVENUES DUE TO HIGHER "NEW" OIL PRICES

Import Import,
New oil price/ Difference 'priceP 'Difference,
volume 7 percent col. 3 10 percent col. 6

(million Upper tier OPEC minus Producer '. OPEC: ) minus Producer
barrels price increase col. 2 revenues increase col. 2 revenue

per day) (per barrel) (per barrel) (per barrel) (per barrel) (per barrel) (per barrel) (billions),

(1) (2) (3) (4) (5) ' (6) (7) (8)

1980 0. 3 $13.80 $17.70 $3.90 $0.4 $19. 15 $5.35 $0. 6
1981 --.. 4 14.65 18.95 4.30 .6 ' 21. 10 ' 6.45 .9'
i982 ------- :5 15.55 20.25 4.70 .9 23.20 7.65 1. 4
1983 .- 5 16.45 21.70 5.25 1.0 25.50 9.05 1. 7
1984 i .0 17.40 23.20 5.80 . 2.0. 28:0 0 10.60 3.!9
1985 1.0 18.50 24.85 6.35 2.3 30.80 12.30 4.5

(7) Gasoline taI -

A standby gasoline tax is-provided for in the event that'gasodine consumption;
exceeds target levels delineated in Sce. 1221 (reproduced below in Table 7). A
Sc/gallon tax would -be imposed for each year that the target was 3misied by 1%
and 56 of the cumulative tax in effect would'be removed for 'each' year gasoline.
consumption was under target by 1%.-

Some students of gasoline consumption patterns believe that gasoline demand.
will fall below the targets'in Table 7 without taxation because of the phase-in of
EPCA-mandated auto fuel efficiency standards. Opinion is divided on this mat-'
ter. Whether or not the target is met is often a matter of relativelylsmall'differ-
entials between projections and targets as Table 8 shows for '97,8-1981.-If thel
Verlager estimates are correct, as they appear to be, and :taxes 'are imposed in.
1982, 1983, 1984, and 1985, tax revenues of $5.6, $11.2, $16.-4, and $21.5 billion,
will be realized during these years respectively. ' ' !
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(8) Gas-guzzler taN

An elaborate schedule of taxes to be imposed on inefficient autos and rebates
for efficient ones is proposed. This is designed to be a zero sum game, with no
net tax revenues collected. The bill would authorize the IRS to formulate a grad-
uated rebate schedule such that all revenues are paid out to purchasers of effi-
cient autos. The rebate schedule is fixed in advance. We can envision situations
in which IRS miscalculations in establishing this schedule and either takes in
or pays out too much money during the year for which it is fixed.

TABLE 8.-GASOLINE CONSUMPTION ESTIMATES AND TARGET LEVELS

[Million barrels per dayl

Year Estimate I Target

1979 ---------- ---------- ---------- ----- 7.398 7. 400
1980- 7439 7. 450
1981 -7.416 7. 4001982 -- - - - 7.341 7. 200
1983 -- ------------------------------------------------------------------------- 7. 247 7. 000
1984 ------------------------------------------------------------------------- -.7. 145 6. 800
1 995 --------------------------------------------------------------------------- 7. 046 6.600

I Internal Council of Economic Advisers memo from Phil Verleger to Charles Schultze, Apr. 8, 1977.
2 Source: National Energy Act, sec. 1221.

(9) A role for natural gas liquids (NGL)

NGL is presently price controlled under EPCA, at relatively low prices. Out-
put is now at 1.6 mbd, and NGL is a primary source of propane, butane and nat-
ural gasoline. When EPCA expires in 1979, this important fuel will escalate to
the OPEC equivalent price. We estimate that current NGL prices average $8.50/
bbl. Table 9 shows the effects of their convergence on world prices, based on Btu
equivalency with crude oil of 4 million Btu's per bbl.

TABLE 9.-EFFECT OF NGL DECONTROL

[Dollars amounts per barrel, except billionsl

Estimated con- Btu equivalent Difference Btu equivalent Difference
trol price with import price at import price at

6 percent 7 percent Total added 10 percent Total added
inflation OPEC increase Amount cost(billions) OPEC increase Amount cost (billions)

1980___ $10.10 $12.20 $2.10 $1.2 $13.20 $3.10 $1.819818 s 10.70 13.10 2.40 1 4 14.50 3.80 2.2
1982___ 10.35 14.00 2.65 1.5 16.00 4.65 2.7
1983 12.05 15.00 2.95 1.7 17.60 5.55 3.2
1984 ---- 12.75 16.00 3.25 1.9 19.35 6.60 3.9
1985.. -. 13.50 17.15 3.65 2.1 21.30 7.80 4.6

Note: Constant pmduction at 1.6 mbd is assumed.

Senator HnupmsEy. Gentlemen, you may want to give us your ob-
servation on these figures. The staff estimates those levels would reach
costs of $40 billion by 1980 and could reach $100 billion in 1985. About
65 percent of these costs under the Carter program would be rebated
to the payers through the tax and income support systems. About 15
percent go to pay for increases in strategic oil reserves, higher Federal
energy bills, conservation measures in the Federal buildings, and the
like. The remainder would accrue to energy procucers in the form
of higher gas and oil prices,

First of all, you have the increase of about $40 billion of the overall
costs by 1980; it could reach $100 billion by 1985. I am always a little
suspicious of predictions that far in advance. About 65 percent of
those costs under the Carter plan would be rebated through some form
of tax rebate or income transfer; 15 percent would go to pay for the
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increase in strategic oil, higher Federal energy bills, conservation
measures, et cetera. The remainder would be with the producers.

The Joint Economic Committee staff analysis estimates cost in-
creases resulting from the administration's energy program that are
substantially higher than the Treasury projections. We will have the
Secretary of the Treasury here this morning. We will inquire of him
about these differences.

There are several reasons for the differences between the adminis-
tration and the staff analysis of the Joint Economic Committee. The
staff attempted to estimate the cost of gasoline decontrol. Natural gas
liquids will be controlled when the old Energy Act expires in late
1979. A major cost difference stems from the staff's estimate of crude
oil equalization tax, which is based on assumed OPEC price increases
of an average of 7 percent per year and also at an average of 10 percent
per year.'

What we are really boiling down to are two basic questions. I don't
think anybody denies that it is a costly program. The question is, How
much? And secondly, What do you do about the tax system in the
program?

Mr. Okun has come up with a novel idea that is not so novel for him;
namely, using the energy taxes to go back to the State and local gov-
ernments as a way-an anti-inflationary way-of reducing sales taxes
and other taxes, the problem being can you be assured the States
won't raise other taxes when they get that kind of tax relief.

You pointed that out yourself. I think the second issue that is raised
here very significantly and which continues is whether or not this
energy program's impact upon the range, the economic range, of the
public is equitable. Mr. Thurow, you addressed yourself to that.

I was really somewhat taken by the figures, and I will come back
in the questioning period to it. It is quite obvious from your figures
that the--before the income transfers take place at least-there is a
substantially heavier, significantly heavier -burden upon middle in-
come and low income than upon upper income. As I understand it, you
did not take into consideration the rebate provisions?

Mr. TnuRow. That's right. It just looks at what the increase in the
price of energy does and not at what the tax rebate would do to
offset.

Senator HumpInumy. I think there is another question as to whether
or not rebates are the best way to handle the question of increased
costs. I have always had a lot of doubt about the so-called rebate pro-
gram. It seems to me what you really do is hire a lot of bookkeepers, a
lot of computers, and a lot of folks get money they ought not to get.
Some folks don't get what they ought to have. It is all screwed up.

Most of my experience with rebates is not that encouraging. There
has been a proposal made, and I want you to think about this in my
moments here, that the moneys that would be--the taxes that would
come on gas-guzzlers, for example-instead of being used for rebates
on small cars, that that be put into a mass transit fund, that it be a
part-like a new trust fund, so to speak-that would be used for
States and localities to encourage other forms of transportation:
Bridge construction, improved mass transit systems, improving our
railroad beds, et cetera.

This is one that is being taken very seriously. I noticed the Secretary
' See table 5 of the staff analysis, p. 39.
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of Transportation, Mr. Brock, has given some indication of his interest
in this. This has been presented already to the President by the joint
leadership of the House and the Senate. It is our view that it is the
current view which obviously we can change. that the so-called rebate
on small cars plus the standby gas tax authority doesn't have much
chance to fly. It is sort of like trying to take-like a lead balloon. You
may have some different views on that.

I don't want to take any more time. I want to thank the members of
the panel. We will come back to you in our questioning.

We have a number of our colleagues here. Senator Javits.
Senator JAVITS. Thank you, Mr. Vice Chairman.
Gentlemen, first, we are extremely grateful. I have rarely heard more

illuminating testimony on a very complex subject. Second, you empha-
sized the grave crisis in which we stand. which relates to inflation and
directly to the international trade balances and the international mone-
tary system. Handling- this energy situation wrong in my judgment
could produce a depression in this country in 1979-80, and I think you
are proving this point. Therefore, I think it is critically important that
we heed and pay attention to what you say.

Third, it impresses me as I listen to you and as I listen to the Presi-
dent. that what we are installing in the United States if we follow the
President is the European system of the huge national sales tax. We
may call it fancy names, but that is what. it is.

We are placing an enormous impost on the direct consumption of an
item which is critical to the conduct of our daily lives, and obviously,
as Mr. Thurow has pointed out, its impact is the heaviest upon those
who -can least afford it, completely turning over the theory upon
which American taxation has been built since we passed the income
tax amendment.

Hence, the portentous character of the remedy. Therefore, my own
view is that we have enough of a crisis with energy and all its implica-
tions. We don't need a crisis, too, in the tax and social policy of our
country. Yet that is what we are trying to undertake.

I would, therefore, like to ask you this question: In view of all of
the effects which you have described, wouldn't it be better in your
judgment, those now at the table, to handle this matter directly on the
basis of some form of allocation or rationing, if you will?

Let's stop kidding. We are in a terrible crisis. When we are in a crisis,
we want to be Fair. That is one thing people resent more than anything
else, is unfairness. You have all described how lots of dollars are
going to stick to the side of the funnel if we do it the tax way.

The conceivable tax way to me is to reduce income taxes. That goes
back then to people on the basis of capacity to pay if they pay income
taxes. If not, give them fuel stamps as a way of compensating. And,
last, as Mr. Okun pointed out-he sees it as clearly as any of us-if
you want production, as we did after World War II in housing, you
have to give an economic incentive to make production. That is not
being a supercapitalist. That is just being realistic. We know that in-
centives produce. Whereas the words of the law may sound fairer, to
wit, Government action does not produce.

I would like to ask you gentlemen in turn whether or not under these
circumstances which you have described we are not better off with more
orthodox remedies, including the remedy of allocation and rationing
if we have to, rather than undertaking this highly complex system of
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thying to ration by price; and, second. the failure in the program to
reco lmize the necessary incentive in our society to produce which you
have generally described.

Could we start with you, Mr. Thurow.
Mr. THU-ROW. Senator, I don't think You can meet the two objectives

you just outlined. If you want incentives for production, you let the
price go up. If you want to have the consumer not paying a higher
price. who pays for the higher price the producer gets ? I don't think
you can put those two principles together.

If You think of allocation schemes, it makes sense to consider differ-
ences between a shortrun crisis and a longrun crisis. If the oil crisis
were a 6-month crisis or a 1-year crisis-and we just have to tide our-
selves over that gap-then I think an allocation scheme might be a rea-
sonable way to go.

If you say the name of the game is the fact that the price of energy
is going to be significantly higher for the indefinite future, then I don't
think you can imagine running an efficient allocation scheme decade
after decade. I guess I would come down hard on the side that you
really have no choice if you think of a longrun policy, but to let the
price go to market levels and then find what is the fair way to keep that
impact from hurting people at the bottom of the economic totem pole.

Senator JAvITs. Thank you.
Mr. LAFrER. I would agree with Professor Thurow. I don't think an

allocation scheme would work just as I don't think the administrations
tax sciieme would work here. I thinkl the tax scheme as presently pro-
posed by the administration would lead to an enormous loss in output,
which would hurt the poor very much as well as the rich. It would hurt
everyone.

I think the allocation schemes basically are not workable and the
only scheme I know of that is workable in any longrun sense is to allow
market prices to prevail and use the income tax structure for offsetting,
equity problems that you might perceive existing.

There will be a short-run problem when you decontrol energy imme-
diately with regard- to profits in the. energy industry. A short-term
standby authority for something like an excess profits tax would be
perfectly acceptable. But, frankly, I think everyone would be far
worse off if we don't allow decontrol to come and quite soon.

Senator JAvrrs. Mr. Eckstein.
Mr. EOK5TEIN. Senator, we were unable to use gas rationing in the

middle of the OPEC embargo. The situation had changed since World
War II. We had such a tremendously diverse driving needs around
the country that even when there was a- shortage, we couldn't do it.

Now, there is a proper place for allocation and for very direct
approaches to. conservation. I think the Government control on the
design of automobiles which we have, in fact, adopted is valid and is
going to be a major factor in reducing the consumption of oil. I think
we should implement quickly the. legislation passed last year which
gives the Government -all sorts of considerable power to affect the
design-of buildings.

I think we are correct in focusing on pressing industry and- utilities
to convert from oil and gas to coal. So there are a few strategic places
where the approach works. But the general allocation or general gas
rationing, I think you do have to save for that rainy day somewhere

21-336-78 4
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in the 1980's where we are in another confrontation with the outside
world, with our suppliers. 'Ae have to have some way to protect
ourselves.

Today there is no shortage. Today there is just the threat of short-
age. We have to have the authority and the backup to act in that
circumstance.

Senator JAVITS. Thank you.
Mr. Okun.
Mr. OjtuN. I will make it unanimous. Senator, I think, as you sug-

gested, the tax proposal and the price increasing proposals are com-
plex. I would be confident that any rationing plan emerged as infinitely
more complex. I doubt very much that anyone could really achieve
fairness.

I am not sure we agree on exactly what "fairness" is. With a ration-
ing scheme, the problem to an individual who is getting less than
perhaps he regards as fair is much more serious than it is with a
price scheme. In the case of a price scheme, he pays a little income and
he loses something, but he gets what he needs.

In the case of a rationing scheme, he is confronted with doing with-
out in what could be a very serious way or else breaking a law. I think
the latter temptation is terribly strong.

If one talks about some ideas that economists have had of-so-called
white market rationing plans, transferable tickets, they are really not
very different from price methods. It is just introducing two types
of currency. I don't think they would be worse. Maybe they would
have a greater appearance of fairness.

There is some cost in having an extra currency floating around in
the form of tickets in addition to dollars.

Senator JAvrrs. Mr. Vice Chairman, I thank the witnesses very
much. As is usual, I find when you ask a provocative question, you
get the best answers. I am persuaded-I think you are absolutely
right. We should lay the rationing question aside. We should deal
now with the price and tax mechanism.

I think in those respects there are grave deficiencies. I think the
remedies that have been suggested are admirably opposite to our
situation.

Thank you.
Senator HuMPHREY. Thank you.
For the new Members that have come in, we are adhering to the

10-minute rule.
Congressman Moorhead.
Representative MOORHEAD. Thank you. Mr. Vice Chairman.
First, a technical question, Mr. Eckstein.
On table 1 of your prepared statement, where you have tax rebates

on the crude oil tax, that includes the rebate through the income tax
mechanism?

Mr. EcisTrEIN. Yes. It isn't indicated yet by the Government how,
but I assume that would be mainly income tax rebates.

Representative MOORHEAD. Your proposal is to change some of these
either tax revenues or tax expenditures and replace them with a 3-cent-
per-gallon gasoline tax; is that correct?
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Mr. Ecxism-. I would abandon the standby gas tax and have a
real 3-cent tax. I would throw out much of the collection of invest-
ment credits which I think will be money thrown out. I would not
let the Federal Government keep as much of that energy money to
solve its own problems and, instead, put that back into the rebates
where it belongs in personal income tax reduction.

Representative MOORHEAD. But the
Mr. ECKSTEIN. Or subsidies to the poor.
Representative MOORIIEAD. But your final bottom line figure of $73.2

billion would remain roughly the same?
Mr. ECKSTEIN. It would grow.
Representative MOORHEAD. Would the
Mr. EcxsTmN. It would actually become larger. We would be able

to move some of the money from the Federal Government's own budget
and the investment credits into rebates to families, by which I mean
changes in the income tax law which reduce the burden, particularly
in the lowest brackets.

Representative MOOR FIEAD. Mr. Thurow, you would offset that by this
vanishing energy tax credit? That would be the way that you would
see that the money gets back into the

Mr. TauRow. Yes. I think that is important. Although it is quite
true that a per capita credit is progressive, a per capita credit is not
progressive enough. If you turn to table 1 of my prepared statement,
and look at the first decile of people, we are talking in that group
about households, not families.

Households include single individuals. A very large fraction in the
poorest 10 percent are, in fact, single individuals. On a per capita
basis, they are going to get $50. But the tax increase they are going
to face is going to be a lot larger than $50. They are going to have a
very substantial reduction in net income.

When you get up around the middle of the population, it is true
the average family has three or four people. They are going to get
$150 to $200. At the bottom of the economic pyramid, it is not true
you are dealing with large families. You are dealing with lots of
single individuals who are only going to get $50. They are going to
find the tax increase on their budget is very much larger than that.

I think you need something that is more progressive at the bottom
than just simply an investment tax credit.

Representative MOORREAD. Mr. Okun's primary theory is the grants
to States and localities to reduce their taxes-Mr. Okun, you also su-
gest the possibility, at least, of the use of social security payroll tax
mechanism as a way of recycling the collection of moneys. It would
seem to me that in this technique, because the social security tax is one
of our more regressive taxes, with people in lower brackets paying more
social security payroll taxes than they do income taxes, that we could
actually use the money to reduce on both the employer and the em-
ployee level the amount of payment that is needed; and you say, "The
evidence is compelling that such tax increases are passed on to con-
sumers in higher prices."

I realize you don't say the converse of that. It would seem to me
that there might be some evidence that the converse would also be
true, so that the use of the payroll tax mechanism would do two things:
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One, be anti-inflationary; and, two, not recession-producing because
it would put -money into the hands of those who need it the most.

Mr. OKutn. Yes. I think there are quite different objectives achieved
by cutting the employee share of the payroll tax and the employer's
share. The evidence is that in the long run both of these hold down
the real wages of the employee. They work in different ways.

The employee share essentially sticks on the employee just as an
income tax; and cutting the employee's share is like cutting the in-
come tax except for a somewhat different distributional burden. You
might prefer limiting it to people who earn wages-and salaries-labor
income-or you might not. You might prefer the distribution-but
there you are really asking which way do you like the distributional
impact better ?.

On the employer's share, I think there has been a lot of confusion
about that in the last 2 weeks relating to the President's social security
plan. I think we have very clear evidence that within a year or so,
after initially falling on the employer, the tax is shifted forward in
the form of higher prices to the consumer. So it really comes down
to being an excise tax, a kind of national sales tax, if you will.

I think we are kidding ourselves if we think that we are raising the
employer's portion of the payroll tax, that that is just a way of taking
some extra social security financing from the rich. It is applying it to
the consumer.

The point of cutting the employer s payroll tax is precisely to exert
the same kind of anti-inflation effect as cutting the sales tax.

Representative MOORHEAD. I was suggesting a cut on both sides of
the equation, both the emplover and the employee, so that the employer
has-less incentive to raise his prices, therefore presumably that shows
the rate of price increases due to inflation.

Conversely, the employee haying his payroll. tax reduced has more
real income to spend.

Mr. OKrN. I am suggesting that that is sort of a-half a sales tax.
reduction and about-and, in effects the employer's share being the
sales tax reduction that is anti-inflationery, the other half being a
progressive reduction in the tax liabilities of workers, which would not
have, any significant offsetting effect on the price level, although it
would restore real income.

That is a program which I would think would ,cut the inflation iim-
pact of the present program about in half. That is fairly significant
in my view.

Representative MOORHEAD. That would be significant in your view ?
Let me hear Mr. Eckstein on that question.
Mr. ECKSTEf-. If I understand correctly, I think it is really a very

interesting idea. Let me see if I interpret it correctly.
Representative MOORHEAD. Might I say, doctor, that whether you

went to the 3-cent gasoline tax or the other. I think it would be almost
simpler with the 3-cent gasoline.tax. We are talking about the recy-
cling of the money for the moment.

Mr. ECESTEIN. If you look at the tax system as a whole, we are
raising a variety of indirect taxes-in this case energy taxes-and I-
think it would make excellent sense to retain the purchasing power. of
the public by rebating it into the Social Security. Fund,, thereby
making it possible to keep the social security taxes lower.
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From the point of view of equity, I would think that one would wish
to emphasize the employee portion rather than the employer portion.
In any event, I think from an inflation point of view of encouraging
work-because social security taxes are getting pretty heavy-it would
make sense in the long run to use these revenues for that purpose.

Representative AMOORITFAD. Then the next point would be maybe a
year or so hence, particularly-let's say-under the administration's
program a gasoline tax was phased in automatically, or under your
proposal if you decided that you could increase the 3-cent gasoline tax,
we could then think of these revenues as being diverted to bolstering
the Social Security Trust Fund, which particularly on the disability
side is in serious difficultv.

I don't think we are ready for that move right now, but can you
see that in the future, if gasoline taxes were increased either under
the administration route or under your route?

Mr. ECKSTEIN. It doesn't solve every problem. I am sure it wouldn't
satisfy Professor Thurow beacuse you are not restoring the purchasing
power of the people outside of the labor force. I believe it would be a
very, very useful component of the program.

Now, the disability fund, I do believe they have to fix that program.
I don't believe that program should be bailed out by just having Con-
gress give them unlimited financing. That program is in bad admin-
istrative repair and they have got to bring their costs under control
before you give them more monev.

Representative MOORiEAD. Thank you very much.
Senator HuMPrREY. Senator Hatch.
Senator HATCH. Thank you, Mr. Vice Chairman.
I tend to agree with Senator Javits that if this problem isn't solved

promptly this time, we are groing to have a major recession or depres-
sion in late 1979 and possibly 1980.

I have an opening statement I would like to read into the record at
this time.

OPENING STATEMIENT OF SENATOR HATCH

Senator HATCH. Mr. Vice Chairman, the energy proposals which
President Carter has placed before the Congress are about two kinds
of power. First, there is the power to run our factories, homes, and
automobiles. This is the power of most practical and immediate con-
cern to the public.

Second, there is the power of the Federal Government to run our
lives. This is the power which appears to be of most interest to the
President and his energy czars, princes, barons, and courtiers.

The energy crisis is a case in which the experts are in disagreement.
Government officials claim that we are literally running out of oil and
gas, and that drastic tax increases are neded to restrict the use of oil
and gas to make it last longer.

Experts outside of Governmnent disagree. They say that there is a
great deal of oil and gas left. AWre may have to drill a little deeper, and
wvork out some new techniques, and pay a little more, but the fuel is
there.

Therefore, at this point, we cannot be sure whether this energy pro-
gram is necessary, or simply a power grab by the Federal Govern-
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ment. Before we adopt this program, with all its burdens, we had
better find out what the truth is.

What are the burdens of this program?
First, reduced consumption of energy will reduce our economic

growth. It will reduce future wage increases and future employment.
Second, it will increase inflation, pushing people into higher tax

brackets. This tax increase will not be rebated.
The Chamber of Commerce of the United States has estimated these

costs at $55 per worker this year, rising to $1.000 in 1984, and climbing
further thereafter, even with the rebates. This program is too expen-
sive. This expense is being hidden from the public.

I am deeply disturbed by another aspect of this whole debate. No
one, it seems, has bothered to take the public's reaction to the program
into account. Economists seem to think that the Government can tax
away as much of a person's paycheck as it likes, and there will be no
damage to the economy as long as Government sticks the monev back
in somehow-in this case, with a uniform rebate to everybodyv.

I don't believe it. I don't believe we can tax away $80 billion or
more each year without damaging the economy. Trak~e this approach to
its logical conclusion. Why not tax away 100 percent of everybodvys
paycheck and then give an equal rebate to everybody out of the
proceeds?

Why not? Because no one would have any incentive to work. From
each according to his ability, to each according to his needs. We have
heard that before. It is a perfect prescription for mass starvation.

I think it is obvious that when we tax something, we get less of it.
This energy program produces taxes equal to 4 percent of GNP. It
reduces the value of everyone's income. It reduces the value of a pavy-
check; it reduces the value of interest; it reduces the value of profit.

*What will be the result? The result will be less labor, less saving,
and less investment. That means less growth. lower incomes, more in-
flation, fewer jobs. It means less revenue for social security. It means
less revenue for defense and less revenue for social programs.

These disincentives to the supplv of labor, savings, and investment
are simply not cured by a rebate. The rebate is given out whether or
not anyone works, saves, or invests. It is automatic. There is no rc-
quirement that it be earned.

The President's program in plain language is this:
First, there shall be a tax which lowers the value of work, thrift.

and capital investment relative to leisure and spending for immediate
enjoyment.

Second, there shall be a sort of miniature version of a guaranteed
annual income, making life easier on extended unemployment, or in
early retirement, or on vacation. This is a sure fire prescription for
economic stagnation.

The President could have avoided this problem. He could have used
the tax proceeds to reduce tax rates. This would have kept payclhecks,
interest, and profits worth getting. We could still have a social security
increase for retirees, and a welfare adjustment for the poor. But no.
Having given up on one rebate this year, the President is determined
to try another.

The international repercussions of this program are also disturb-
ing. The President is planning a discriminatory rebate on cars and
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light trucks at the expense of foreign producers. We may end up in a
trade war with Europe and Japan. Even if we avoid a trade war,
thousands of U.S. jobs are at risk.

Suppose we reduce oil imports by $8 billion per year, and imports of
small cars by $2 billion. Are we planning to run a $10 billion trade
surplus?

President Carter wants our trade account to balance to help the
world economic recovery. Remember the London summit. Besides,
this $10 billion swing toward surplus will be offset automatically by
our floating exchange rates. Where will the adjustment show up ?

Will our agricultural exports fall by $10 billion? Will our imports
of steel, textiles, shoes, and televisions rise by $10 billion? Or wil I there
be a combination of the two? The farmers and the workers in these
industries will face loss of income, and unemployment.

This program is too expensive and too damaging to the economy. It
is poorly, even disastrously designed. It shortchanges supply. It at-
tacks productive work by giving rebates instead of tax rate reduction.
It overtaxes gasoline. It overtaxes cars. It risks a trade war. It lowers
wages and employment.

Why is this being proposed?
When we hear the disagreements among the experts, and reports

that we have 1,000 years of natural gas left in the United States, and
enormous potential in solar power, we have to question the nature of
this crisis.

Is it a real crisis? Is it just an excuse for raising taxes and extend-
ing Government's power?

Is it simply that the Government is afraid of voter reaction to
decontrol of new gas and oil? Does the Government think it can
hide from the voters the fact that this energy program increases
inflation, lowers wage increases, costs jobs, and is far more expensive
than decontrol?

We don't know the answer to these questions. We should find out be-
fore we leap into a tax program of this size.

I really believe it is so simple to have decontrol and have the market
svstem work that I cannot understand why people aren't doing this.
That concludes my oral statement.

To continue, Mr. Laffer, you have mentioned that the energy pro-
gram continues controls on discoveries of oil and gas. I have a number
of questions.

Will we get more supply with decontrol of oil and gas or are we
down to the last barrel? How much job creation will we lose by relying
too much on conservation?

Mr. LAFFER. With regard to the supplies of natural oil and gas, I
am not really an expert on the supply curves. I have seen a lot of
experts-

Senator HATCH. A lot of differing points of view?
Mr. LAFFER. Yes; in fact, there is an editorial in the Wall Street

Journal this morning. Again your 1,000 years.
Senator HATCH. I don't believe a 1,000 years.
Mr. LAFFER. I don't believe a 1,000 years either. In fact, I would

go along with Keynes' statement here that in the long run, in that
long run, I will be dead. There are a lot of differing opinions on what
the supply is.
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What we do know is the short-run supply elasticities are far less
elastic than the long-run supply elasticity. Really to look at the effects
over a long horizon of decontrol, it is very hard to tell what the amounts
forthcoming would be.

We do know they would be a lot larger than we would estimate in
the short run. I think your statement is Just excellent with regard to
the work incentives in the United States.

Too often macroeconomic analyses focus exclusively on aggregate
demand. Within that context, a tax rebate will be effectively offsetting.
There is some logic to it if in fact we have only aggregate demand
in the analysis.

If we reinsert aggregate supply, however, nothing could be fur-
ther from the truth. If you look at it, an increase in taxes matched
by an increase in rebates will cause disincentives. We call these the
substitution effects of fiscal policy.

These substitution effects will unambigiously reduce output. I don't
see how we can make the American economy better off by reducing
output and employment. There will be a direct effect from this pro-
grain, I feel, of reducing output and employment in the United States.

Senator HATCH. I think the President has done us a great service
in emphasizing conservation and helping people to become aware that
it is a real problem; that the energy shortage is not just a conspiracy
among the shortage big oil and gas companies, but that we really have
a problem in our society today. and I think it can be compounded if
we have another embargo or any number of other situations.

My time is just about up. I would like to ask another question.
You say that the energy program will make our balance of pay-

ments worse. If we import less oil and fewer cars, where will the off-
setting losses take place?

Will we lose our international exports, or will we see a flood of
imports in steel, textiles, shoes, and televisions? What effect will the
floating exchange rates have on this type of approach?

Mr. LAIjR. Let me go at this question directly. I don't know what
will happen to the balance of payments. The balance of trade, how-
ever, will be made worse by the President's energy proposals.

Imagine for a moment that you restrict the supply of output of a
country. The country can adjust in one of two ways. It can either
reduce its aggregate demand for goods and services, or it can import
goods net.

If you look at what happened to the balance of trade of Guatemala
after the earthquakes there and the destruction of supply, you had
a huge increase in net imports in Guatemala. This energy program is
also a restriction of aggregate supply.

Part of the adjustment to it will result in lower demand, and part
will result in sharper increases in net imports. What you will find
happening here is that the net imports of energy and the net imports
of autonmobiles will be lowered.

However, the net imports of all other products will be increased or
their net exports reduced. What you will find happening is a flood of
imports or sharp reductions in net exports for products other than
energy and automobiles. Thus, given our triggering mechanisms with
antidum phing and all sorts of protection for domestic industries, this
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could lead to a rash of complaints to the President for special provi-
sions of tariffs and quotas, and lead to a sharply reduced stance toward
free trade.

Senator HATCH. My time is up. I would like to say I think there are
a lot of other problems that aren't really addressed. Those concern
where are we going to get the money, the engineers, the mining equip-
ment, the interagency cooperation in Government.

One agency is saying we are going to set it up; another says the
heck you are. Sometimes we refuse to take those problems into con-
sideration in our econometric models and other economic statements.

Mr. Vice Chairman, if I may, I would like to submit for the record
two papers, both of which were prepared by Mr. Jack Carlson, vice
president and chief economist of the Chamber of Commerce of the
United States. The first, a statement on behalf of the chamber; and
second, a paper entitled "Evaluation of Administration's Energy
Plan." Thank you.

Senator.HTuMPHREY. Without objection, so ordered.
[The papers referred to follow:]

STATEMENT ON THE ECONOMIC IMPACT OF THE ADMINISTRATION'S ENERGY PLAN

FOR SUBMISSION TO THE JOINT ECONOMIC COMMITTEE OF THE CONGRESS FOR THE

CHAMBER OF COMMERCE OF THE UNITED STATES, MAY 20, 1977

(By Jack Carlson')

I appreciate the opportunity, on behalf of the Chamber of Commerce of the
United States and its more than 67,000 members, to share my assessment of the
Administration's Energy Plan. Having served as Assistant Secretary of Interior
for Energy and Minerals, Assistant Director of the U.S. Bureau of the Budget and
Office of, Management and Budget and with the Council of Economic Advisers, I
have been concerned with energy and economic policy for snore than a decade.

SUPPORT ADMINISTRATION'S OBJECTIVES

The National Chamber supports the President's objective of reduced depend-
ency on high cost and interruptible sources of oil supply from abroad. However,
the Congress can improve upon the Plan and achieve the objectives more quickly,
wvith less taxes and government regulations, and with less adverse effect on the
economy. This can be done most effectively by adding encouragement for pro-
duction and reducing needless taxes and regulations.

The Administration proposes to reduce dependence on foreign oil by primary
emphasis on conservation, through taxes, prices, and regulations. The additional
taxes can potentially total $616 billion from 197S through 198S or nearly $10,000
for each American family. (See Table 1.)

TABLE 1.-ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES

[Billions of 1977 dollarsl

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

Crude oil -5 9 12 12 12 12 12 12 12 12 12 122
Industrial - - --- 3 4 4 5 5 6 6 6 5 4 48
Utility - --- -- - - - 2 2 2 2 2 2 12
Gasoline -5 10 15-- -20 25 30 35 40 45 50 275
Auto efficiency - I I I 1 1 1 2 2 2 2 2 16

Total directtaxes 6 18 27 32 38 45 52 57 62 66 70 473
Additional lederal taxes from infla-

tion caused by energy taxes (e.g.,
Federal personal income tax re-
ceipts increase 1.4 percent for
each I percent of inflation) - 2 5 9 13 16 19 18 16 15 15 15 143

Total, direct and indirect
taxes -8 23 36 45 54 64 70 73 77 81 85 616

Source Based upon "The National Energy Plan" and "National Energy Act."

vice president and chIef economist, Chamber of Commerce of the United Stntes.
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If the gasoline and automobile taxes are eliminated, the tax could total $242
billion from 1978 through 19SS, or about $4,000 for each family. Increases in Fed-
eral taxes occur, first, because of the new energy taxes and, second, because of in-
creased Federal tax receipts generated by higher levels of inflation inherent in the
Energy Plan. (See Table 2.)

TABLE 2.-ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES (EXCLUDING GASOLINE AND
AUTOMOBILE TAXES)

[Billions of 1977 dollarsl

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

Crude oil -5 9 12 12 12 12 12 12 12 12 12 122
Industrial - -3 4 4 5 5 6 6 6 5 4 48
Utility ------ 2 2 2 2 2 2 12

Total direct taxes -5 12 16 16 17 19 20 20 20 19 18 182
Additional Vederal taxes from infla-

tion caused by energy taxes (e.g.
Federal personal income tax re-
ceipts increase 1.4 percent for
each I percent of inflation) - 0 4 5 7 8 9 8 6 5 4 4 60

Total directand indirecttaxes. 5 16 21 23 25 28 28 26 25 23 22 242

Source: Based upon "The National Energy Plan" and "National Energy Act."

Because of higher taxes on oil and natural gas, coal and uranium prices will in-
crease and cause coal and uranium consumers to conserve, and producers to in-
crease supplies. This reaction is not properly analyzed by the Administration and
the Plan merely forecasts coal production equivalent to previous commitments for
coal-fired electric power stations and no improvement in coal caused by conserva-
tion.

The Energy Plan would cause a price rollback for 13 percent of intrastate na-
tural gas producers and a slower increase in crude oil prices. Existing policy
allows the composite of new and old crude oil to increase by 10 percent, of which
5 percent could be real increases in domestic crude oil prices. The Energy Plan
eliminates this adjustment except for inflation. (See Table 3.)

TABLE 3.-CHANGES IN FUNDS FLOWING TO PRODUCERS CAUSED BY ADMINISTRATION'S
PROPOSED TAX INCREASES

[Billions of 1977 dollarsl

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

Coal and uranium producers - - 2 3 4 5 6 8 11 13 14 15 81Oil and gas producers -2 -4 -6 -7 -7 -7 -7 -7 -7 -7 -7 -68

Total, producer receipts - -2 -2 -3 -3 -2 -1 1 4 6 7 8 13

Source: Based upon "The National Energy Plan" and "National Energy Act."

Although detailed plans for distribution of the increased energy taxes are not
yet available, it is clear most will be earmarked for low income individuals. (See
Table 4.)
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TABLE 4.-DISTRIBUTION OF TAXES AND RECEIPTS

[Billions of 1977 dollarsl

Percent
1978-88 distri-

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total bution

Individuals (per capita
rebates, autos, home
insulation, etc.) - 4 12 18 20 23 27 31 33 35 36 37 276 57

State and local govern-
ments -1 3 4 5 6 7 8 9 10 11 12 76 15

Business -1 3 5 7 9 11 13 15 17 19 21 121 25

Total, tax rebates --- 6 18 27 32 38 45 52 57 62 66 70 473 97

Producers of coal, uran-
ium andother -2 3 4 5 6 8 11 13 14 15 81 17

Producers of oil and
natural gas -- 2 -4 -6 -7 -7 -7 -7 -7 -7 -7 -7 -68 -14

Total, producers
receipts - -2 -2 -3 -3 -2 -1 1 4 6 7 8 13 3

Total, tax rebates
and producers
receipts - --- 4 16 24 29 36 44 53 61 68 73 78 486 100

Source: Based upon "The National Energy Plan" and "National Energy Act"

The rapid increase in Federal taxes and spending will undermine the Presi-
dent's objective of limiting the growth of government to growth of output and in-
come of the U.S. Although the President committed the Administration to hold
government taxing and spending to 21 percent of GNP, his Energy Plan will cause
both taxes and spending to exceed 25 percent of GNP, the largest increase in Fed-
eral taxing and spending in the peace-time history of the United States. (See
Table 5.)

TABLE 5.-ADMINISTRATION'S ENERGY PLAN AND INCREASE IN TAXES FASTER THAN THE GROWTH OF THE
ECONOMY

[Percent of gross national product)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Administration's objective-Federal taxes as
a percentage of gross national product 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21. 0

Additional Federal taxes in the energy plan
as a percentage of gross national product. - .5 1.9 2.4 3.1 3.4 4.0 4.0 3.8 3.7 3.9 4.1

Resulting Federal taxes as a percent-
age of gross national product - 21.5 22.9 23.4 24.1 24.4 25.0 25.0 24.8 24.7 24.9 25.1

Source: Based upon "The National Energy Plan" and "National Energy Act."

For the average worker this could mean a loss in income of $770 during 1980,
$1,540 during 1985, and a total of $12,900 for 1978 through 1988. This occurs be-
cause of higher direct energy taxes, energy plan induced Federal tax receipts
rund a slower growing economy. It may be of little consolation that some of the
tax payments will trickle down to workers. (See Table 6 and Chart 1.)
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TABLE 6.-LOSS IN SPENDABLE INCOME (DISPOSABLE INCOME) PER AVERAGE WORKER FROM FULL
IMPLEMENTATION OF ADMINISTRATION'S ENERGY TAX PLAN

[1977 dollars]

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

New higher taxes -68 195 285 310 390 470 510 550 560 630 690 4, 658
Additional taxes from energy

plan-generated inflation 22 55 95 160 160 160 170 160 150 130 110 1, 372
Lower income because of

slower growing economy. 30 170 390 420 680 800 830 850 880 900 930 6, 880

Total loss in spendable
income per worker--- 120 420 770 890 1, 230 1,430 1, 510 1, 560 1, 590 1, 660 1, 730 12, 910

Loss as a percent of real
disposable income per
worker -1 3 6 7 9 10 11 11 10 9 9 .

Source: Based uaon "The National Energy Plan" and "National Energy Act."

POTENTIAL LCSS OF INCOME
FOR AVERAGE WORKER

FROM'1 ADMINISTRATION ENERGY PLAN
1750

1419

Loss FROM SLOWER GROWTH
107S9 OF ECONOMY

1 ~~~~~~~~NEW TAXES

78 79 8a 81 82 83 84 B5 86 87 88
AFNNURL DRTR

CHART 1

The Administration's Energy Tax Plan will cause some prices to increase and
others to decrease. The changes can be shown each year and cumulative. (See
Table 7.)
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TABLE 7.-REAL PRICE CHANGES PROPOSED IN THE ADMINISTRATION'S ENERGY PLAN

[in percenti

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Demand:
Crude nil:'

Annual -15 11 6 -5 -5 -5 -5 -5 -5 -5 -5
Total -15 30 45 40 35 30 25 20 15 10 5

Industrial nil:
Annual -0 9 2 2 2 2 2 2 0 0 0
Total --------------- 0 9 I11 13 15 17 19 21 21 21 21

Indantrial natural gun:
Annual--------------- 0 20 5 5 5 5 5 5 0 0 0
Totra- - ga - 0 20 25 30 35 40 45 50 50 50 50

Utility oil and gas:
Annual -0------------ 0 00 0 0 11 0 0 0 0 0
TAtal-0 0 0 0 0 11 11 11 11 11 11

Motor gasnline:
Annual - -8 8 7 7 6 6 6 5 5 5 0
Total---------------- 8 17 25 33 42 50 58 67 75 83 83

Goaul:'I
Annual ------ --------- 5 5 10 10 5 -5 -5 -5 -5 -5 -5
Tutal - -5 10 20 30 35 30 25 20 15 10 5

Supply:
Crude nil:'

Total - - -5 -10 -15 -20 -25 -30 -35 -40 -45 -50 -55
Natural gas:a2

Annual-------------- -5 -5 -5 -5 - 5 - 5 - 5

Tutal - - - -5 -10 -15 -20 -25 -30 -35 -40 -45 -50 -55
Goaul:'1

Annual ------------ 5 51 0 10 5-5 -5 -5 -5 -5 -5
fotal - -5 10 20 30 35 30 25 20 15 10 5

1 Reflects the fact that the administration's energy plan would disallow 10 percent increase in crude oil prices now al-
lowed under existing law; 5 percentage points of the adjustment was assumed for inflation and 5 percent for real price
increasee.

2 Reflects the fact that the Federal Power Commission would not be allowed to set rates according to traditional cost of
production techniques under the administration's energy plan.

Source: Based upon "T he National Energy Plan" and "National Energy Act."

Consumers and producers are more or less sensitive to changes in prices. For
example, consumers reduce consumption of gasoline by only 1% for each 10%
increase in price within 12 months of such an increase. However, with more
time for adjustment, such as time to purchase a more fuel-efficient car or to
set up a carpool, a 10% increase in price can mean a 2% decrease in gasoline
consumed. (See Table 8.)

TABLE 8.-IMPACT OF A 1-PERCENT CHANGE IN PRICE ON THE QUANTITY CONSERVED OR PRODUCED IN
PERCENT

[Demand and supply elasticities]

1978 1979 1980. 1981 1982 1983 1984 1985 1986 1987 1988

Demand elnsticities:
Crude oil ' - -0.20 -0.20 -0.24 -0:27 -0.30 -0. 33 -0. 37 -0.40 -0.41 -0. 42 -0. 43

Industrial oil and
Gasu -. 20 -. 20 -. 20 -. 24 -. 28 -. 32 -. 36 -. 40 -. 41 -. 42 -. 43

Utility oil and
gasuI -- -. 15 -.20 -.25 -.30 -.35 -.40

Gasline - -. 10 -102 -.11 -.12 -.14 -.16 -.18 -.20 -.22 -.24 -.26
Coaulle-_ -.20 -.22 -.24 -.26 -.28 -.30 -.32 -.34 -.36 -.38 -.40
Natural gas - -. 20 -. 22 -. 24- --.26 -. 28 -. 30 -. 32 -. 34 -. 36 -. 38 -. 40

Supply elanticities:
Crude oi i- .10 .12 .14 .16 .18 .20 .22 .24 .26 .28 .30
Natural gas3

4-
.-__ .10 .12 .14 .16 .18 .20 .22 .24 .26 .28 .30

Coal a-- .30 .33 .36 .39 .42 :45 .48 .51 .54 .57 .60

'Calculated from: Federal Energy Administration,- "1977 National Energy Outlook (Draft: Jan. 15, 1977)", app. D,
tahles 0-3, D-4, 0-5.

' Calculated from: Dale W. Jorgenson, ed.,"Econometric Studies of U.S. Energy-Policy", data resources series, vol. 1,
1976, ch 4.
' Calculated from various FEA publications
4 Assume current proved reserves of natural gas. If new reserves are discovered and developed, elasticity could be as

high as 3.5 in 1985.
Assumes environmental laws will not impede production.

Forecast of energy consumption and production can be made assuming continu-
ation of existing policies. (See Table 9.)
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TABLE 9.-CONSUMPTION OF ENERGY BY TYPE

[Millions of barrels of crude oil equivalents)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Crude oil -19.0 19.8 20.6 21.1 21.6 22.2 22.7 23.3 23.6 24.1 24. 6Coal -8.0 8.4 8.7 9.1 9.4 9.8 10.2 10.5 10.8 11.2 11. 5Natural gas - 10.0 9. 99. 8 9. 7 9.6 9.5 9.4 9.4 9.2 9.1 9. 0Uranium 1.5 2.0 2.5 3.2 3.9 4.7 5.5 6.2 6.7 7.4 8.1
Total, in million barrels per day - 39.0 40.0 42. 0 43. 0 45.0 46.0 48.0 50.0 51.0 52.0 53.0
Total in quadrillion Btu's -79 81 84 86 90 93 95 100 102 104 107

ADDENDUM

Industrial oil and natural gas 8.4 8.8 9.2 9.6 9.9 10.3 10.7 11.0 11.3 11.6 12.0Utilityoil and gas -4.0 3.9 3.8 3.7 3.6 3.4 3.3 3.2 3.1 3.0 2. 8Gasoline 6.7 6.8 6.9 6.9 6.9 7.0 7.0 7.0 7.0 7.0 7.0

Source: Based upon data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy Plan."

When the sensitivity of each price change is applied to the quantity of energyconsumed for each purpose or produced from each source, increases or decreasesin fuel usage or supplies can be made. For example, a 100 per gallon gasoline taxincrease is equal to a 16% increase in the about 60¢ per gallon price of regulargasoline. Applied to 6.7 million barrels of crude oil per day forecast to be usedfor producing gasoline in 1979 and based on the sensitivity of motor gasolineconsumers to such a price increase, the resulting reduction in consumption couldbe about 100,000 barrels of crude oil per day (16% X 6.7 MBPD X 0.1% =107,200 MBPD).
The Administration should expect to improve energy conservation and pro-duction by 1.8 million barrels of oil per day ('MBPD) by 1980, 3.6 MBPD by1985, and suffer deterioration to about 1.9 MBPD by 1988. (See Table 10). Thedecline occurs because existing policy would- have allowed crude oil prices toreach market prices by 1990.
However, this should cause imports to decline from about 12 MBPD to only 8.7MBPD by 1985. Even this 3.6 MBPD reduction in impcrts will nearly disappearby 1988 when compared to the expected results of existing energy policy. (SeeTable 11.)

TABLE 10.-GAINS AND LOSSES IN CONSERVATION (DEMAND) AND PRODUCTION (SUPPLY)
FROM ADMINISTRATION'S ENERGY TAXES

[Millions of barrels of crude oil per dayl

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Direct conservation:
Crudeoiltax -0.3 0.5 0.8 0.9 0.7 0.7 0.6 0.5 0.4 0.3 0.1Industrial oil and natural gas tax … 0 .2 .3 .4 .7 9 1.2 1.5 1.6 1.6 1.7Utilityoil and natural gastax - 0 0 0 0 0 1 .1 .1 .1 .1 .1Gasolinetax -. 1 .2 .2 .3 .4 .6 .7 .9 1.1 1.3 1.4

Total, gains- .4 .9 1.3 1.6 1.8 2.3 2.6 3.0 3.2 3.3 3.3Losses from lower natural gas prices:
Conservation -. 1 -.2 -.2 -.2 -.2 -.2 -.3 -.3 -.3 -.3 -.4Production -. 1 -.1 -.2 -.3 -.4 -.6 -.9 -.9-1.1-1.3 -1.5

Net direct gain in conservation .2 .6 .9 1.1 1.2 1.5 1.4 1.8 1.8 1.7 1.4
Indirect energy improvements from higher

coal and uranium prices:
Conservation- .1 .2 .4 .7 .9 .9 .8 .7 .6 .4 .2Production- .1 .3 .5 1.2 1.4 1.3 1.2 1.1 .9 .6 .3

Total, indirect .2- - .5- .9 1.9 2.3 2.2 2.0 1.8 1:5 1.0 .5
Total, direct and indirect .4 1.1 1.8 3.0 3.5 3.7 3.6 3.6 3.5 2.7 1.9

Source: Based upon data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy.Plan."
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TABLE 11.-ENERGY IMPROVEMENT FROM ADMINISTRATION'S PLAN

(Millions of barrels of crude oil per day equivalentl

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Demand -39.0 40.0 42.0 43.0 45.0 46.0 48.0 49.0 51.0 52.0 53.0
Administration's energy plan:

Direct reduction from admin-
istration taxes --. 4 -. 9. -1.3 -1. 6 -1.8 -2. 3 -2.6 -3.0 -3. 2 -3. 3 -3.3

Indirect reduction from higher
coal and uranium prices---- -. I -. 2 -. 4 -. 7 -. 9 -. 9 -. 8 -. 7 -. 6 -. 4 -. 2

Offsetting increase in demand
for natural gas from lower
prices -- +.1 +.2 +.2 +.2 +.2 +.2 +.3 +.3 +.3 +.3 +.4

Demand and supply with admin-
istration's plan -38.5 38.8 40.1 39.7 41.1 41.7 43.7 44. 5 46.6 48.0 49.9

Supply adjustments with admin-
istration's plan:

Increase in Coal Production_ -. I -3 -. 5 -1. 2 -1.4 -1. 3 -1. 2 -1.1 -. 9 -. 6 -. 3
Decrease in domestic natural

gas production -1 1 .2 .3 .4 .6 .8 .9 1.1 1.3 1.5
Decrease in domestic crude

oil production -1 .1 .2 .3 .5 .7 .9 1.1 1.3 1.6 1.9
Decreasein Imports- .4 1.0 2.0 3.0 4.0 4.5 4.0 3.5 2.0 1.5 1.0

ADDENDUM
Su pply before plan:

Domestic -31.0 31.4 32.8 33.1 34.4 35.0 36.4 37.0 38. 5 38.7 39.0
Foreign -7.9 8.5 9.3 9.6 10.2 10.8 11.4 12.0 12.5 12.8 13.5

Total -38.9 39.9 42.1 42.7 44.6 45.8 47.8 49.0 51.0 51.5 52.5

Supply with plan:
Domestic -30.9 31.2 32.9 32.9 34.7 35.2 36.4 36.7 37.0 37.0 37.6
Foreign -7.6 7.6 7.2 6.8 6.4 6.7 7.8 8.7 10.5 11.8 13.0

Total -38. 5 38.8 40.1 39. 7 41.1 41.9 44. 2 45.4 47. 5 48. 8 50.6

Net supply changes with plan:
Domestic --. 1 -.2 -.1 -.2 +.3 +.2 -0 -.3 -1.5 -1.7 -1.4
Foreign -. 3 -.9 -1.9 -2. 8 -3.8 -3.9 -3.6 -3. 3 -2.0 -1. 0 -. 5

Total --. 4 -1.1 -2.0 -3.0 -3.5 -3.7 -3.6 -3.6 -3.5 -2.7 -1. 9

Source: Based on data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy Plan."

The Administration failed to provide significant incentive for increasing the
production of natural gas or crude oil. The anemic incentive of classifying new
crude oil and natural gas at a high supply price if found beyond 2'/2 miles and
1,000 feet from existing wells and completion levels would have applied to only
about 5% of new oil and gas discovered and produced during the last 4 years.

If an incentive were provided oil producers by allowing both natural gas and
crude oil to float to market prices or a plow-back of energy excise taxes for
strictly investment purposes, then about 2.5 MBPD energy improvement could be
made. This improvement is comparable to that provided by the entire Adminis-
tration's Energy Tax Plan. (See Table 12.)

TABLE 12.-ADDITIONAL CONSERVATION AND PRODUClION FROM PROPOSALS NOT NOW PART OF THE ENERGY
PLAN

[Millions of barrels of oil per dayl

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Increase newly contracted price for natural
gas to market price-$2.50 instead of only
$1.75 proposed in energy plan:

Additional conservation -0.6 0.7 0.7 0.8 0.8 0.9 0.9' 1.0 1.0 1.0 1. 1
Additional production (if market prices

prevail or plow-back for investment is
allowed)- .3 .4 .4 .5 .5 .6 .6 .7 .7 .8 .8

Allow market prices to prevail or plow-back
crude oil taxes for investment -. 2 .2 7 1.3 1.4 1.4 1. 3 1.2 1.1 -. 9 .7 .4

Total - 1.1 1.8 2.4 2.7 2.7 2.8 2.7 2.8 2.6 2.5 2.3

Source: Based upon data from Federal Energy Administration, U.S. Bureau of Mines and "The National Energy Plan."

Clearly incentives for production would improve the U.S. energy situation and
lower the growth of energy usage. (See Table 13.)
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TABLE 13.-CONSUMPTION RATES FOR ENERGY PLAN WITH PRODUCTION STIMULUS

Growth to-

1985 1988

Consumption without energy plan - 3.3 3.1
Consumption with energy plan -2.4 2.8
Consumption with energy plan and production stimulus 1.2 2.4

If production of oil and gas is not encouraged, then Americans will suffer more
than they need to suffer. By 1982, the Administration's Energy Plan will cause:

2.1% lower GNP or $46 billion dollars of lost output and income
4% loss of disposable income or $1,000 per family
1.4 million fewer jobs
2.7% higher price levels
4% lower investment or more than $10 billion of fewer tools for workers
3.4% lower industrial production, 10% lower automobile sales and 5% lower

housing starts. (See Table 14.)
TABLE 14.-IMPACT OF THE ADMINISTRATION'S TOTAL ENERGY TAX PLAN ON THE U.S. ECONOMY

[Change in levels of economic activityl
8

1978 1979 1980 1981 1982 1993 1984 1985 1986 1987 198

Real GNP (percent). -0.2 -0.4 -1.3 -1.9 -2.1 -2.3 -2.5 -2. 5 -2.3 -2.1 -2.0
Billions of 1977

dollars -- 4 -8 -26 -40 -46 -53 -60 -63 -60 -57 -53
Real per captia dis-

posable income
(percent) -0.4 -1.5 -2.7 -3.5 -4.0 -- 4.4 -4.7 -4.9 -4.8 -4.7 -4.6

Real personal in-
come:

Billions of 1977
dollars -32 -15 -33 -47 -55 -64 -70 -75 -77 -79 -81

Average loss per
family in 1977
dollars -57 -263 -586 -632 -998 -1,146 -1,263 -1,346 -1,380 -1,420 -1,450

Savings -- 0.2 -0.6 -1.0 -1.1 -1.2 -1.3 -1.5 -1.7 -1.7 -1.6 -1.5
Employment (per-

cent) -0 -0.2 -0.6 -1.1 -1.4 -1.5 -1.7 -1.7 -1.7 -1.7 -1.7
Thousands of jobs -20 -150 -620 -1,100 -1,350 -1,530 -1,650 -1,730 -1,650 -1,600 -1,650

Unemployment (per-
cent) 0 0.1 0.4 0.7 0.9 1.1 1.2 1.2.

Thousands of jobs
lost -30 100 420 730 910 1,060 1,160 1,240 1,200 1,150 1,100

Consumer prices
(percent) --------- 0.4 1.0 1.7 2.3 2.7 3.0 2.7 2.4 2.2 2.1 2.0

GNP deflator (per-
cent) … 0.3 0.8 1.3 1.9 2.4 2.5 2.4 2.0 1.9 1.8 1.7

Real business fixed
i nvestment
(percent) … -0:2 -0.8 -1.9 -3.0 -4.0 -4.5 -4.5 -4.0 -4.0 -3.8 -3.5

Billions of 1977
dollars- -1 -2 -4 -7 -10 -11 -12 -12 -12 -12 -12

Capacity utilization
(percent) - -0.3 -1.1 -2.3 -3.1 -3.4 -3.7 -3.9 -4.0 -4.1 -4.2 -4.3

Industrial production
(percent) -0.3 -1. 2 -2.4 -3.1 -3.4 -3.6 -3.9 -4.0 -4.1 -4.0 -4.0

Auto sales (percent).. -2 -7 -10 -10 -10 -11 -11 -12 -12 -13 -13
Thousands of cars.. -200 -700 -1,100 -1, 200 -1, 200 -1, 300 -1, 400 -1, 400 -1, 400 -1, 500 -1, 500

Housing starts (per-
cent) -2 -5 -7 -6 -5 -4 -3 -2 -1 0 0

Thousands of units. 40 100 140 120 100 80 60 40 20 0 0
Exports (percent)-- __ -0.2 -0.6 -1. 2 -1.6 -1.7 -1.6 -1. 5 -1.4 -1.2 -1.2 -1. 0

Billions of 1977
dollars - -0.4 -1. 0 -2.4 -3.4 -3.8 -3.8 -3.7 -3.7 -3;6 -3.5 -3.1

m1orts (percent)---- -1. 0 -2.1 -3.4 -4. 4 -6.1 -7.7 -9.3 -11.0 -12.7 -14.0 -15.0
Billions of 1977

dollars -1.8 -4.0 -6.8 -9.3 -12.7 -18.1 -23.1 -28. 8 -35.1 -40.7 -46. 0
Net exports in 1977

dollars … 1.6 3.0 4. 4 5.9 8.9 14.3 19. 4 25.1 31.5 37.2 42.9

Source: National Chamber Forecasting Center Models and Computations, Federal Energy Administration and U.S.
Bureau of Mines data, "The National Energy Plan," DRI and Chase Econometrics modeling and data.
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If the gasoline and auto taxes are not enacted and only the Crude Oil, Indus-
trial and Utility taxes are imposed on the economy, then the adverse impacts
on the economy would be much less. (See Charts 2 to 7.)

IMPACT OF THE ADMINISTRATION'S ENERGY
PLAN ON REAL GROSS NATIONAL PRODUCT
(CHANGE IN BILLIONS OF 1977 DOLLARSI

-... GAS TAX TRIGGERED EACH YEAR
NO GAROLINE OR AUTO TAX
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IMPACT OF THE ADMtINISTRATION'S ENERGY
PLAN ON CONSUMER PRICES
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IMPACT OF THE ADMINISTRATION'S ENERGY
PLAN ON TOTAL EMPLOYMENT

(CHANGE IN THOUSANDS OF JOBS)
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IMPACT OF THE ADMINISTRATION'S ENERGY
PLAN ON REAL BUSINESS FIXED INVESTMENT
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IMPACT OF THE ADMINISTRATION'S ENERGY
PLAN ON AUTO SALES

(CHANGE IN THOUSANDS OF CARS)
-.-- GAS TAX TRIGGERED EACH YEAR
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CHART 6

IMPACT OF THE ADMINISTRATION'S ENERGY
PLAN ON TOTAL HOUSING STARTS
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If the same level of energy improvement (See Table 10) is achieved through a
balanced program encouraging both conservation and production (See Table 12),
American consumers, workers and businessmen need not suffer (See Table 15).
Also taxes need not grow and increase the size and role of government in our
lives. Freedom of choice by consumers, workers and producers could be
maintained.



TABLE 15.-COMARISON OF ADMINISTRATION'S ENERGY PLAN AND BALANCED PLAN ENCOURAGING BOTH
CONSERVATION AND PRODUCTION

Change in levels

i . 1982 1985

Balanced plan . . Balanced plan
Administration for b3th con- Administration for both con-

plan, primary servation and plan, primary servati~on and
conservation prnductioan conservation production

Gross national product -- 2.1 +0. 4 -2.5 +0. 8
Employment -- 1. 4 +. 4 -1.7 +1. 0

Number of employees -- (-1, 350) (+385) (-1, 730) (+1, 010)
Cbnsumer Price-Index -+2.7 +. 7 +2. 4 +1.1
Businessfixe d investment - -4.0 +7.7 -4.0 +11.8
Industrial production- -3. 4 +1.3 -4.0 +2. 3
New cars ------ +10.0 -1. 0 -12.0 0
Housing starts -- 5.0 -3.0 -2.0 0

Source: National Chamber Fore-anting Center Molals anl Computation;, Federal Energy Administration and U.S.
Bureau of Mines data, "The National Energy Plan", DRI and Chase Econometrics modelling and data.

Although the major provisions of the Administration's Energy Program are
tax and price oriented, there are several non-tax and non-price provisions. The
programs may increase conservation by as much as 0.7 MBPD by 1985:

0.3 MBPD for insulating old and new buildings heated with fuel oil; i
0.1 MBPD for insulating old homes heated by natural gas;
0.3 MBPD for cogeneration of heating and process energy;
a little for solar heating in homes (more after 1990).
Unfortunately the Administration's Energy Plan does not propose to, place its

own management responsibilities in tune with the energy crisis. Federally owned
or controlled resources were not considered in order to achieve the objectives.
This occurred in spite of the fact that:

Half of the nation's fossil fuel endowment is held by the Federal government,
but in 1976 it produced less than 10% of the nation's output;

!7% of the on-land Federal domain is now withdrawn from or seriously re-,
stricted to energy and mineral leasing and even more restrictions are being,
considered by the Congress particularly in Alaska;

No more than 4% of the Federal off-shore holdings on the continental shelf
has ever been developed for oil and gas and nearly all of that is off tlse producing
states of Louisiana and Texas.

In the case of particular fuels:
40% of the total U.S. coal reserves are under Federal lands; more than 70%

of the low-sulfur, low-cost coal reserves of the West is under government land,
of which 25%o in turn is under restriction not to be used for energy purposes and
use of the remainder suffers from a half-decade moratorium on Federal coal
leasing;

J72% of oil shale is on Federal lands and 85% of tar sands;
* 15% of developed and discovered oil reserves and resources and perhaps a

third of undiscovered oil resources are on Federal lands;
20% of discovered reserves and resources and perhaps 43% of undiscovered

gas resources are on Federal lands.
:A situation where less than 10% of domestic production is generated trom half

the nation's fossil fuel endowment which is located on Federal lands is clear
evidence that the Government itself is not facing up to the energy crisis. The
Administration is proposing that the rest of the nation suffer much more than
would need be the case if the Government would include its own resources to
overcome the energy crisis, "the moral equivalent to war".

EVALUATION OF ADMIINISTRATION'S ENERGY PLAN

(By Jack Carlson1)

The Carter Administration's proposed energy plan is aimed at reducing U.S.
dependence on foreign oil and lowering the growth of energy consumption. The
Administration proposes to do so by heavily emphasizing conservation, through
taxes, prices, and regulations.

The additional taxes can potentially total $616 billion from 1978 through 19S8
or nearly $10,000 for each American family. (See Table 1.)

l Vtce president and chief economist, Chamber of Commerce of tie UnIteil States.
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TABLE 1, ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES

[Billions of 1977 dollarsl

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 tota I

Crude oil-- - 5 9 12 12 12 12 12 12 12 12 12 122
Industrial - 3 4 4 5 5 6 6 6 5 4 48
Utility - --------------------------------------------- - -- 2 2 2 2 2 2 12
Gasoline - -5 10 15 20 25 30 35 40 45 50 275
Auto efficiency -I I I I I 1 2 2 2 2 2 16

Total, direct taxes -6 18 27 32 38 45 52
Additional Federal taxes from infla-

tion caused by energy taxes (e.g.,
Federal personal income tax re-
ceipts increase 1.4 percent for
each 1 percent of inflation) - 2 5 9 13 16 19 18

57 62 66 70 473

16 15 15 15 -143

Total, direct andindirecttaxes- 8 23 36 45 54 64 70 73 77 81 85 616

Source: Based upon "The National Energy Plan" and "National Energy Act."

If the gasoline and automobile taxes are eliminated, the tax could total $242
billion from 1978 through 1988, or about $4,000 for each family. Increases in Fed-
eral taxes occur first, because of the new energy taxes and, second, because of
increased Federal tax receipts generated by higher levels of inflation inherent in
the Energy Plan. (See Table 2.)

TABLE 2.-ADMINISTRATION'S PROPOSED ENERGY TAX INCREASES (EXCLUDING GASOLINE AND AUTOMOBILE
TAXES)

{Billions of 1977 dollars]

197E-4R
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

Crude oil - :--- 5 9 , 12 12 12 12 12 12 12 12 12 122
Industrial - - 3 4 4 5 5 6 6 6 5 4 48
Utility - -------------------------------- 2 2 2 2 2 2 12

Total, direct taxes -5 12 16 16 17 19 20 20 20 19 18 182
Additional Federal taxes from infla-

tion caused by energy taxes (e.g.,
Federal personal income tax re-
ceipts increase 1.4 percent for
each I percent of inflation) .- 4 5 7 8 9 8 6 5 4 4 60

Total, direct and indirect
taxes - 5 16 21 23 25 28 28 26 25 23 22 242

Source: Based upon "The National Energy Plan" and "National Energy Act."

Because of higher taxes on oil and natural gas, coal and uranium prices will
increase and cause coal and uranium consumers and producers to conserve and
increase supply. This reaction is not properly analyzed by the Administration and
the Plan merely forecast production equivalent to previous commitments for coal-
fired electric power stations and no improvement in coal caused conservation.

The Energy Plan would cause a price rollback for 13% of intrastate natural
gas producers and a slower increase in crude oil prices. Existing policy allows the
composite of new and old crude oil to increase by 10%, of which 5% could be real
increases in domestic crude oil prices. The Energy Plan eliminates adjustments
except for inflation. (See Table 3.)

TABLE 3.-CHANGES IN FUNDS FLOWING TO PRODUCERS CAUSED BY
ADMINISTRATION'S PROPOSED TAX INCREASES

[Billions of 1977 dollarsl

1978-88
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 tota

Coal and uranium producers - - 2 3 4 5 6 8 11 13 14 15 81
Oil and gas producers -- 2 -4 -6 -7 -7 -7 -7 -7 -7 -7 -7 -68

Total producer receipts- -2 -2 -3 -3 -2 -1 1 4 6 7 8 13

Source: Based upon "The National Energy Plan" and "National Energy Act."
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Although detailed distribution of the increased energy taxes is not yet avail-
able, it is clear most will be earmarked for low income individuals. (See Table 4.)

TABLE 4.-DISTRIBUTION OF TAXES AND RECEIPTS
(Billions of 1977 dollarsj

Percent
1978-88 distri-

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total bution

Individuals (per capita
rebates, autos, home
insulation, etc.) … 4 12 18 20 23 27 31 33 35 36 37 276 57

State and local govern-
ment 1 3 4 5 6 7 8 9 10 11 12 76 15

Business 1 3 5 7 9 11 13 15 17 19 21 121 25

Total, tax rebates..-. 6 18 27 32 38 45 52 57 62 66 70 473 97

Producers of coal, ura-
nium and other …2 3 4 5 6 8 11 13 14 15 81 17

Producers of oil and
natural gas -2 -4 -6 -7 -7 -7 -7 -7 -7 -7 -7 -68 -14

Total, producers re-
ceipts -- 2 -2 -3 -3 -2 -1 1 4 6 7 8 13 3

Total, tax rebates and
producers receipts 4 16 24 29 36 44 53 61 68 73 78 486 100

Source: Based upon "The National Energy Plan" and "National Energy Act"

The rapid increase in Federal taxes and spending will undermine the Pres-
ident's objective of limiting the growth of government to growth of output and
income of the U.S. Although the President committed the Administration to
hold government taxing and spending to 21% of GNP, his Energy Plan will cause
both taxes and spending to exceed 25% of GNP, the largest increase in Federal
taxing and spending in the peace-time history of the United States. (See Table 5.)

TABLE 5-ADMINISTRATION'S ENERGY PLAN AND INCREASE IN TAXES FASTER THAN THE GROWTH OF
THE ECONOMY

[Percent of gross national product]

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Administration's objective-Federal taxes as
apercentage of gross national product 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0 21.0Additional Federal taxes in the energy plan as
a percentage of gross national product - 5 1.9 2. 4 3. 1 3.4 4.0 4.0 3.8 3.7 3.9 4.1

Resulting Federal taxes as a percentage
of gross national product - 21.5 22.9 23.4 24.1 24. 4 25. 0 25. 0 24.8 24.7 24.9 25.1

Source: Based upon "The National Energy Plan" and "National Energy AcL"

For the average worker this could mean a loss in income of $770 during 1980,
$1,540 during 1985, or a total of $12,900 for 1978 through 1988. This occurs because
of higher direct energy taxes, energy plan induced Federal tax receipts and a
slower growing economy. There is little consolation that some of the tax payments
will trickle back to workers. (See Table 6.)

TABLE 6.-LOSS IN SPENDABLE INCOME (DISPOSABLE INCOME) PER AVERAGE WORKER FROM FULL
IMPLEMENTATION OF ADMINISTRATION'S ENERGY TAX PLAN

[1977 dollarsl

1978-
88

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 total

New higher taxes -68 195 285 310 390 470 510 550 560 630 690 4, 658
Additional taxes from

energy plan-generated
inflation 22 55 95 160 160 160 170 160 150 130 110 1, 372

Lower income because of
slower growing economy-- 30 170 390 420 680 800 830 850 880 900 930 6,880

Total loss in spendable
income per worker--- 120 420 770 890 1, 230 1, 430 1,510 1,560 1,590 1, 660 1, 730 12, 910

Loss as a percent of real
disposable income per
worker -- 1 3 6 7 9 10 11 11 10 9 9

Source: Based upon "The National Energy Plan" and "National Energy Act"
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The Administration's Energy Tax Plan will cause some prices to increase and
others to decrease. The changes can be shown each year and cumulative. (See
Table 7.)

TABLE 7.-REAL PRICE CHANGES PROPOSED IN THE ADMINISTRATION'S ENERGY PLAN

[Percenti

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Demand:
Crude oil:'

Annual -15 11 6 -5 -5 -5 -5 -5 -5 -5
Total -1--------------------- I5 30 45 40 35 30 25 20 15 10

Industrial oil:
Annual __ _---_- 0 9 2 2 2 2 2 2 0 0
Total -0 9 11 13 15 7 19 21 21 21

Industrial natural gas:
Annual -0 20 5 5 5 5 5 5 0 0
Total 0 20 25 30 35 40 45 50 50 50

Utility oil and gas:
Annual - 0 0 0 0 11 0 0 0 0
Total -0 0 0 0 0 11 11 11 11 it

Motor gasoline:
Annual -8 8 7 7 6 6 6 5 5 5
Total -8 17 25 33 42 50 58 67 75 83

Coal: l
Annual- 5 5 10 10 5 -5 -5 - 5 -5
Total 5 10 20 30 35 30 25 20 15 10

Supply:
Crude oil: '

Annual-- -5 -5 -5 -5 -5 -5 -5 -5 5 5
Total ----------------------- 5 -10 -15 -20 -25 -30 -35 -40 -45 -50

Natural gas: 2
Annual ------------------ 5 - -5 -5
Total -5 -10 -15 -20 -25 -30 -35 -40 -45 -50

Coal:
Annual -5 5 10 10 5 -5 -5 -5 -5 -5
Total -5 10 20 30 35 30 25 20 15 10

198

-5
5

0
21

0
50

0
11

0
83

-5
S

-5
-ss
-5

-95

-5
5

I Reflects the fact that the administration's energy plan would disallow 10 percent increase in crude oil prices now
allowed under existing law; 5 percentage points of the adjustment was assumed for inflation and 5 percent for real price
increases.

:Reflects the fact that the Federal Power Commission would not be allowed to set rates according to traditional cost of
production techniques under the administration's energy plan.

Source: Based upon "The National Energy Plan" and "National Energy Act"

Consumers and producers are more or less sensitive to changes in prices. For
example, consumers reduce consumption of motor gasoline by only 1% for each
10% increase in price within 12 months of such an increase. However, with
more time for adjustment, such as time to purchase a more fuel-efficient car or
car-pool, a 10% increase in price can mean a 2% decrease in gasoline consumed;
such as in 1985. (See Table 8. )
TABLE 8.-IMPACT OF A 10-PERCENT CHANGE IN PRICE ON THE QUANTITY CONSERVED OR PRODUCED IN PERCENT

[Demand and supply elasticities]

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Demand elasticities:
Crude oil I -2.0 -2.0 -2.4 -2.7 -3.0 -3.3 -3.7 -4.0 -4.1 -4.2 -4.3
Industrial oil and gas ' - -2.0 -2.0 -2.0 -2.4 -2.8 -3.2 -3.6 -4.0 -4.1 -4.2 -4.3
Utility oil and gas --- - - - -1. 5 -2.0 -2.5 -3.0 -3.5 -4.0
Motor gasoline 2 -1. 0 -1. 0 -1. 1 -1.2 -1.4 -1.6 -1.8 -2.0 -2.2 -2.4 -2.6
Coal I- … -2.0 -2.2 -2.4 -2.6 -2.8 -3.0 -3.2 -3.4 -3.6 -3.8 -4.0
Natural gs - - 2.0 -2.2 -2.4 -2.6 -2.8 -3.0 -3.2 -3.4 -3.6 -3.8 -4.0

Supply elasticities:
Crude oil3 -1.0 1.2 1.4 1.6 1.8 2.0 2.2 2.4 2.6 2.8 3.0
Naturalgas 

…4 1.0 1.2 1.4 1.6 1.8 2.0 2.2 2.4 2.6 2.8 3.0
Coal3a - 3.0 3.3 3.6 3.9 4.2 4.5 4.8 5.1 5.4 5.7 6.0

I Calculated from: Federal Energy Administration, "1977 National Energy Outlook (Draft: January 15, 1977)," app, D,
tables D-3, D-$, D-5.

2 Calculated from: Dale W. Jorgenson, ed. "Econometric Studies of U.S. Energy Policy," data resources series, vol. 1,
1976, ch. 4.

3 Calculated from various FEA publications.
4 Assume current proved reserves of natural gas. If new reserves are discovered and developed, elasticity could be as

high as 3.5 in 1985.
6 Assumes environmental laws will not impede production.
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Forecast of energy consumption and production can be made assuming existing
policies. (See Table 9.)

TABLE 9.-CONSUMPTION OF ENERGY BY TYPE
[Millions of barrels of crude oil equivalents)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Crude oil - 19.0 19.8 20.6 21.1 21.6 22.2 22.7 23.3 23.6 24.1 24.6
Coal -8.0 8.4 8.7 9 1 9 4 9.8 10.2 10.5 10.8 11.2 11.5
Natural gas -10.0 9.9 9.8 9.7 9.6 9.5 9.4 9.4 9.2 9.1 9.0
Uranium -1.5 2.0 2.5 3.2 3.9 4.7 5.5 6.2 6.7 7.4 8.1

Total in million barrels per day - 39.0 40.0 42.0 43.0 45.0 46.0 48.0 50.0 51.0 52.0 53. 0

Total, in
quadrillion Btu's 79 81 84 86 90 93 95 100 102 104 107

ADDENDUM
Industrial oil and natural gas -8.4 8.8 9.2 9.6 9.9 10.3 10.7 11.0 11.3 11.6 12.0
Utility oil and gas -19.0 19.8 20.6 21.1 21.6 22.0 22.7 23.3 23.6 24.1 24. 6
Gasoline -6.7 6.8 6.9 6.9 6.9 7.0 7.0 7.0 7.0 7.0 7.0

Source: Based upon data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy Plan."

When the sensitivity of each price change is applied to the quantity of energy
consumed for each purpose or produced from each source, increases or decreases
in fuel usage or supplies can be made. For example, a 10W a gallon gasoline tax
increase is equivalent to 16% increase in the about 60W a gallon price of regular
gasoline. Applied to 6.7 million barrels of crude oil per day forecast to be used
'for producing gasoline in 1979 and based on the sensitivity of motor gasoline
consumers to such a price increase, the resulting reduction in consumption should
be about 100,000 barrels of crude oil per day (16%X6.7 MBPDX0.1%=
107,200 MBPD).

The Administration should expect to improve energy conservation and produc-
tion by 1.8 million barrels of oil per day (MBPD) by 1980, 3.6 MBPD by 1985,
and suffer deterioration to about 1.9 MBPD by 1988. (See Table 10.) The de-
cline occurs because existing policy would have allowed crude oil prices to reach
market prices by 1990.

However, this should only cause imports to decline from about 12 MBPD to
only 8.7 MBPD by 1985. Even this 3.6 MBPD reduction in imports will nearly
disappear by 1988 when compared to the expected results of existing energy
policy. (See Table 11.)

TABLE 10.-GAINS AND LOSSES IN CONSERVATION (DEMAND) AND PRODUCTION (SUPPLY) FROM
ADMINISTRATION'S ENERGY TAXES
[Millions of barrels of crude oil per dayl

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Direct conservation:
Crude oil tax ---- 0.3 0.5 0.8 0.9 0.7 0.7 0.6 0.5 0.4 0. 3 0.1
Industrial oil and natural gas tax - 0 .2 .3 .4 .7 .9 1.2 1.5 1.6 1.6 1.7
Utility oil and natural gas tax 0 0 0 0 0 .1 I .1 .1 .1 .1
Gasoline tax -. 1 .2 .2 .3 .4 .6 .7 .9 1.1 1.3 1.4

Total, gains- .4 .9 1.3 1.6 1. 8 2.3 2.6 3.0 3.2 3.3 3.3

Losses from lower natural gas prices:
Conservation --. 1 -.2 -.2 -.2 -.2 -.2 -.3 -.3 -.3 -.3 -.4
Production -. 1 -.1 -.2 -.3 -.4 -.6 -.9 -.9-1.1 -1.3 -1.5

Net direct gain in conservation- .2 .6 .9 1.1 1.2 1.5 1.6 1.8 1.8 1.7 1.4

Indirect energy
improvements from
higher coal and
uranium prices:

Conservation- .1 .2 .4 .7 .9 .9 .8 .7 .6 .4 .2
Production- .1 .3 .5 1.2 1.4 1.3 1.2 1.1 .9 .6 .3

Total, indirect ----- 2 .5 .9 1.9 2.3 2.2 2.0 1.8 1.5 1.0 .5

Total, direct and indirect- .4 1.1 1.8 3.0 3.5 3.7 3.6 3.6 3.5 2.7 1.9

Source: Based upon data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy Plan."
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TABLE 11.-ENERGY IMPROVEMENT FROM ADMINISTRATION'S PLAN

[Millions of barrels of crude oil per day equivalent)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Demand -39.0 40.0 42.0 43.0 45.0 46.0 48.0 49.0 51.0 52.0 53.0
Administration's energy plan:

Direct reduction from adminis-
tration taxes- -. 4 -.9 -1.3 -1.6 -1.8 -2. 3 -2.6 -3.0 -3.2 -3.3 -3. 3

Indirect reduction from higher
coal and uranium pricesn. -.1 -. 2 -. 4 -. 7 -. 9 -. 9 -. 8 -. 7 -. 6 -. 4 -. 2

Offsetting increase in demand for
natural gas from lower prices.. +. 1 +.2 +.2 +.2 +.2 +.2 +.3 +.3 +.3 +.3 +.4

Demand and supply with admin-
istration's plan -38.5 38.8 40.1 39.7 41.1 41.7 43.7 44.5 46.6 48.0 49.9

Supply adjustments with admin-
istration's plan:

Increaseincoal production- -.1 -. 3 -. 5 -1.2 -1. 4 -1. 3 -1.2 -1.1 -.9 -.6 -.3
Decrease in domestic natural

gas production -. 1 .1 .2 .3 .4 .6 .8 .9 1. 1 1.3 1. 5
Decrease in domestic crude

oilproduction -1 .1 .2 .3 .5 .7 9 1.1 1.3 1.6 1.9
Decreaseinimports -4 1.0 2.0 3.0 4.0 4. 5 4.0 3.5 2.0 1.5 1.0

ADDENDUM

Supply before plan:
Domestic -31.0 - 31.4 32.8 33.1 34.4 35.0 36.4 37.0 38.5 38.7 39.0
Foreign -7.9 8.5 9.3 9.6 10.2 10.8 11.4 12.0 12.5 12.8 13. 5

Total- 3.9 39.9 42.1 42.7 44.6 45.6 47.8 49.0 51.0 51.5 52.5

Supply with plan:
Domestic -30.9 31.2 32.9 32.9 34. 7 35.2 36.4 36.7 37.0 37.0 37.6
Foreign -7.6 7.6 7.2 6.8 6.4 6. 7 7.8 8.7 10.5 11.8 13.0

Total -38. 5 38. 8 40.1 39.7 41. 1 41.9 44.2 45.4 47.5 48.8 50.6

Net supply changes with plan:
Domestic --. 1 - 2 -.1 -.2 + 3 +. 2 -0 -.3 -1.5 -1.7 -1.4
Foreign --. 3 -. 9 -1.9 -2.8 -3.8 -3.9 -3.6 -3.3 -2.0 -1. 0 -. 5

Totsl -. 4 -1.1 -1.8 -3.0 -3.5 -3.7 -3.6 -3.6 -3. 5 -2.7 -1. 9

Source: Based on data from Federal Energy Administration, U.S. Bureau of Mines, and "The National Energy Plan."

The Administration failed to provide significant incentive for increasing the
production of natural gas or crude oil. The anemic incentive of classifying new
crude oil and natural gas at a high supply price if found beyond 2% miles and
1,000 feet from existing wells and completion levels would have applied to only
about 5% of new oil and gas discovered and produced during the last 4 years.

If an incentive were provided oil producers by allowing both natural gas and
crude oil to float to market prices or a plow-back of energy excise taxes for strictly
investment purposes, then about 2.5 MBPD energy improvement could be made.
This is a comparable improvement as provided by the entire Administration's
Energy Tax Plan. (See Table 12.)

TABLE 12.-ADDITIONAL CONSERVATION AND PRODUCTION FROM PROPOSALS NOT NOW PART OF THE ENERGY

PLAN

[Millions of barrels of oil per day]

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Increase newly contracted price for natural
gas to market price-$2.50 instead of only
$1.75 proposed in energy plan:

Additional conservation 0.6 0.7 0.7 0.8 0.8 0.9 0.9 1.0 1.0 1.0 1.1
Additional production (if market prices

prevail or plowback for investment is
allowed)- .3 .4 .4 .5 .5 .6 .6 .7 .7 .8 .8

Allow market prices to prevail or plowback
crude oil taxes for investment- .2 .7 1.3 1.4 1.4 1.3 1.2 1.1 .9 .7 .4

Total -1.1 1.8 2.4 2.7 2.7 2.8 2.7 2.8 2.6 2.5 2.3
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If production of oil and gas is not encouraged, then Americans will suffer
more than they need to suffer. By 1982, the Administration's Energy Plan will
cause:

2.1% lower GNP or $46 billion dollars of lost output and income
4% loss of disposable income or $1,000 per family
1.4 million fewer jobs
2.7% higher price levels
4% lower investment or more than $10 billion of fewer tools for workers
3.4% lower industrial production, 10% lower automobile sales and 5% lower

housing starts. (See Table 13.)

TABLE 13.-IMPACT OF THE ADMINISTRATION'S TOTAL ENERGY TAX PLAN ON THE U.S. ECONOMY

[Change in levels of economic activity]

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Real gross national
product (per-
cent)

Billions of 1977
dollars

Real per capita dis-
posable income
(percent)

Real personal income:
Billions of 1977

dollars
Average loss per

family in 1977
dollars

Savings
Employment (per-

cent)
Thousands of jobs

Unemployment (pear-
cent)

Thousalds of jobs
lost

Consumer prices
(percent)

G NP deflator (per-
(cent)

Real business fined
investment

Eprs(percent)--

Billions of 1977
dollars

Capacity utilization
(percent)

Industrial production
(percent) -

Auto sales (percent).
Thousands of cars:..

Housing starts
(percent)

Thousands of solts
Exports (percent) --

Billions of 1977
dollars

Imports (percent)...
Billions of 1977

dollars
Net exports in 1977

dollars

-0.2 -0.4 -1.3 -1.9 -2.1 -2.3 -2.5 -2.5 -2.3 -2.1 -2.0

-4 -8 -26 -40 -46 -53 -60 -63 -60 -57 -53

-0.4 -1.5 -2.7 -3.5 -4.0 -4.4 -4.7 -4.9 -4.8 -4.7 -4.6

-32 -15 -33 -47 -55 -64 -70 -75 -77 -79 -81

-57
-0.2
0

-20

0

30

0.4

0. 3

-0.2

, -1

-0.3

-0.3
-2

-200

-2
40

-0.2

-0.4
-1.0

-1.8

1.6

-263
-0.6

-0.2
-150

0.1

100

1.0

0.8

-586 -632 -998 -1,146 -1, 263 -1, 346 -1, 380 -1, 420 -1, 450
-1. 0 -1. 1 -1.2 -1.3 -1. 5 -1. 7 -1.7 -1.6 -1. 5

-0.6 -1.1 -1.4 -1.5 1.7 1.7 1.7 1.7 -1. 7
-620 -1, 100 -1, 350 -1, 530 -1, 650 -1, 730 -1, 650 -1,600 -1,650

0.4 0.7 0.9 1. 1 1. 2 1.2

420 730 910 1, 060 1, 160 1, 240 1, 200 1, 150 1,100

1.7 2.3 2.7 3.0 2.7 2.4 2.2 2.1 2.0

1.3 1.9 2.4 2.5 2.4 2.0 1.9 1.8 1.7

-0.8 -1.9

-2 -4

-1. 1 -2.3

-1.2 -2.4
-7 -10

-700 -1, 100

-5 -7
100 140

-0.6 -1.2

-1.0 -2.4
-2.1 -3.4

-4.0 -6.8

3.0 4.4

-3. 0 -4.0

-7 -10

-3.1 -3.4

-3.1 -3. 4
-10 -10

-1, 200 -1, 200

-6 -5
120 100

-1.6 -1.7

-3.4 -3.8
-4.4 -6.1

-9.3 -12. 7

5.9 8.9

-4. 5

-11

-3.7

-3. 6
-11

-1,300

-4
80

-1. 6

-3.8
-7.7

-18.1

14.3

-4.5

-12

-3.9

-3. 9
. -11
-1, 400

-3
60

-1.5

-3. 7
-9.3

-23. 1

19.4

-4.0 -4.0 3.8

-12 -12 -12

-4.0 -4.1 -4.2

-4.0 -4.1 -4.0
-12 -12 -13

-1,400 -1, 400 -1, 500

-2 -1 0
40 20 0

-1.4 -1.2 -1.2

-3.7 -3.6 -3.5
-11. 0 -12. 7 -14. 0

-28. 8 -35. 1 -40. 7

25.1 31.5 37.2

-3.5

-12

-4.3

-4. 0
-13

-1, 500

0
0

-1. 0

-3.1
-15.0

-46.0

42.9

Source: National Chamber Forecasting Center Models and Computations, Federal Energy Administration and
U.S. Bureau of Mines data, "The National Energy Plan," DRI and Chase Econometrics, modelling and data.

These adverse effects could be greatly reduced by a balanced program encour-
aging both conservation and production of oil and natural gas. (See Table 12.)
Also taxes need not grow and increase the size and role of government in our
lives. Freedom of choice by consumers, workers and producers could be
maintained.

Although the major provisions of the Administraton's Energy Program are
tax and price oriented, there are several non-tax and non-price provisions. The
programs may increase conservation by as much as 0.7 MBPD by 1985: 0.3
MBPD for insulating old and new buildings heated with fuel oil; 0.1 MBPD
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for insulating old homes heated by natural gas; 0.3 AIBPD for cogeneration of
heating and process energy; and a little for solar heating in homes (more after
1990).

Unfortunately, the Administration's Energy Plan does not propose to place
its own management responsibilities in tune with the energy crisis. Federally
owned or controlled resources were not considered in order to achieve the ob-
jectives. This occurred in spite of the fact that:

Half of the nation's fossil fuel endowment is held by the Federal government,
but in 1976 it produced less than 10 percent of the nation's output; 75 percent
of the on-land Federal domain is now withdrawn from or seriously restricted to
energy and mineral leasing and even more restrictions are being considered by
the Congress particularly in Alaska; no more than 4 percent of the Federal off-
shore holdings on the continental shelf has ever been developed for oil and gas
and nearly all of that is off the producing states of Louisiana and Texas.

In the case of particular fuels, 40 percent of the total U.S. coal reserves are
under Federal lands; more than 70 percent of the low-sulfur, low-cost coal re-
serves of the West is under government land, of which 25 percent in turn is
under restriction not to be used for energy purposes and use of the remainder
suffers from a half-decade moratorium on Federal coal leasing; 72 percent of
oil shale is on Federal lands and 85 percent of tar sands; 15 percent of de-
veloped and discovered oil reserves and resources and perhaps a third of un-
discovered oil resources are on Federal lands; 20 percent of discovered reserves
and resources and perhaps 43 percent of undiscovered gas resources are on
Federal lands.

A situation where less than 10 percent of domestic production is generated
from half the nation's fossil fuel endowment which is located on Federal lands
is clear evidence that the Government itself is not facing up to the energy crisis.
The Administration is proposing that the rest of the nation suffer much more
than would need be the case if the Government would include its own resources
to overcome the energy crisis, "the moral equivalent to war".

Senator HuIMPHREY. Senator Bentsen, thank you for your patience
here.

Senator BENTSEN. Thank you, Mr. Vice Chairman. As I look at
this panel, I am reminded of a quote of the vice chairman's that I
rarely give him credit for. Someone asked him if he had time to read
a lot of books. He said, no, but he talked to the authors. That is what
we are doing here.

I am very impressed with the caliber of this panel and the provoca-
tive statements, and very learned statements they made. They cer-
tainly help' me in my thinking through some of these things.

I am pleased by the fact that they don't reflect this hard rhetoric
that I have heard about the President's program in so many in-
stances, but they have come up with things that they think are
alternatives.

I am tired of reading editorials that tell you why something won't
work and won't give you answers as to what they think will work.

One of you made the statement about the conflicting interest groups.
That will be a major problem for us in the Congress. The problems
of how it affects different regions of the country.

I heard one of the witnesses state that we might be surprised that
the South would be more affected because of its use of energy. That is
no surprise to me because I was born and reared down in south
Texas.

For many years, they talked about southerners and how they talked
slow and thought slow. I think there was some truth in it. I think
part of it was because of the climate that we were subjected to.

When I started out practicing law, Mr. Vice Chairman, I started
on the second floor of a southwest corner of a two-story building in
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south Texas with no air-conditioning. If somebody came in wearing a
coat, we knew it was a salesman from out of town.

I wore a short-sleeved shirt as I tried to think through a contract
in talking to a client, if I reached across and hit that paper, I blurred
all the ink because of the sweat on my arm.

Sure, air-conditioning for us is as important as heat is to the North.
I am concerned about the effect on some regions of the country. I

am trying to figure out how we can get equity; 95 percent of the
electricity we generate in Texas is generated through the use of nat-
ural gas.

We know we have to make changes. Howl do we make these changes
without severe economic dislocation, without severely increasing the
utility rates to home owners and closing some of our factory gates?

Mr. Laffer commented briefly on the effect. I wish you would am-
plify on that.

Mr. LAFFER. When we were looking at the President's program from
the standpoint of regions of the country, it seems there will be certain
regions far more impacted than other regions, if only on the supply
side. Coming from southern California, I would expect the regions
of Texas, California, Louisiana, to be heavily impacted by the direct
price controls on the supply of energy.

If you look at the area where I was born in Ohio, Michigan, these
areas which are major auto-producing areas, I, too, think they will
be heavily impacted by this. I would like to say I think all the regions
of the country will be impacted, almost entirely in a negative fashion.

People do use cars in New York. They spend their time working
in all sorts of other areas to be able to buy cars, buy energy. By taxing
energy, you lower the marginal incomes of all sorts of people all
throughout the country. But there will be very major regional impacts,
I think. basically in the energy-producing areas, and the automobile-
producing areas will be the most severely hit.

Senator BENTSEN. One of the things that isn't realized, in Texas we
pay $2 an Mcf for gas, while other parts of the country pay 52 cents.
As we have been paying more, right there on top of the wells to take
care of the homeowner. to take care of the factory and that sort of
thing, then, we know these conversions are necessary; but we have
to have the time to adjust to bringing these things on.

I noticed one of the other points that was made was that when we
talk about conversion to coal, we are talking about a tax incentive
out there for conversion of an existing production facility.

What about growth? Has that been written into it? I don't see that.
I don't see the provision in there to take care of those things in the
way of increased productive capacity.

I am concerned about a situation where today. perhaps, we are using
83 percent of our manufacturing capacity in this country. I am con-
cerned about a repetition of some of the thin-gs we sa)w in 1974 where
you can get a shortage in a particular industry, and, then, it begins
to leapfrog.

Would someone like to comment on that?
Mr. Okui.
Mr. OKUN. I thin]k I referred to the fact that it seemed incomplete

to me to put so much emphasis on measures to raise the demand for
coal without having a correlative program to insure that supply would
be forthcoming.
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I think in this case, the administration relies too much on price and
price alone to do the job. There are many considerations affecting
supply which go beyond price. I think what has to be viewed as a
serious lack of responsiveness by energy producers to tripling and
quadrupling of their price on new output has to be attributed to other
barriers to production like the difficulties of energy and environmental
tradeoffs.

We have to make those tradeoffs. We have to set the boundaries
somewhere. I think it is important we do it in a rational way and
recognize that on both sides. We can do it in a more expeditious, more
rational way.

I suspect that that will be a major barrier to the expansion of coal
production to meet this expansion of demand that is going to be
mandated by the program. We have to do something about that.

Senator BENTSEN. We made the point that this is heavy conserva-
tion-the emphasis is there in this proposal and not balanced, off on
encouraging production of these sources of energy.

You referred to that. Do you have any specifics on that?
Mr. OKUN. Well, I certainly would have welcomed home kind of

program to basically expedite the energy environmental decisions that
have to be made. My lawyer friends tell me there are ways of prevent-
ing the 3- and 5-year hangups in the courts if the laws are very clear
in providing for ex-post remedies. In that event, the courts would be
much less likely to grant injunctions. I am not suggesting that we
sacrifice the environmental objective. I think that is a terribly impor-
tant objective, too.

The rationalities with which we handle that leaves a lot to be desired,
and I think that could be improved.

I would have preferred the program to have some certain date when
there was full decontrol of the prices of energy products. I wouldn't
want to see that come overnight. I think that would be a guarantee
of the depression that Senator Javits and Senator Hatch spoke about
as their concern over the future.

If we do nothing else but to say there are no controls over the price
of energy products today, I suspect we would be taxing the American
consumer something like $30 billion, that would have disastrous effects
on the economy over the next year or two.

Nonetheless, there is a case for wanting the Federal Government
to get out of the control business over a reasonable horizon and making
it clear to producers that 3, 5, or 7 years out, they will be able to get
the world price, not that that world price is a sanctified price.

One has to recall that it is not a market price today, it is an OPEC
price. Nonetheless, I think it would be wise to have an end to Federal
controls.

I think there are a number of things which really come under the
heading of sanctions rather than incentives. It is lamentable that so
much of the profitability associated with domestic energy seems today
to be financing mergers by large energy producers into nonenergy
areas when it ought to be going into their capital budgets for more
domestic exploration and development.

I am appalled at the size of the direct investment figures by our oil
companies in the Middle East. They seem to go up regardless of the
fact that they are operating on very low margins of profitability there
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-with respect to oil. One hears about new ventures outside the oil
lbusiness.

I think it is important to have both incentives and sanctions to
guarantee that the capital budget stay in the United States and out of
OPEC hands.

Senator BENTSEN. Mr. Vice Chairman, I know we have a vote. I ap-
preciate very much the responses.

Senator HIUItPHREY. Congressman Long.
Representative LONG. No questions, Mr. Vice Chairman.
Senator Humpn'REY. You are sure you don't have questions?
Representative LONG. No.
Senator HurmPHREY. Congressman Rousselot.
Representative ROUSSELOT. Thank you very much.
Senator HumPHREY. Would you two gentlemen hold the fort until

we get back here?
Representative ROIJSSELOT. I don't know if we can do that without

the Senator present. [Laughter.]
Senator HuIMPHREY. Oh, very good. I have noticed those late sessions

in the House.
Representative ROUSSELOT. Only on the Hatch Act. [Laughter.]
Gentlemen, we do appreciate your appearance here. I wish that we

really didn't have the time constraints of 10 minutes, because I would
really like to question each of you several times on items that you have
triggered in our thoughts.

We do appreciate your contribution and your assessment of this
energy program that is before Congress.

MIr. Laffer, I was especially interested in that part of your prepared
statement where you say that the administration's energy package, if
put into effect, would raise taxes by an enormous amount annually and
would rebate the proceeds.

Then, the last part of the statement:
It would result in an enormous loss in incomes in the country and an enormous

loss in employment.

Now, since we have been so concerned about employment here, and in-
creasing employment, could you define why you think that would oc-
cur a little better? We are always concerned about employment here,
but you say an enormous loss of employment.

Why do you say that?
Mr. LAFFER. The reason I say an enormous loss of employment is be-

cause I feel this program is an enormous program. If you put the 1985
proposed tax schedules on top of the current economic situation, you
come up with very large revenue estimates. I don't know what they
would be.

I guess you can get something on the gas tax alone if the standby
authority were put into effect of something like $50 to $60 billion a
year. The tax on old, old oil at $8.25 a barrel would yield a lot of rev-
enue there; again if you took all the taxes on wellhead production, you
get estimates of $25 billion.

The automobile tax, if put into effect fully, would raise somewhere
in the neighborhood of $7 to $71/2 billion. We then have use taxes which
tax the use of petroleum or the use of natural gas by industries and by
utilities. These firms would be taxed very heavily.
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You, then, have things like the tax on aviation fuel and the elimina-
tion of the rebate on motorboat fuel and a lot of others. We could
estimate the effects under the current situation of the current economy
to be a very large increase in revenues and a very large increase in
rebates.

The effect of an increase in taxes matched by an increase in rebates
and tax incentives and transfer payments is literally to reduce output.
If I can use Senator Hatch's example, imagine for a moment we in-
crease taxes in the United States by a little more than a trillion dollars
and we took all the proceeds from that tax and gave them back in
rebates on a per capita basis right up to the point where everyone who
works receives literally nothing and people who don't work receive
literally everything.

Do you really believe for a moment that output wouldn't fall? It
would fall literally to zero if there were no incentives to work. If your
marginal aftertax yield for work were zero, you would find work being
reduced substantially. These are the supply side effects of fiscal policy
or what we refer to as the substitution effects.

From the way I see this program, it is very, very large and will, as
such, reduce the incentives to work very substantially in the United
States. It will cause a distortion or wedge between wages paid by firms
and wages received by the factors of production.

An increase in this wedge of this order of magnitude, I believe, will
reduce output substantially and reduce the growth rate of the country
substantially, in fact, by an enormous amount if it were put in.

Representative ROtUSSELOT. If what you say is true, that it would so
substantially-you say an enormous loss of employment-why do you
suppose the administration which is conscious of that problem would
not have taken that into account?

Mr. LArnR. If I read the administration's position correctly-and
I think I have-they have focused exclusively on the aggregate de-
mand effects of this policy. Their argument is that the destimulative
aspects of higher taxes will be offset by the stimulative aspects of
higher transfer payments, that the income effects net out, which is true
if it were only aggregate demand we were focusing on.

Representative ROUSSELOT. They are claiming as a part of that
transfer, revenues will go to providing incentives for production.

Mr. LAFFER. Very little of the outlays that they put in provide direct
incentives on the margin to work effort as far as I can tell.

In reading their program, much of it is totally unrelated to work
effort and is in the form of the rebates in the form of the transfer
payments, and in the form of the tax incentives.

Representative ROUSSELOT. Would the other members wish to com-
ment on that? Is he way off base?

Explain why?
Mr. EcKsTEIN. We have analyzed this program in some detail.
Representative ROusSELOT. Can you speak or address the issue that

he has stated? That it will be a disincentive for production and the
transfer will do nothing to really solve the problem and it will create
this enormous unemployment?

Why will it not increase unemployment as he said?
Mr. ECKSTEIN. Virtually any tax will reduce the supply of labor.

Virtually any fiscal restraint will reduce the demand for labor.
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Now, the question is-
Representative ROUSSELOT. It -will reduce demand for labor then'?
Mr. EC1STEIN. Of course.
Representative ROUSISELOT. His concern in that respect is a good

concern?
Mr. ECKSTEIN. In my oral testimony, I estimate an increase in the

rate of unemployment of two-tenths of a point. The point is this: The
energy program in terms-

Representative ROUSSELOT. I cannot understand. If this adminis-
tration is concerned about employment, why haven't they taken that
into account?

Mr. ECESTEIN. Because they are also concerned in the survival of
the country as a leader in the world.

Representative ROUSSELOT. We are going to shrink overnight if you
don't put this into effect?

Mr. ECESTEIN. No.
Representative ROUSSELOT. You said "survival."
Mr. ECESTEIN. That is why I said in my oral testimony that the

bridge we must cross on the energy program is whether you believe
there is a problem. There is a debate whether there is a problem.

If there is a problem, there is no costless solution. The problem is
not upon us this week. This week the energy is available very readily.
The question is, will the energy be available in the 1980'"?

The administration feels we will run out of energy. I am dubious
of that proposition as an economist.

Representative ROUSSELOT. Oh, you are?
Mr. ECKSTEIN. We do know we are very vulnerable, that our ex-

posure to the cutoff of foreign oil, that our exposure to enormous
increases

Representative ROUSSELOT. You are dubious to the proposition that
we are going to run out as quick as they say?

Mr. ECESTEIN. I think every economist has difficulty with the prop-
osition that we run out because it overlooks the price limit. *We will
not run out. We will pay a lot of money.

Representative ROUSSELOT. The urgency, though it is there, is not
quite as great?

Mr. ECEsTEIN. The urgency relates to embargoes. We have lost 3½1/
years since the embargo, really, because of a series of political stale-
mates on the subject and inability to educate the public that there is a
problem to really do what has to be done, which is to raise the price of
oil.

Representative ROUSSELOT. Mr. Okun, do you want to comment on
the employment situation?

Mr. OKuN. I would simply add this. MIr. Laffer's concern is basically
that the wedge between what people contribute to production and
what they take home is widened by these taxes.

Representative ROUsSELOT. Do you think that is true?
Mr. OKUN. It is widened to a degree. He is saying, if you went all the

way, everybody stays home and nobody works. That is right; but
Representative ROUSSELOT. So that could be a concern?
Mr. ORIuN. That would be a concern. You have to look at that in de-

gree. When you look at degree, the degree frankly is trivial. It puts the
real wage after taxes that we earn back where it was 6 months earlier.
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It says, instead of reaching a new high level of real wages after
taxes, that we might otherwise hit in the first quarter of 1980, we
won't hit it until the third quarter of 1980.

I really cannot get very excited about that, Congressman.
Mr. THuRow. I essentially agree with Mr. Okun. The real question

is, what is the elasticity in the supply of labor. The indications are that
it is low.

It is certainly true if you have a 100-percent tax, nobody works. That
is not an issue.

Representative ROUSSELOT. The issue is whether we increase the
taxes?

Mr. TimuRow. This obviously is a breaking point.
Representative ROUSSELOT. He is saying-
Mr. TnuaRow. I come a little bit more on Art Laffer's side than Mr.

Okun's.
Representative ROUSSELOT. You do?
Mr. T-ruiow. I do. I think the cut in real income is going to be some-

what higher than the estimates that have been made. I think the stand-
ard estimate is seven-tenths of 1 percent. I think that is probably right
if you technically look at the implicit price deflator of the GNP account.

If you go off and look at the most recent household data that hasn't
yet been imbedded in those indexes, the percent going to energy is high-
er than those indexes indicate. The average family is going to have a
cut of about 11/2 percent rather an seven-tenths of a percent.

That is still a long ways away from 100 percent tax reducing their
income to zero. I think there is some effect on that side. It is not any-
where near as large as this word "enormous" might imply.

Representative ROUSSELOT. The word "enormous" kind of triggered
our thoughts.

Mr. Eckstein, you say that the Congress-do you want to start
asking questions, Congressman Long?

Representative LoNG. Go ahead.
Representative RoussELOT. Mr. Eckstein, in your prepared statement

you say that Congress should take energy hard luck stories with a grain
of salt.

Yesterday, the American Bankers Association testified before the
House WfTays and 1'eans Committee that over 90 percent of all com-
mercial bread ovens in the United States are direct fired gas ovens for
which there is no substitute. That is their statement. They don't think
they can put coal in it to make it go.

The industrial end users' tax might be considered then to be an un-
justified financial hardship on the consumers that buy this bread.

Do you want to comment on that?
Mr. ECKSTEIN. We did bake bread before the discovery of natural

gas.
Representative RoUssELOT. Yes, with wood and all those things. We

migrht go back to wood. Some people would wvant to do that.
Mr. EcxsTF'IN. There is a genuine problem there in the administra-

tion of the program. The proposed program creates tremendous lati-
tude for interpretation by an army of regulators. It is obvious that it
makes no sense to prohibit all industrial use of natural gas.

21-336--78 6
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The administration doesn't want that. I believe they only aim at the
top 2,000 installations. Even so, we don't know how they will interpret
that. You will not get a rational economic answer if you say all nat-
ural gas must be used in homes and none in industry.

It is a nonsensical-
Representative ROUSSELOT. We have to come down to who makes the

decision? Which set of reactors makes the decision as to who gets what?
Mr. ECKSTEIN. That is correct. One benefit of the program
Representative ROUSSELOT. So would you put the economists in

charge?
Mr. ECxSTEIN. One benefit of the program is that industrial use

will be taxed rather than prohibited except for these very large in-
dustrial plants.

Representative ROUSSELOT. So we pass that heavy tax on to the bread
buyer?

Mr. ECKSTEIN. That is the likely outcome.
Representative RoUISSELOT. That is a good one.
Well, I have a lot of other questions. I understand-
Representative LONG. The Secretary of the Treasury is here.
Representative ROUSSELOT. I certainly don't want to hold up the

Secretary of the Treasury.
Representative LONG. Gentlemen, speaking on behalf of Senator

Humphrey and Congressman Bolling, the chairman of the full com-
mittee, we are very appreciative for the substantial contribution you
have made.

We thank you for taking the time to prepare your testimony and
for appearing here to present it.

Thank you, very much.
Secretary Blumenthal, we welcome you to the committee.

STATEMENT OF HON. W. MICHAEL BLUMENTHAL, SECRETARY OF
THE TREASURY

Secretary BLUMENTHAL. Thank you very much.
Representative LONG. Secretary Blumenthal, we are pleased that you

can be with us this morning. Senator Humphrey, who is presiding to-
day, has gone up with Senator Bentsen and Senator Javits to vote.
They will be back shortly.

We know you are on a busy schedule as most of us around here seem
to find ourselves. Why don't we go ahead with the beginning of your
presentation? I am sure Senator Humphrey will be back in a very
short time.

Secretary BLUMENTHAL. Thank you very much, Congressman Long,
and members of the committee.

I am pleased to have the opportunity to appear before you. We have
a prepared statement which I would, with your permission, like to
submit for the record in its entirety.

Representative LONG. It will be made a part of the record at the end
of your oral statement.

Secretary BLUMENTHAL. I will dispense with its reading and just
make some general comments upon which to base further discussion
as you might wish.



79

- In the first instance, of course, the point needs to 'be emphasized
that the President's energy program seeks to emphasize conservation
and substitution: Conservation of the use of energy as such and sub-
stitution of the more abundant resources of energy in this country
for the increasingly scarcer ones; second, that the technique, the prin-
cipal mechanism used to accomplish this in the legislation is the use
of the tax system by using, on the one hand, a series of tax penalties
to bring about this conservation substitution, together with some tax
incentives.

Third, the basic principle used is to seek as much as possible to have
this system be neutral in its impact on the macroeconomic profile of
the economy. In other words, to recycle the funds back into the econ-
omy to assure that there is minimum or no impact on the rate of infla-
tion, on GNP, and on various other macroeconomic indicators.

I would want to say by way of footnote in that regard, Mr. Chair-
man, that in a program as large as this one, as ambitious and as far
reaching, it doesn't matter what computer you read; it doesn't matter
what model you employ, really. What we are talking about are esti-
mates. We are all hungry for numbers. We are all hungry for preci-
sion. We are working just as hard as anyone to get the greatest amount
of precision; but we must not fool ourselves. We are talking about a
very, very broad program, and the precise impact in each of the areas,
whether it's on particular industries or in macroeconomic terms, nat-
urally is subject to some imprecision.

Therefore, I think it's worthwhile remembering that this program
is not going to be administered in isolation. It is part and parcel of
the overall economic policy of the administration. It is clear that as
we go from 1977 through 1985 and we find that there are certain unex-
pected results, as I am sure there will be-and I haven't met anyone
yet who I felt has been intelligent enough to be able to predict pre-
cisely all of the effects through 1985-as we find some unexpected ones,
no doubt we will want to reconsider how we can adjust the rest of the
economic policy to compensate for them.

For example, we already have an anti-inflation program. Some peo-
ple welcome it, because it tends to stay away from controls. Other
people criticize it because they feel it is not strong enough, that we
should go for controls, that we should go for coercion of some kind, or
at least standby controls.

As far as we can tell the inflation impacts of this program are mini-
mal, relatively small. If we find that they are larger than we antici-
pated, clearly there are ways of making sure that we work even harder
on the problem of inflation. I am not suggesting that we then insti-
tute controls, but I am suggesting that the work that we are doing
together with labor and management, in looking at the various sources
of inflation can be pursued intensively; the impact of various trade
policies on inflation can be worked on more intensively.

In other words, we can see to some extent where there are unex-
pected results of this program that require further action.

The second major point that I would like to make, Mr. Chairman,
is that we are trying as much as possible-and I think this program
in its entirety has a very good chance of succeeding in that regard, of
not using this program as a means of changing income distribution.
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It is intended to be neutral in that regard as well. -While we are using
the tax system, we are not seeking to, through the back door, if you
will, by use of that tax system

Senator HUMPHREY. Good morning, Mr. Secretary.
Secretary BLUMENTHAL. Good morning, Mr. Vice Chairman. I have

only begun.
We are not attempting to change the income distribution. We think

that is a function of more fundamental tax reform on which we have
begun to work intensively. So we are going to try not to mix those
things together.

I think this program succeeds in that regard. If anything the tax
chances, both penalties and incentives that are part of this program,
would make income distribution slightly more progressive. It would,
as far as we can tell, benefit low-income people somewhat more than
others. The reason for that, of course, is the rebate from the oil equali-
zation tax, recycle via the tax credit on individual income taxes, not
only to taxpayers but also to welfare recipients, social security re-
cipients, and others in those categories. Those who tend to benefit from
it frequently drive less than others do because they are retired or be-
cause they are in some other way not likely to have to drive to work
and so forth.

Second, because the tax that is imposed on business and on utilities,
the oil and gas consumption tax, under this program is being recycled
in the first instance only in part back to industry and to utilities as
they begin to convert, and a part of it is used to give encouragement
to homeowners and to others to insulate their homes and do other
things.

That would have a somewhat progressive effect in terms of income
distribution.

But the basic goal is not to affect the macroeconomic indicators, and
that applies to income distribution basically as well.

Simply the goal is to have no impact on real output, prices, employ-
ment, and so forth. In looking at the econometric studies that have
been done, we conclude that that, too, seems to be the case based on
what the models tell us. But I reiterate that in a program of this size,
the precision of the numbers that come out of the econometric models
obviously needs to be seen in perspective and no one can tell with ab-
solute certainty and precision what the impact is going to be. We just
simply have to face that this is one of the uncertainties of this pro-
gram as we get into it.

We think that based on whatever numbers we have been able to
look at, or that the models tell us, that there is only a minor impact on
investment. We think it will probably lead to a minor net increase in
investment in the economy, perhaps to some minor net reduction in
total consumption for a period of time; but this is going to be spread
out over a number of years, 1978 through 1985. Because it is spread
out and the total amount is not large, we think it is not going to be
significant.

One of the problems with these models is that whichever one you
use, they are essentially based on past relationships. None of us know
with certainty what changes in life styles mean for changing those
relationships in the future, and to what extent therefore, regardless of
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how good the model-maker, or the computer model is, that we are
using, to what extent it will be somewhat inaccurate in that regard.
I can only reiterate the point I made at the beginning, Mr. Chairman,
that it's important to recognize the degree of imprecision there has to
be in this, and the fact that's it's not going to 'be administered in isola-
tion, this program, as part of the administration's overall economic
policy; and that we have enough time as we go along, when we see
unexpected results, to make the necessary adjustments to compensate
for effects that we had not anticipated or that the computer did not
warn us about.

As for the impact on prices, we can have any number of witnesses.
They will tell you any number of different things about what the im-
pact on prices is. I am impressed by the fact that the consensus of all
those who have been studying this is fairly close. No one has said there
will be no impact on prices. We certainly feel, based on the studies that
we have done, there will be a small impact, that it will result in some
pressure on the OPI.

On the other hand, we think it will be relatively modest, three- to
four-tenths of 1 percent. Again, it depends upon the assumptions that
you make.

If you assume that full increase in the wellhead tax will be passed
along and not partially absorbed by the companies, you get a result
that is a little different than if you assume that world conditions and
competitive pressures will involve some absorption in the profit mar-
gins by the companies. It depends partly on the assumption that you
make with regard to OPEC prices and how that is going to affect the
overall price level in the United States.

So it is difficult to calculate it precisely, but we do believe, based
upon what we have been able to determine, that it will be small. We
did want to make sure of this: There will be no windfall to the pro-
ducers. The inventories of existing oil in this country are not going to
be up-valued in a way which allows unwarranted windfalls. That is
something that we clearly think would be very undesirable. That is
something we don't think the American people would accept.

On the other hand, we did want to provide plenty of incentive for
production. Those who say this program does not emphasize produc-
tion are wrong in my judgment.

They are wrong because in fact when you look at the prices and at
the margins for new oil, for truly new oil that is available to the coin-
panics, to the producers in this country, it is very high. Remember
only a few years ago they were getting $3 a barrel and they will be get-
ting closer to $14 now under this program. W1rhen you look at the mar-
gins and you compare the margins that are available to them as
compared to any other major producing country, they will have a
higher margin oni new oil than almost any other place in the world.

I would think that the incentive to go out and find new sources, new
suipplies, clearly is there.

The impact on the balance of trade: It can't help but have a favor-
able impact on the balance of trade.

Senator HuM,%PHREY. What was that?
Secretary BLUMENTHAL. I asked the rhetorical question. Mr. Vice

Chairman, What will be the probable impact on the balance of trade?
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I answered myself by saying, It will most certainly have a favorable
impact on the balance of trade, considering that we are to reduce the
importation of oil from what we think would otherwise be 12 million
or 14 million barrels a day down to about 6 million.

Now, again you can quarrel whether it's going to be 6 million,
whether it's going to be 7 million; depending on what computer you
read, you are going to come up with a different answer. Clearly, if the
program has any impact at all, it's going to result in a reduction in
consumption and, therefore, in a reduction of imports of oil from
abroad. We have seen a swing over the last 2 years in the balance of
trade to where this year we may have a deficit in excess of $20 billion
in trade.

The first quarter we had a deficit of over $20 billion, the excess of
what we have to pay for what we get.

The first quarter, the deficit was $6.9 billion, I believe, which is the
same as it was in the whole second half of the preceding year; and
clearly when we look at the components of that deficit, we see that the
swing toward the deficit from last year to this year is accounted for
in very large measure by the additional oil supplies. That demon-
strates how important this is in the total of our balance-of-trade
picture.

So as we reduce down to 6 million barrels or so, if we achieve that 6
to 7 million barrels a day, we clearly would have a very positive im-
pact on our balance of trade.

If you take out oil, or if you impute the price of oil as it existed in
1970, or before, we actually have a very favorable balance of trade at
the moment. So that again this is another way of making the point
that to the extent to which this program is in fact successful in reduc-
ing the importation of foreign oil into the United States, it will have a
direct impact, favorable impact, upon the balance of trade.

What will be its impact upon the rest of the world? I think that
nuestion was answered rather clearly at the economic summit that
President Carter attended a couple of weeks ago. All of the partici-
pants there recognized that a national energy policy of this kind by
the United States! relieving pressure on world supplies as it does,
showing the way hopefully for other countries to go some distance
and do likewise, clearly will have a beneficial impact on them. That
is why they welcomed it.

It should, particularly for the developing countries, provide some
relief for the staggering bills that they have to pay for their oil, where
the flexibility they have is much less than we have. In terms of the
overall international economic environment, which is such an impor-
tant element for us, for our-not only our economic well-being-but
also our political relationships with all of these countries, this pro-
gram if implemented and successful, clearly will have a very beneficial
impact.

Mr. Vice Chairman, I could go on at some length. I think that pro-
vides some basis for discussion, and I would be happy to try to answer
any questions that you or your colleagues might wish to put to me.
Thank you.

Senator HUMPHREY. Thank you.
[The prepared statement of Secretary Blumenthal follows:]
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PREPARED STATEMENT oF HON. W. MICHAEL BLUMENTHAL

'Mr. Chairman and members of this distinguished committee: It is my privi-
lege this morning to appear before you to discuss the President's National Energy
Plan. This program is one of the most important undertakings of our time, in-
volving as it does major adjustments in fundamental aspects of our economic
system: the rate at which our society consumes energy and in the sources from
which we extract energy. It is entirely fitting, therefore, that this program be
subject to the most careful scrutiny of the Congress.

The plan has as its objective conservation and substitution-conservation of
increasingly scarce resources through a reduction in the rate of growth in energy
consumption, and substitution by conversion from energy sources which are
limited and variable in supply to those which are domestically more abundant.

The principal mechanism for achieving these objectives is the use of the tax
system, through a combination of tax penalties and tax incentives. The plan
has been designed so that, for the economy as a whole, the revenues collected
under the proposed tax penalties will be recycled to finance related elements of
the energy conservation program.

I would like to review with the Committee the major tax elements in the
plan, the function each tax is intended to perform, the orders of magnitude of
the expected tax receipts, and the procedures through which the receipts will
be recycled to the economy.
Crudc oiZ and gas equalization tax and credits

One of the principles of our energy policy is a rational pricing policy for
scarce energy sources to reflect world prices. This is necessary to assure that
our scarce natural resources reflect the price which represents their true cost.
The crude oil equalization tax is intended to bring the domestic refiner price
of crude oil up to the world market price over a 3-year period without providing
an unjustified windfall to producers of existing oil wells.

Under the crude oil equalization tax, domestic crude oil will be subject to
an excise tax equal to the difference between the current controlled price and
the world market price. The tax will be brought into effect in three stages, be-
ginning in 1978. The full tax will be in effect by 1980.

This tax assures that all consumers of petroleum pay prices that reflect the
true marginal cost of foreign imports. These prices should provide incentives both
to reduce consumption and, where possible, to switch to alternative fuels. This
tax also assures that consumers of relatively inexpensive oil will not gain an
undue advantage over consumers.

Both from the standpoint of fairness and to assure that the tax will not have
an effect on the economy, the net revenues derived from this tax will be re-
cycled to users of oil. First, a refund of the tax is made to sellers of residential
heating oil. But for this to be available the rebate must be flowed through to
home heating oil customers. The balance of the revenues, less administrative
costs and tax benefits derived from business deduction of the tax, are to be re-
turned to virtually all consumers on a per capita basis. All income taxpayers,
including those receiving the earned income tax credit, would receive the per
capita credit. The same per capita amount would be made available to those
not paying tax but receiving social security payments, to those receiving SSI
payments, railroad retirement payments and those on the AFDC program.

The gross crude oil equalization tax collections are estimated to amount to
about $2.8 billion in 1978. rising quite rapidly to $11.9 billion in 1980 and then
rising to $12.3 billion by 1985. Out of these gross tax receipts there will be paid
tax refunds to jobbers to compensate them for the cost of residential heating oil
exemptions. These are expected to amount to $48 million in 1978, rising to $966
million in 1981 and then staying at about the level thereafter. The remainder of
the receipts are either estimated as reductions in income tax receipts or paid
out on a per capita basis to income taxpayers and to those on social security,
AFDC or similar programs. The estimated amount going to income taxpayers in
1978 is $1.9 billion, rising to $7.5 billion in 1985. The amount going to those on
social security, AFDC or similar programs on this same per capita basis is
estimated at about $500 million in 1978, rising to $1.9 billion in 1985.
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residential and busiiness conservation,
To provide a further stimulus to energy conservation, we have also proposed

a series of residential conservation and business energy tax credits. These credits
will provide individuals and businesses the incentives they need to make neces-
sary efficiency improvements in their homes, factories, and business
establishments.

The residential energy credit consists of the energy conservation credit-that
is, the credit for insulation-and the solar energy equipment credit. The energy
conservation credit provides a credit against income tax to the individual tax-
payer of 25 percent of the first $800 of expenditures of this type plus 15 percent
of the next $1,400 of these expenditures (up to a maximum cumulative credit
per taxpayer of $410). The expenditures for energy-saving equipment are those
for wvall and ceiling insulation, storm windows, clock thermostats and energy-
saving furnace modifications. Expenditures for caulking and weather stripping
qualify only if made in connection with other energy-saving expenditures. This
incentive will go a long way towards achieving the President's goal of making
as many as possible of the nation's homes thermally efficient.

In addition, we propose a significant incentive be provided for homeowners
to tap our only nondepletable resource-the sun. We will provide in 1978, for
example, a solar energy equipment credit of 40 percent, on the first $1,000 of solar
equipment expenditures and 25 percent on additional expenditures (up to a
maximum credit of $2,000). This covers both solar hot water and solar space
heating installations. After 2 years. lower levels of the credit will apply through
1984. This kind of credit will enable many Americans to look beyond fossil fuels
as the primary way of heating their homes and will enable them to employ the
new solar heating technologies that are emerging.

We have proposed a similar program of tax credits which expand the present
investment tax credit provisions for business investment in certain energy-
saving equipment such as insulation, double glazed windows, energy control
systems and efficient heat exchangers. These investments will be eligible for an
additional 10-percent business energy property credit on top of the regular
investment credit.

Solar beating equipment for commercial and industrial application and co-
generation property also would be eligible for this additional 10-percent credit.
Cogeneration is the process by which waste heat generated in the process of
making electricity is recycled and used in an industrial application, or vice
versa. Cogeneration used to be fairly common. but today only 5 percent of total
electrical generation capacity has this capability. This is an area where a tax
incentive can make a significant contribution towards helping the nation con-
serve our energy supplies.

We estimate the cost of these credits to be $754 million in 1978 and to be $616
million in 1985. 'Most of this-4666 million in 1978 and $517 million in 1985-
is attributable to thermal efficiency. Cogeneration accounts for most of the re-
imainder-$52 million in 1978. (The program has expired by 1985.)
Transportation taoc8

The two primary proposals designed to encourage improved fuel use in trans-
portation are the automobile fuel inefficiency tax and rebate and the standby
gasoline tax and per capita credit.

The automobile fuel inefficiency tax (commonly referred to as the "gas guzzler
tax") and rebate mechanism will supplement existing law and regulation in this
area, which already provide standards of fuel economy in the years ahead and
civil penalties on the automobile companies if they are not complied with. The
tax and rebate should result in a higher average fuel efficiency of new cars
than that achievable under the RPCA standards alone. We believe the existing
mechanism alone will not achieve the level of conservation we have established
as a national goal.

The fuel efficiency tax and rebate is geared to a specific fuel efficiency stand-
ard already promulgated for new cars each year. For the 1978 model year, for
example, the target level of automobile fuel efficiency is 18 miles per gallon.
Cars just achieving that standard would pay no tax and would not be eligible
for a rebate. Cars surpassing that standard would be eligible for a rebate based
on their gasoline efficiency as determined by EPA testing. In 1978 cars with an
average efficiency of 25 mpg. for example, would get a rebate which is five times
the ainount that cars achieving only 20 mpg would be eligible for. Conversely,
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ears not achieving the target efficiency would pay a tax of up to $450, depend-
ing on how far below the standard they rank. The standard is increased
gradually so that for the 1985 model the standard is 27.5 miles per gallon.

No net effect is expected on the budget surplus or deficit from the gas guzzler
tax and rebate because the taxes collected on inefficient automobiles will be
returned as rebates for efficient vehicles. The program is structured this way to
help and encourage the automobile industry to convert from gas guzzlers to
efficient small cars. The intent is to provide an incentive to purchase fuel
efficient automobiles, not to collect tax revenues. The rebate mechanism will also
minimize the inflationary impact of the program by reducing the net cost of
fuel efficient vehicles to balance off the increases in cost of the fuel inefficient
cars. The gas guzzler tax is expected to bring in recipts of $500 million in 197S,
increasingto $1.9 billion by 1985. This, however, will be offset by expenditures
of like amounts to cover the rebates in these same years.

Rebates will be made to foreign manufacturers only under the terms of ex-
ecutive agreements designed to take into 'account the impact of the U.S. tax
and rebate program on the automobile industry of the particular country in
question.

The standby gasoline tax in no event will go into effect before 1979 and
in no year can 'amount.to more than a 5-cent increase. It is keyed to a series
of targets as to consumption of gasoline which allow for continued increases
through 1980 to a level of 7.45 million barrels a day. The present level is be-
tween 6.7 and 7.0 million barrels a day. After 1980 the targets assume that the
energy program generally will result in economies in the use of gasoline and,
thus, in subsequent years -the consumption targets will gradually decrease to a
level of 6.5 million barrels a day by 1987.

In 1979 or any subsequent year, the tax would go into effect if gasoline con-
sumption in the preceding year exceeded the target by at least 1 percent. The
amount of the tax would equal 5 cents for each percent that gasoline consUlip-
tion exceeded the target in the preceding year. The tax could be reduced by 5
cents a year based on the formula in the legislation. The tax could not increase
or decrease more than 5 cents per year and it could never exceed 50 cents.

In 1979, the standby gasoline tax, if imposed, would bring in revenues of $4.1
billion. This would be rebated in its entirety either to income taxpayers or those
on the various social security and related programs. By 1985, if every increase
possible were provided, this could amount to $39.8 billion in that year; but
again it would all be rebated to income taxpayers or those covered under social
security or similar programs.

Two other lesser elements of the program concerned with transportation are
the repeal of excise tax on buses and an increase in fuel excises paid by general
aviation and motorboats.

The repeal of the 10-percent excise tax on buses is a step forward in pro-
moting the use of this efficient mode 'of transportation. The higher excises on
general aviation (increased by 4 cents per gallon) and motorboats (repeal of a
2 cents per gallon rebate) should achieve reductions in the use of fuel by these
relatively inefficient and often nonessential modes of transportation. These
higher excises will only apply to noncommercial uses of aircraft and motor-
boats; commercial fishermen 'and airlines will be exempt from the increased
tax.

Since the automobile efficiency taxes and the standby gasoline taxes are
designed to collect no net revenue, the budgetary impact of these transporta-
tion programs is quite small. The net impact of these latter two taxes is a gain
of $32 milion in fiscal 1978, and the impact in 1985 is estimated to be a gain of
$71 million.
Oil and gas consumption tax

The oil and gas consumption tax is designed to encourage industrial and
utility users of oil and gas to convert to coal and other desirable fuels. Oil
and gas consumption taxes would be imposed beginning in 1979 for industrial
use and in 1983 for utility use of oil and gas. The tax on nonutility use is
phased in gradually through 1985. The oil and gas consumption tax is intended
to he a permanent tax.

These taxes would be rebated, however, to the extent that oil and gas users in
the same year convert their plants to fuels other than oil or gas. This rebate will
take the form of a dollar-for-dollar offset of conversion expenditures against the
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taxpayer's oil and gas consumption tax liability. We expect a large percentage
(over 50 percent in some years) of the taxes to be rebated because of the com-
bined effect of both the higher price which users will have to pay for fuel, and
the reduced price to them of conversion.

In order not to penalize small oil and gas users for whom it is not economically
feasible to convert their boilers, we have provided a small business exemption.
The exemption from tax is for the first 500 billion BTUs a year. For an average
user, this amounts to about $1.5 million in fuel costs per year. This provision will
insure that many businesses that have no real opportunity to convert from oil
and gas will be exempt from the oil and gas consumption taxes. We have also
provided an exemption from these taxes for refineries, aircraft, railroads, ships,
farming and use of oil or gas in the production of fertilizer.

The expected net cost of these programs after all rebates is estimated at $1.4
billion in 1978 and about $11.9 billion in 1985.
Energy development incentives

Finally, we propose to provide two incentives to insure the future supply of oil,
gas and geothermal resources. In regard to oil and gas intangible drilling ex-
penses, we propose limiting the application of the minimum tax to those individ-
uals sheltering other income through oil and gas losses. We would exempt from
the minimum tax the many independent oil and gas drillers whose investments
generate oil and gas income. Our amendment accomplishes this by restricting the
minimum tax to intangible drilling expenses which exceed a taxpayer's oil and
gas income.

In addition, we propose to provide an incentive that will aid in the develop-
ment of our largely untapped geothermal resources. This is a relatively new
industry, and because of this we believe that providing the industry with the
opportunity to expense its intangible drilling costs will provide a needed stimu-
lus to development. These expansed costs will be subject to the minimum tax to
the extent that they exceed income from geothermal operations.

The revenue cost of these two initiatives is $24 million in 1978 and $128 million
by 1985. -

There has been criticism that the President's program has stressed energy
conservation at the expense of development. This is not based on a close analysis
of the program. Not only are there the two supply incentives just discussed, but
we have what in the free enterprise system should be viewed as the most impor-
tant incentive of all: a free price. Newly found oil is free to reach the world
price, something like $14 a barrel. One remembers that crude oil sold for $3 a
barrel only a few years back. This should be a great incentive. It is true thatalready existing discoveries will not get such a price. We see no reason for allow-
ing windfall profits in this area.

It should be clear from this description of the major tax and revenue recycling
components of the program that every effort has been made to minimize the im-
pact of the program on the nation's output and prices, as well-as on the Federal
Budget. It is estimated that, over the period out to 1985, additional Budget out-
lays associated with the National Energy Plan would aggregate some $50 billion,
while revenues raised by new energy-related taxes '(net of credits and certain
rebates) would sum to about $51 billion. ' :

Thus, the net dollar impact on Federal finances, at a first approximation, would
be less than $1 billion. Even the flows on each side of the Budget of some $50
billion, cumulated over the period to 1985, are small relative to an economy as
large as ours.

In the near term there would be a measurable budgetary impact. In FY 1978,
the increase in outlays under the program would exceed the increase in revenues,
thereby adding about $112 billion to the Budget deficit. However, this is a rela-
tively small addition, particularly so in light of the national benefits that will
accrue from a prompt start on our conservation objectives. Nor will it detract
from achieving our goal of a balanced budget by FY 1981.

As for the impact on real output, the efforts to preserve consumers' real in-
comes by'recycling taxes should result in little effect on consumer spending. Per-
haps the gasoline tax, if triggered, might result in a reduction in consumer spend-
ing for autos not compensated by increased spending on other goods and services,
but there are expenditure offsets, such as the response to the incentives offered
consumers to insulate and otherwise improve the thermal efficiency of their
homes. Moreover, the incentives to business to invest in new equipment that
utilizes more abundant energy sources, and utilizes it more efficiently, will be a
net stimulus to investment. Our overall assessment, with which a number of
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other analysts concur, is that real GNP in total will differ little from the path
it would otherwise have followed in the absence of the energy program. Accord-
ingly, we see little overall effect of the program on the course of unemployment.

Prices, however, will undoubtedly be somewhat higher. There is no reason to
assume that other prices will fall just because petroleum prices rise. And rise
they must if we are to remove the present subsidy under which domestic users
are encouraged to use petroleum products because the domestic price is con-
strained below the world price. By raising U.S. prices to the world level-in
stages-we will be encouraging conservation measures.

The effect of the program on the course of prices is apparently a matter of
greater debate among economists than is the effect of the program on economic
activity in real terms. Some of the differences between our estimates and those of
other observers is the result of differing assumptions as to the extent to which
certain of the taxes will be passed through to consumers, and as to the likeli-
hood that the standby gasoline tax will be triggered.

When the assumptions are reconciled, some differences in estimate remain, but
are for the most part relatively small. Our view is that as a result of the pro-
gram, the incremental rise in prices will likely be some .3 to .4 percent for the
next two years, principally as the crude oil equalization tax brings domestic oil
prices to the world price level. After that, the rise in prices would be much
smaller, on the order of .1 to .3 percent. If the standby gasoline tax were to be
triggered, beginning in 1979, that would add .2 to .3 percent to the price
increment.

Let me note that some degree of uncertainty must apply to these estimates, as
they do to any economic forecast extending out four to eight years. We are deal-
ing here with the prospect-the necessity-of a major change in life styles, which
even in the absence of changes in real incomes could result in significant shifts in
propensities to spend and to invest. It is impossible to forecast whether such
shifts will occur, or if they should, which direction they might take. Finally,
there can be distributive effects difficult to factor into estimates of future be-
havior; for example, whether financial constraints such as debt/equity ratios
will permit some companies to make full use of the various investment incentives
available in the plan. Therefore, the estimates cited earlier convey, perhaps a
pseudoprecision to which I do not subscribe. But what is clear is that the design
of the plan is such as to result in relatively small changes in the basic economy.

There is less doubt that the plans will have significant and favorable effect
on our balance of trade. It will be needed. For example, our total oil import bill
this year may reach $43 billion, contrasting sharply with oil imports in 1970 of
less than $3 billion, and contributing greatly to the deficit of over $20 billion ex-
pected in our whole international trade account.

Price increases alone do not account for the entire rise in our oil bill since
1973, for we have become increasingly dependent on oil imports for our energy.
And historic projections suggest that we could be importing as much as 12-16
million barrels per day by 1985, with an oil bill as high as $75 billion in 1977 dol-
lars. This would represent up to 30 percent of world demand for OPEC oil.

Under these circumstances, substantial upward market pressure would. be
placed on OPEC price levels, leading to additional strains on the world economy, in
turn requiring new rounds of worldwide economic adjustments. Some countries
that have already been particularly hard hit by the oil price rises to date, such as
the non-oil developing countries and the smaller industrial countries, would face
very serious economic and financial difficulties.

These countries have faced especially difficult economic problems over the last
several years. Most of these difficulties have stemmed from the major oil price
increases of 1973 and 1974, and the subsequent recession and inflation in developed
nations. More recent oil price increases have only served to exacerbate the
situation.

Over the long-term, the most effective way to moderate such. upward market
pressure on prices is to reduce world demand for oil, and encourage use of
alternate energy sources. If successful, our energy plan would reduce U.S. 1985
oil imports from 12 million b/d to 6 million b/d, thus potentially reducing our
demand for OPEC oil by 6 million b/d or roughly 50 percent. To put this in per-
spective, such a reduction in U.S. oil imports would be over two-thirds of the
projected 1985 total oil demand by Japan. a country completely dependent on
imports for its crude oil supply, and would amount to 50 percent of projected
1985 oil demand by the non-oil developing countries. Thus, considerable upward
market pressure on world oil prices could be diffused by an effective U.S. energy
program.
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Ill addition, leadership initiative by the United States will lead to further
reductions in the demand for oil by spurring similar conservation efforts on the
*part of our oil-consuming colleagues in the International Energy Agency. Through
our energy program, we will be able to make our energy intentions clear and
enhance international cooperative efforts.

In summing up, Mr. Chairman, let me emphasize that the President's energy
plan is vital for our nation's future well-being and security, as well as for the
restoration of equilibrium in the world economy. The problem is inescapable.
The supply of convenient, easily accessible energy sources is finite, and the pace
at which energy demands are rising brings the day of reckoning uncomfortably
close. We have few options on how to deal with the problem, and no option oi
time. We must begin to address the issues now.

Senator HUMPHREY. We will maintain the 10-minute rule so that we
can have some rotations.

First of all, I hope, Secretary Blumenthal, that you or members
of your staff will have an opportunity to review the brilliant testimony
that we had this morning from our witnesses and the substantial
scholarly attributes that came to us with. their well-prepared papers.
I think it would be verv helpful for those in the administration that
are forwarding the administration's energy program to see what has
been. said here today, and study that documentation.

Secondly, I am going to ask the staff to make available to you and
to Air. Schlesinger. to Air. Schultze, and to all others that may have
some input at the administration level. the staff study of the Joint
Economic Committee on the President's energy- proposals, because
there are substantial differences of view on overall costs and what will
happen to the price structure and to GNP and employment, et cetera.

At this stage I don't think anybody has any definitive answers. As
you have indicated, most of this is guessing on the basis of previous
experience.

Mr. Thurow came to us today with a superb document, made this
statement which I think merits your consideration: he was speaking
about what happens in terms of the different family incomes and
individual incomes with the increased prices. He mentions about the
direct purchases of energy and the industry energy price hike and so
on: and he comes around to say that the cut in real income, the average
direct real income cut of 3.6 percent, and the average household will
find its real income cut by 6.1 percent-that is, the four-member house-
hold; the poorest 10 percent finds their real income reduction 17.9
percent; the richest 10 percent find their real income reduced 3.1
percent.

To make a complicated set of statistics is somewhat simpler, he
said, when you get down to the poor income levels, that even with
the rebate program, that it is still not equitable. There still has to be-
if you are looking for equity-there has to be some additional help.

I just mention that to you. You may want to comment upon it.
Now, I have a few questions here that I will give to you. You will

comment as you see fit.
Will 100 percent of the revenues collected by the crude oil equali-

zation tax and the gasoline tax be rebated? And will anyone receive
rebates besides taxpayers and transfer recipients?

That is question No. 1.
Secretary BLUMENTHAL. May I comment first, Mr. Vice Chairmani,

verv brieflv on the previous part ?
Senator HTuTMPHREy. Yes.
Secretary BLUMENTHAL. We will, of course, study with great in-
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terest the testimony-that you received. I am particularly interested
to study the numbers that you have cited that Mr. Thurow presented
to you.

I said earlier, I think before you came, that there has been some
variation in the analysis, which is understandable. Much depends upon
what assumptions you crank into your computer. I have been im-
pressed by the fact that the variations have not been all that Treat.
This is a very great departure from our calculations.

Senator HUMrPiREY. That is correct. That is why I call it to your
attention.

Secretary BLUMENTHAL. I am surprised by this. That is why I
would like to make the comment I am about to make. To the extent we
can look at the way in which the program -will work, and the things
the numbers tell us, it should if anything benefit the low-income
groups and welfare recipients and social security recipients. Because
of the earned income credit and because of the fact it is rebatable and
it goes to-it tends to have a greater beneficial impact-for people at
the low end of the scale rather than at the upper end of the scale.

We are preparing some data for a table. I was asked to do this for the
House Ways and Means Committee. I will be happy to make it avail-
able for the record. They are typical families-a man, a woman, two
children,'at various income levels with different assumptions about
how much they drive and what their different life style is and what
we estimate the impact to be on these families.

Senator HumPHREY. We would be happy to have that.
[The following table was subsequently supplied for the record :]

ESTIMATEDAIMPACT OF ENERGY TAXES AND CREDITS ON INDIVIDUALS

[Dollar amounts in millions]

Direct and indirect
energy taxes on Per capita energy

individuals2 credits3 Net change in tax

1977 law Percent of
Adjusted gross income income Percentage Percentage '1977 law
class (thousands) tax I Amount distribution Amount distribution Am6unt income tax

CALENDAR YEAR 1978'

Less than $5------------ $217 $227 11.7 -$948 34. 5 -$72t -332. 3
$5 to $10 10, 438 . 348 17.9 -665 24.2 -317 . -3. 0
$10 to $15 -- 22, 840 428 21.9 -467 17. 0 -39 -. 2
$15 to $20 … 28, 994 367 18. 8 -291 10.6 76 .3
$20to$30 -41,692 357 18. 4 -252 9.2 105 .3
$30 to $50 -28, 077 138 7.1 -89 2.3 49 .2
$50 to $100 -20, 901 58 3.0 -29 1.1 29 - .1
$100 or more -17, 225 21 1.1 . -6 . .2 1.5, I1

Total -170, 386 1, 944 100.0 -2, 745 100.0 -801 -.5

Less than $15 -- 33, 495 1, 003 51.6 -2, 081 75.8 -1, 078 -3. 2
$lS to $30 -70,687 924 37.2 -543 19.8 181 .3
$30 or more -66,203 219 11.3 -125 4.5 94 .1

CpALtNUAR TYAK 1979'

Less than $5 - : -- 243. 755 11.9 -1.926 31.8 -1, 171 -481. 9
$5 to $10 ------------- 11, 691 1, 042 16.4 -1, 415 23. 4 -373 -3. 2
$10 to $15 -25, 581 1, 329 20.9 -1, 072 17.7 257 1. 0
$15 to $20 -32, 473 1, 168 18. 4 -712 11.8 456 1. 4
$20 to $30------------ 46, 695 1, 188 18.7 -623 10.3 565 1. 2
$30 to $50-------------- 31, 446 514 8. 1 -219 3.6 295 1.9
$50 to $100…----- ----- 23, 409 250 3.9 -71 1.2 179 .8
$100 or more -19,292 102 1.6 -13 .2 89 .5

Total -190, 832 6,348 100.0 -6, 050 100.0 298 , .2

Less than $15 --------- 37, 514 3 127 49.3 -4, 413 72.9 -1, 286 -3. 4
$15to $30-------------- 79, 169 2,355 37.1 -1,336 22.1 1,019 1.3
$30 or more -74,147 865 13.6 -303 5.0 562 .8
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ESTIMATED IMPACT OF ENERGY TAXES AND CREDITS ON INDIVIDUALS-Continued

[Dollar amounts in millions]

Direct and indirect
energy taxes on Per capita energy

individualss credits3
Net change in'tax

1977 law Percent of
Adjusted gross income income Percentage Percentage 1977 law
class (thousands) tax ' Amount distribution Amount distribution Amount income tax

CALENDAR YEAR 1980'
Less than $5 - ---- 272 1,302 11. 9 -2, 913 29.8 -1,611 -592. 3
$5 to $10 -13,094 1,768 16.2 -2,226 22.8 -458 -3. 5
$10 to $15 28, 651 2, 271 20.8 -1,785 18. 3 486 1. 7
$15 to $20: -36,370 2,001 18. 3 -1,238 12.7 763 2. 1-
$20 to $30-------------- 52, 296 2,047 18.8 -1,081 II. 1 966 1.8
$30 to $50 -35,220 898 8.2 -378 3.9 520 1. 5
$50 to $100 -26, 218 443 4.1 -120 1.2 323 1.2
$100 or more -21,607 181 1.7 -23 .2 158 .7

Total 213, 732 10,913 100.0 -9,766 100.0 1,147 .5

Less than $15 -42,016 5,341 48.9 -6, 923 70.9 -1, 582 -3.8
$15 to $30 -88, 669 4,048 37. 1 -2, 319 23.8 1, 729 ! 1.9
$30 or more -83, 045 1,522 13.9 -520 5.3 1,002 1. 2
CALENDAR YEAR 1985…
Less than $5------------ 479 2,280 12.1 -3,066 31.0 -786 -164.1
$5 to $10 23, 076 2, 872 15.2 -2,288 23. 1 584 2.5
$10 to $15 -- 50, 493 3,807 20.1 -1,772 17.9 2,035 4.0
$15 to $20 64, 095 3,-414 18.61 -, 204 12.2 2,210 3.4
$20 to $30---- ---- 92, 167 3,586 19. 0 -1, 054 10.7 2, 532 2.7
$30 to $62,070 - 1,675 8.9 -369 3.7 1, 306 2.1
$50 to $100 - 46, 205 884 4. 7 -118 1. 2 766 1.7
$100 or mcre 38, 079 374 2. 0 -23 .2 351 9

Total 378, 669 18,893 100.0 -9, 894 100.0 8,999 2.3

Less than $15 74, 047 8,960 47.4 -7,126 72.0 1,834 2. 5
$15 to $30 156,265 7,000 37.1 -2, 259 22.8 4,741 3.0
$30 or more 146, 354 2, 934 15. 5 -510 5.2 2,424 1.7

I Includes tax changes resulting from Public Law 75-30. Current year tax liability calculated assuming a 12-percent
annual growth rate.

' Energy taxes distributed to all individuals according to estimated personal consumption and gasoline expenditures.
* Per capita energy credits: Rebates and payments to nontaxpayers under the crude oil equalization tax. At 1978 levels

of income this rebate would equal $15.
4 Per capita energy credits: Rebates and payments to nontaxpayers under the crude oil equalization tax. At 1979 levels

of income this rebate would equal $30.
O Per capita energy credits: Rebates and payments to nontaxpayers under the crude oil equalization tax. At 1980 levels

of income this rebate would equal $45.
! Per capita energy credits: Rebates and payments to nontaxpayers under the crude oil equalization tax. At 1985 levels

of income this rebate would equal $45.
Note: Figures may not add to totals due to rounding. Distributions are based on those obtained for 1976.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis.

Secretary BLUMENTHAL. I think this table will be useful in com-
paring the percentage numbers that you have indicated Mr. Thurow
presented to see how he gets to his reduction of 17.9 percent for the
poorest, 3.1 percent for the richest. That would be very regressive.
That is not our intention.

Senator HumpHRy. You also must keep in mind what we call the
single-income household. Many of these are very poor, with income
levels below $5,000, $6,000.

I just refer you to it. We don't need to press the point now, but
Mr. Thurow of MIT gave us, I thought, one of the better statistical
analyses of the program that has been presented. I don't draw any
value judgment of it right or wrong. I think it needs to be looked at.

My question was, will the 100 percent of the revenues collected by
the crude oil equalization tax and gasoline tax be rebated, and will
anyone receive rebates besides taxpayers and transfer recipients 2
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Secretary BLuImNmrAL. The answer is yes. It will be recycled 100
percent. It will go to heating oil users first on a dollar-for-dollar basis;
and then-less administrative costs associated with the program-it
will go back on a per-capita basis.

To be precise, here is what the briefing says. The net receipts of the
Treasury from this tax, after allowing for lost income tax revenue re-
sulting from the absorption of approximately one-third of the tax
by the oil-producing and refining sector, will be rebated in three ways.

One, that portion attributable to the production and sale of home-
heating oil will be refunded to purchasers through the aegncy of
dealers delivering the fuel; two, a per-capita credit, one for each tax
exemption; and three, an equivalent per-capita payment to non-tax
return filers on the Federal assistance program.

With the exception of administrative costs, which are not mentioned
in here, and of course the absorption of the tax benefits for the pro-
ducers, it will be fully rebated to the public.

Senator HUMPHREY. A more basic question. The Joint Economic
Committee staff study projects 1985 crude oil equalization revenues
at between $23 billion and $40 billion. That in itself shows that we
are guessing here.

Assuming that this tax absorbs the price difference between con-
trolled domestic crude and imports, which are projected to rise in price
between 7 and 10 percent yearly, you state in your testimony-and it's
been stated by the other representatives of the administration-that
the 1985 tax collections will run about $12.3 billion. What rate of
OPEC price increase was assumed in your calculation?

Now, I point out that the Joint Economic Committee staff study set
the tax take will be anywhere between $23 to $40 billion. It is a wide
variance. Even if you take $23 billion as compared to your $12.3 bil-
lion, what rate of OPEC price increase did you have in mind?

Secretary BLUMENTHAL. I believe I am correct in this, Mr. Vice
Chairman, that we had assumed the present price level. We have not
assumed any increase in prices because these are obviously difficult
to predict. We hope there won't be any, but we certainly don't want
to make assumptions in our calculations.

Senator HIUMPHREY. Do you think that is very realistic, truly?
With these people having that club in their hands and with other
world prices going up of industrial goods, everything that the OPEC
countries buy has gone up. They have here a nonrenewable resource.
I am not talking about whether they are going to increase the; price
15 percent or even 10 percent; but isn't it possible from the past
that you are going to see, 5, 7, or 8 percent increases in price?

Secretary BLUMENTHAL. It is possible. I certainly am not suggest-
ing that the assumption was that there would be no price increase;
but for purposes of this calculation, a calculation that was made to
say assuming present prices, what would we collect, and what would
we rebate?

We tried to stay away from imputing a certain price increase for
reasons that I am sure will be clearly

Senator HUMPrMurE. My followup question is, If OPEC Prices
rise much more rapidlv than you would expect, and if the fact
is related to OPEC prices-and it is-doesn't this give OPEC a
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substantial and unpredictable influence over U.S. fiscal policy that
may be hard to offset in a timely fashion?

Secretary BLUMENTHAL. There is a, provision in the suggested
legislation, Mr. Vice Chairman, as I understand it, which in effect
fixes the price at the 1!}77 level plus inflation. There is a possibility
for the administration under this legislation therefore to-not to go
up further in the third tier, the freed price, depending upon-
not to follow internally -as to what will happen with regard to
OPEC pricing. *Whether or not we would avail ourselves of that
possibility, I don't know; but clearly if the price rises would be of
a certain kind, we might. I would want to say in conclusion that
the impact onl the U.S. economy-that OPEC has on us, exists
today. That program doesn't change it.

As a matter of fact, that program reduces it over time becaise it
gives us less of a dependence on imports.

So we don't really think that we increase the leverage that' they
have over us at all by this. WNTe d6 think we reduce it because we are
less dependent upon .them; and secondly, because the legislation
permits us not to go ahead and keep increasing prices if they would.
we feel that we could insulate ourselves from whatever they -might
be doing.

Senator HUMPHREY. My followup questibn-and I think my time
will be exhausted here-the administration's bill would permit crude
oil tax to be uncoupled from the world oil prices if the latter rise
too fast. You indicated that?

Secretary BLUMENTHAL. Yes.
Senator HUMPHREY. If this were done' however, then the unpopular

entitlement program would have to be resurrected to preserve fair
competition among refiners, some of -whom would otherwise have' to
pay high prices for imported crude oil imports, while others receive
U.S. oil under price controls.

Is this administration ready to resurrect the entitlements program
if the OPEC countries raise the price too rapidly?

Secretary BLUIMENTHAL. You are right, we are anxious to get rid
of the entitlements program. We think under this program it would.
You are further correct, 'if we did uncouple, we would get back into
that situation.

But under certain circumstances, we might not have an alternative
in uncoupling. I think that is' perhaps one of the prices w-e would
then to have pay. The goal here is that, hopefully, the price move-
ment by OPEC would be sufficiently small or moderate that giving
the producers the 1977 price plus inflation would allow us not to
have to uncouple.

Senator HuMPHREY. I know that the matter of incentives has been
brought up. Is my time about up?

Senator HATCH. Go ahead, Senator.
Senator HuMPHREY. I want to get for the record, and see if I have

the incentive program somewhat in mind, in proper ordeir here. In
addition to the exemption from the minimum tax for independent
drillers and geothermal producers. the administration's bill includes
decontrol of new oil; is that correct?

Secretary BLUMENTHAL. Correct.
Senator HUMPHREY. It provides much high prices for new inter-

state natural gas; that is interstate?
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Secretary BLir3tENTHAL. Correct.
Senator HumPHREY. Which has nearly tripled in price under FPC

controls last summer. It permits incentive prices for high-cost oil and
gas recovery. In the coal market-and there is a great emphasis on
coal-the plans concentrate on expanding demand rather. than supply'
because this appears to be the primary constraint on coal output. -

Coal prices are not controlled, is that correct?
Secretary BLUMENTHAL. That is correct.
Senator HUMPHREY. For the new oil, that is wells drilled after

April 1917, that oil sells at the world price and can have, an escalator
in it for at least 3 years; is that correct?

Secretary BLUMENTHAL. It sells at the 1977 world price plus
escalation.

Senator HUMPHREY. This would seem to be to me quite a few good
incentives unless you are a hog.

Secretary BLUMENTHAL. I. agree with you, Mr. Vice Chairman.
I think you could

Senator HutIPrniREY. I didn't mean to be abrupt. Iwastrying-to
figure' out which species or organic substance would best charac-
terize it. I mean $14 a barrel in a controlled market. You see the
OPEC-what has gone wrong here in all of this business about incen-
tives, there is no competitive market. It's not a competitive market
at all. It would be exactly like if we had a total monopoly on food
to set wheat at $40 a bushel, you either .pay it or starve.

The problem is, we can't do that because today, as.I read this morn-
ing, the world food supplies are very abundant this year. So we don't
have that kind of control; but all this business of somehow or other
we have a market price competition here is just plain nonsense.

There is no market price competition. There's a few people getting
together and deciding what you are going to pay. We sit over here,
with our resources, in our territory, for our country, for our people,
for our national security, and we say, well, we will let a few fellows
over there in Saudi-Arabia-they are friendly, and I am glad they are;
in Iran, and they are friendly, and I am glad they are. We say you
tell us what the price will be, we will pay it, and see that all our boys
get the same rake-off, and also we will let you decide what the Federal
budget is going to be; because that is really what they are doing.

We get down here talking about the cost of welfare programs, and
what the poor cost the country, and what the unemployed cost the coun-
try, and so forth; really what is going on here, as witness any program
we have-and I know we don't have much choice, but I have a right
to complain-is merely that somebody has never met, that has no citi-
zenship in this country, that has enough control at least in an oligo-
polistic sense, almost monopolistic, to be able to say this is what you
will pay. If they decide tomorrow morning we are going to pay $25
a barrel for oil, we will pay $25 a barrel for oil.

There is no competition. You know it, I know it.
Somehow, some way or other we have to face up to that fact. I don't

know whether the program before us really faces that fact. I don't
think the American people have been told that they could pay $50
a barrel for oil or $30 a barrel for oil. Why not?

Somebody over there has the spigot; and then you are going to say
that oil we take out of our ground, that belongs to the American peo-

21-336-78 7
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ple over here, that we shall do the same even though we may be more
efficient producers and more efficient distributors?

Just a little thought as we end my 10 minutes.
Senator Javits.
Senator JAvTrS. Thank you. Mr. Vice Chairman.
Mr. Secretary, there are a number of points in this program of the

President's which have caused me and others like me to raise very seri-
ous questions. One is this $14 price.

Isn't it a fact this $14 price for so-called new oil comes from oil
which is found in areas not particularly exploited today, and this is
a very limited opportunity in terms of new exploration; in short, isn't
it secondary, tertiary recovery, the use of digging deeper in existing
fields and so on and offshore, and so forth, which is likely to produce
much more than this new oil which comes from fields not yet ex-
ploited?

Secretary BLUMENTHAL. I am not sure, Senator.
Senator JAVITS. *Well, what does the administration say about it?

It's their case?
Secretary BLUMENTHAL. Yes. The position of the administration is

that this price for new oil, defined as we have it, which is 21/½ miles from
an existing well, provides a lot of incentive for a considerable amount
of additional production; and that that is a fair definition, and a geii-
erous price to bring out a lot of additional production.

Senator JAVITS. So that's the factual argument, really?
Secretary BLUMENTHAL. Yes.
Senator JAVITS. We will have to decide which side the facts fall on;

is that true?
Secretary BLUMENTHAL. Right.
Senator JAVITS. Now, the other thing that is such a big challenge is

this gasoline price increase. What the President has suggested is that
we have a collective guilt. We use too much gasoline collectively; we
have to pay 5 cents a gallon. If we don't use it collectively, -we don't.
What is the premium on the individual then? What does he care if
x million other automobile users determine the situation and he's not-
lie's not even a drop in the bucket?

Why should he have any particular interest in saving?
In sort, isn't Mr. Eckstein right when lie recommended this morn-

ing just make a tax for whatever you really need in the way of reve-
nues? Three cents a gallon is what he suggested instead of this highly
complex formula which leaves everybody up in the air and doesn't
reward anybody in any individual sense, even as a voter. Sure, 80 or
90 million voters in the country elect local officials. You see something,
even if your vote for the President falls in some kind of big ocean.

Here you see absolutely nothing. Isn't that a grave defect in the
plan?

Secretary BLUMENTHAL. I don't see it, Senator. I think if a person is
very considerate and careful in his or her consumption of gas and uses
less, and if nevertheless the tax is imposed because the country as a
whole has been more liberal or profligate in its use of gas, then that
individual or taxpayer's family will share in the rebates and, therefore,
on balance, benefit by having not used very much gas and not having
paid the higher price, but will still be getting a fair share of the rebate.

Second, I think that the chances of meeting a national goal are
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quite good. Our estimates indicate that the chances this tax will not
be imposed are at least 50-50. It is again a matter of perception as
to -whether or not you want to challenge all of the people in this way,
to say. Here is something we can work together on. We have met chal-
lenges before as a people; the President felt that this was a challenge
which the people would meet again.

But even if we failed, the person who does better through the rebate
mechanism will on balance stand to gain. So it is, I think, a commend-
able and interesting way of doing it. I think it could be quite an ef-
fective 'one; the hope, of course, being that the tax will never be
imnosed.

Senator JAVITS. Also isnft it a fact that you kiss off rather lightly
our problems with foreign manufacturers who supply us now with,
say, roughly 20 percent of the American market? 1;h7ien you say in
your prepared statement, "Rebates will be made to foreign manu-
facturers only under the terms of executive agreements, agreements
designed to take into account the impact of the U.S. tax and rebate
program on the automobile industry of a particular country
in question."

You, in fact. are allegedly representing a breach of our obligation
tunder GATT. Isn't that a long-drawn-out process? * hat are we
going to do in the meantime with people who wvanlt to buy foreignf
cars. Are they just going to pay through the nose?

Secretary BLUMENTHAL. No. I think this particular reference to the
foreign problem is certainly not intended, Senator, to kiss it off
lightly. It clearly is a, very serious and very copll)lex and difficult
mlatter on which some difficult international negotiations will have
to be conducted.

We face a problem. I think we ought to recognize the problem
clearly, and it is this: We have embarked on a major national energy
policy. The American people, everyone has said we need one. Now
we have a proposal for one. That policy does mean, in one way or
the other, as quickly as we can. the adaptation of the U.S. automobile
industry to the production of smaller, more fuel-efficient cars that
the American public will want to buy. That will take time.

I don't believe that it, is reasonable for us to say that while this
process is going on by whatever technique we use, we will simply al-
low foreign producers-particularly by paying subsidies to them over
and beyond anything that ever was dreamed of when the GATT com-
mitments were negotiated-to take what could be a substantially larger
share of the U.S. market, penalizing American workers as we are
implementing a national programn which is for the benefit of every-
bocly, including the. foreigners.

I think if we are fair and equitable, if we say to them that we
will protect you as our foreign supplier so that you are not dig-
criminated against with any deleterious results. but nevertheless you
must understand our situation, and be fair to us and allow us to
.implement our program in a way which does not allow you to take
unfair advantage of it, that is a negotiable proposition.

I was so cautious in what I said here, because I really felt.J didn't
want to make it harder for oiir trade negotiator, Ambassador Strauss,
to be successful in negotiating on a flexible basis a reasonable arrange-

:ment that has that kind of goal as its result.
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Senator JAvrrs. Mr. Secretary, isn't it a very much more direct
way to simply limit the kind of cars that can be made because of the
national crisis, and that would include foreign cars as a nontariff bar-
rier to trade, if you will, where we are on much stronger ground?

Secretary BLUMENTHAL. I think, Senator, if we did that, we would'
be taking a very serious step domestically and an even worse step
internationally. Domestically we would, in fact, be mandating what
kind of cars Americans shall buy.

We would simply be saying, "Thou shalt not produce a car of a
certain kind." Now perhaps the Congress wants to do it that way.
Perhaps the American people are ready for that. I doubt it.

There are all kinds of different circumstances under which a larger
car or a less fuel-efficient car is needed and may even be justifiable.

I personally welcome the approach that we are using, which is
to say that there would be a minimum of this kind of coercion and
that we would use the free market, the price mechanism, in order
to influence people, plus using whatever moral suasion we can to
fortify it, but not to pass laws that say "Thou shalt stop."

If we did, the impact on jobs in the American economy and on
the automobile industry would be serious. Internationally, if we said,
"OK, now we have a law that you can't come in here unless you
have a certain type car," I can't imagine that the Congress would pass
a law which would leave the doors open wide to the foreign cars while
domestic producers are converting.

We would have to elect a nontariff barrier of some kind. That
nontariff barrier would open us up to charges of unfair trade prac-
tices and problems in the GATT that would be at least as serious as
the kind of negotiation Ambassador Strauss may have to. I may
say we have had these before, but we frequently have been on the
other side.

I remember the last time I served in the Government. We had
what was called the "chicken war." In the "chicken war," the issue
was exactly the same, except the sides were reversed and the total
amount involved was smaller. They had done something to impair
and nullify a decision we had made. We kept saying, "You have to
do something about that."

They said, "No, we can't." We retaliated. The result was that every-
body was worse off. We didn't sell more chickens over there. We
had to pay more for cognac and trucks. Everybody was worse off.

Here we have a similar situation. But here we are saying we will
make a deal with you. We are doing something for all of our national
interests. We want to make a fair deal with you. We don't want you
to take advantage of us.

I think we are on very solid ground on this, Senator. It is a
defensible position in the GATT.

Senator JAVITS. I must say to you, I don't think it will work. I
think you are going to get some complicated matters with foreign
negotiations that it undoubtedly won't work.

My time is up. I just want to close by saying as follows: One, I
thank the President for his initiative. We will get an energy plan.
It won't be the administration's. It may not be ours either, but we
have to do a lot better than we are doing.

Thank you.
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Senator HunmrPimy. Senator Bentsen.
Senator BENTSEN. Thank you very much, Mr. Vice Chairman.
Mr. Secretary, I appreciate your appearance before us. After some of

the response and hard rhetoric we have heard to the President's pro-
gram, I admire all the more his courage in bringing a comprehensive
energy program out. What kind of monetary response do you antici-
pate to the higher prices that result in some of the higher energy costs?
What plans do you expect in trying to moderate that impact with a
monetary response? What do you expect to happen to the supply of
money?

Secretary BLUMENTHAL. We have not gone into the detailed analysis,
the impact on monetary policy. What we have attempted to do is to
stimulate the probable impact of the sum total of this policy-to esti-
mate the inflationary impact, for example.

Our figures show that there will be an inflationary impact but that
it will be a relatively moderate one. We have come up with 0.3 to 0.4
of a percent, under certain assumptions.'Others have indicated a some-
what higher impact, but if that is correct, clearly both fiscal and mone-
tary policy will have to reflect prudent economic management, as we
do now when we have inflationary pressures to take into account.

We have not particularly looked at monetary policy since it is the
responsibility the Federal Reserve has in any case.

Senator BENTSEN. Mr. Secretary, there are some incentives in this
for further production, but it seems to me it is heavily weighted toward
conservation. I applaud the efforts of conservation, but I would en-
courage some further incentives being put in there to try to increase
the production side of this.

Do you have any thoughts on that?
Secretary BLUMENTHAL. We]], we feel that, of all the criticisms that

are being leveled against this program-and there are certainly many,
as one would expect-the one that there are not enough incentives for
additional production of energy is one that is perhaps least justified.

There is an important price incentive for new oil. The program pro-
duces one of the highest production incentives available to producers
anywhere in the world. Unfortunately, I didn't bring those tables with
me. but I could submit them for the record, Senator.

Senator BENTSEN. I wish you would.
[The following tables were subsequently supplied for the record:]

REPRESENTATIVE PER BARREL MARGINS FOR U.S. COMPANIES LIFTING FOREIGN OIL

1st quarter
Government Government Production Company

Country sales price take cost margin

Saudi Arabia -12.09 $11. 74 $1. 27 $0.24
Nigeria -14.29 13.45 1. 07 .36
Indonesia ----------- 13.44 11.46 .56 1.44
Iran 12.81 12.43 .16 .22
Cabinda 13.06 NA .54 NA
Abu Dhabi -12.50 11.56 .31 .25
Canada… 9.75 5.21 .90 .64
North Sea 14.20 7.20 5.00 2.00
Gabon 13.00 6.77 4.25 1.48
Ecquador (4th quarter, 1976) 11.46 10.40 .60 .65
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REPRESENTATIVE PER BARREL MARGINS FOR U.5. COMPANIES LIFTING NEWLY DISCOVERED DOMESTIC OIL '

Amount

.Aisumed new oil price -- $13.50
,Estimated margin -2.40-4.40

.' A higher actual new oil price would increase companies' per barrel margins.

¶Note: Estimated margins vary with operating costs and capital expenses.

Secretary BLTJ1NUMENTHAL. It compares the incentive in the United
States to North Sea oil or oil produced anywhere else. It shows the
margin is substantially higher under this program here than it is any-
where else.

Second, there is substantial production incentive for new gas. There
arc additional incentives for gas supplied in interstate commerce.
There is the amendment we are suggesting for intangible drilling costs
for independents. There are special pricing incentives for the produc-
tion of shale oil, cogeneration, geothermal, solar energy. W;Then you put
it all together, we really have fairly substantial incentives.

I think frequently when people have criticized us for not enough in-
centives having been built in for additional production, what they
mean is that we should have just decontrolled everything.

Senator BENTSEN. Mr. Okun was testifying earlier this morning that
he felt there should be more attention to the production side than
there was, but I think what we are talking about is a phased decontrol
that has to be thought about, finally getting back to the market system.

Secretary BLUIMENT.-HAL. Haven't we gone a considerable way toward
that?

Senator BENTSEX. You have moved in that direction. The question
comes to mind, for example, when you get into the definitions, much of
it is new oil. What I heard is some of the earlier texts, some of the
backup papers, as to what constituted new oil, in fact, negated any
new oil.

Secretary BLUE rENTHAL. That is a point that Senator Javits made a
little earlier. I had to demur somewhat because it is not my field of
specialty. I am told by my colleagues that the definition of "new oil"
is adequate and fair and would bring forth substantial additional
production.

I have also heard a great deal of criticism about that. I would expect
the Congress to look at that very seriously.

Senator BENITSEN. I don't know the last version of the definition, but
the first version is that according to the figures we have in the Texas
Railroad Commission, it would have negated about 90 percent of what
they classified as "new oil" under these provisions.

Mir. Secretary, we have a problem of always trying to be fair on
these things. Everybody looks on fairness from his own particular
perspective. I understand that. But the point was made in previous
testimony that one of the States that would bear more hardship than
others would be a State like Texas or California; and -we have been
paying a higher price for gas than most States have. But we have over
Q5 percent of our electric generation from natural gas.

We know that is a wasteful way to use natural gas and that we are
going to have to change, but we are looking for sufficient period of
time to make those kinds of adjustments without drastic economic
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dislocation. I frankly believe that we can accomplish the objectives
that have to be accomplished with a modest lifestyle change by all of
our people without excessive sacrifices by any particular region or any
particular segment of people.

Secretary BLUMENTHAL. I certainly agree with you, Senator. I said
at the outset it is a very ambitious, far-reaching program. I would
be less than honest if I said we had been able to fully study and gage
to our satisfaction the impact of all of the details of this program
on all parts of the country and all separate industries. This kind of
analysis that is now going forward will help us to do that.

The goal that we had in mind was to do just that, to have some
sacrifices, some change in lifestyle, to have it be gradual, to have it
be modest, not to have a great impact, to have it as neutral as pos-
sible in terms of GNP and prices and income distribution, and to
have the burden evenly distributed, if anything, to make the system
a little more progressive, to benefit the poorer people more than the
richer. ones.

I think, as I have testified, that the two elements that have not been
sufficiently looked at, and I think the work that is now going on will
perhaps rectify that, are the differential impacts on a particular
region, and, second, the differential impact on certain particular in-
dustries. We tried to do that, but we have to bear in mind that this
was a program that had been put together at considerable speed
because the urgency is great; and we knew it would be looked at
carefully anyway.

I think those two elements need to be looked at more carefully.
I certainly would welcome that kind of analysis.

Senator BENTSEN. I would say, Mr. Secretary, in spite of contro-
versy over it, that I agree with the approach that the better way to
accomplish these objectives is by the tax incentive rather than a direct
subsidy coming out of a government bureau with all the politics
getting involved in that.

I would rather see that carried out than to have it competed over.
I think it is much more effective and results in a lower cost to the
consumer.

Thank you very much, Mr. Vice Chairman.
Senator HumPHiiREY. Senator Hatch.
Senator HATCH. Mr. Blumenthal, as I view the energy program,

I think there are some real problems with it. You say there are incen-
tives. I don't see mnany incentives, at least from a free market stand-
point, or from a competitive market standpoint. I think this is one
of the things that is really going to hurt this program through the
years.

For instance. there is emphasis on coal. We talk as though we are
Voing to have 1.2 billion tons of coal by 1985. Now the industry at

present usage rates is projecting production by 1985, according to the
Coal Onerators Association, of another 400 million tons of coal on
top of the approximately 600 million tons we produce right now. That
is going to mean that we are going to need to be able to maintain
increases in output.

Is there. anything being. done by the administration to insure this?
We see this Energy Department being developed and it involves
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ERDA, the FPC, and the Federal Energy Administration. However,
it does not involve all of the various environmental offices. Is there
anything being done to speed up or get more reasonable approaches;
from an environmental standpoint in order to be able to meet these
necessary requisites as far as coal and other energy materials are
concerned ?

Secretary BLUMENTHAL. I think the program indirectly and clearly
should have a pretty powerful inducement for substantial increases
in coal production because there are so many important penalties on
the one hand and incentives on the other for industry to shift over.

Senator HATCH. Excuse me. How can industry shift over when we
have all of the environmental delays, up to 10, 12, or 14 years before,
you can open a nuclear plant, a coal-fired plant, et cetera?

Secretary BLUMENTHAL. I was going to comment on that.
I was going to make one other preliminary point. That is there is

money in this program-perhaps not enough, I don't know-for sub-
stantial additional R. & D. directed toward the mining industry. This
is a subject I know a little bit about because in my previous job I
worked in a company that directed itself toward that. There is a
great deal that needs to be done there. I was happy to see that that is
included.

There is a provision in the bill which requires, I guess, the use of
scrubbers. Obviously that is just a beginning of the recognition that
there is an environmental problem. I think personally that we have,
not done enough, in this administration or in any previous adminis-
tration, of bringing together and making internally consistent a
variety of policies and of estimating properly the interaction and the-
cost of these.

There clearly is a tradeoff in terms of environment and environ-
mental policy.

Senator HATcH. Can we get anything done?
Secretary BLUMENJTHAL. There is some disagreement as to how far-

you would get with present standards. Some people, particularly those-
with a special interest-

Senator HATCH. I think everyone agrees we are not going very fast.
Secretary BLUMENTHAL. I think if we are really going to triple the

use of coal for industrial uses, we are going to have to take another-
look at the environmental standards and what the cost of those are,
at putting more money into R. & D. to meet standards of clean'air,
at seeing where the marginal additions that we are mandating may
perhaps not be worth the cost, may be impeding us too much, or where-
we can compensate for them in other ways.

What I am saying is clearly this does bear looking at. I think it
must be looked at, but I don't believe that it is an insurmountable-
problem.

Senator HATCH. Let me say this: There are those of us who believe-
there are environmentalists who desire a balance between the envi-
ronment and development, but who also believe that many agencies
or especially the administrative departments of Government are over-
whelmed by environmental restraints.

I will cite in particular the Council on Environmental Quality and'
the Environmental Protection Agency. And we showed last week, iin
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the strip mining bill, that a 26-year-old' Presidential assistant came
ever and influenced the doctoring of a report upon which that whole
business is based.

I have no great desire to 'help the coal companies. I do have a
desire to have equality and have forthrightness and dedication and
,decency in the approaches to developing energy.

Let me make an illustration. Since I think it is important for you
to understand as well as anybody else-and I am sure you understand
better than I do-let me for illustrative purposes give you this.

California right now would be. if it were an independent country,
the seventh largest economic entity in the world because of its great
production capacity. California is going to lose the ability to deliver
natural gas from major fields, and will have to dip down into the
small user wells by 1980. They will 'have to have the Oxnard gasfield,
which has -been completely stifled by environmental extremists on
the California west coast. If they don't have the Oxnard field in the
next year and -a half-and that is stretching it-by .1980, they will
'have to bring up the natural 'gas and other supplies from the North
Slope of Alaska, Malaysia, et cetera. If they cannot do that, 'and if
they don't have access, as well as the right to burn coal, which is
presently being denied, they are going to have a loss of 700,000 to 1

million jobs by 1980.
Couple that with the effects of not developing the rivers in the

Pacific Northwest. These rivers must be harnessed to bring fresh water
to flush out salt water through the San Francisco Delta, and to pro-
vide water for the San Joaquin Valley, which is crucial to the produc-
tion of food for this country. California is the source of 60 percent of
all vegetables and somewhere in the neighborhood of 40 percent of

many other foodstuffs for the whole United States, and they can't
get water because of the environmental extremists again. We are
going to have an impact all over this country, not just California.

We had a situation in Utah where we had, I believe, a delay for 14
years in the development of the plateau which would have benefited
TUtah and California by generating electricity and collecting water.
This project could have 'been in operation by now and would have
'been beneficial to your program.

However, development of the plateau has been totally stifled by
'environmental extremists, some of whom are sincere and dedicated,
and I acknowledge that, 'but many of whom are not. They are aided
and abetted by a number of environmental extremists in authority
in the United States of America; in other words, right here 'in our
'Government.

I think it is about time we stopped that, if you want this program
'to work. I think you do. I think you know the problem. I appreciate
much of what you have said 'today. I want you to know that.

I think it is true. I think something h'as to be considered by this
:administration. I think -we have to quit bending over slavishly to the
environmental extremists in this society. I find that that is what we
seem to be doing.

Secretary BLUmENTnAL. May I make just one comment, Senator.
The Economic Policy Group, which I chair and which is the Cabinet
group that looks at major economic policy recommendations to the
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President, either agrees on them, sends them forward, or explains to
him what the differences are so that he can resolve them, has began
to look at the economic impact on all major questions of this kind so
that we can say to the President if we go for this, our judgment is it
will cost so much, or add so much to inflation, or keep production
down to such an extent.

That is not a universally popular approach, I might add. There
are people who say we shouldn't do that. We are doing that. That is
going to be a beginning. There are clearly extremists. There are ex-
tremists everywhere. There are also a lot of very dedicated people who
feel very strongly about it as we all do.

We have to find a balance. I will do my utmost to see it stays in
balance.

Senator HATCH. That I appreciate. I don't think it is the President's
fault. I think he is surrounded by a number of environmental extrem-
ists that are dominating this countr' right now and hurting this
country. We are going to have to solve these problems or this country
isn't going to have energy in 1980,1981, or 1982.

We will have a major recession or depression. I suggest that some
of the people who know about the need for industry, and know what
we have to do, get involved and make some of the changes and help
us to move forward without ripping off the environment.

My contention is that in the end some of these same environmental
extremists who will ruin our energy projects will be the first to scream
when their car can't get gas.

One other question: Why was mass transit ignored in the admini-
istration's environmental program?

Secretary BLUMENTHAL. I think it is a question of how much you
can do all at once and what method you use to deal with these different,
all interrelated, very serious problems. We made a judgment-and it is
a judgment which we hold-that we did not want to get into the diffi-
cult problem, within the context of this energy program, which is com-
plicated enough as it is, of earmarking funds for particular purposes,
because when you go down that road, there is no end to it.

My experience over the last several months appearing before the
Congress is that many Members of Congress have very valid interests
in earmarking certain funds for very valid concerns. You start with
mass transit. Others are concerned with welfare mothers, others with
the environment. others with training.

I am sure the Senator can add a few good suggestions we ought to
earmark for. The decision, therefore, was made to give it back to the
people and use other means, tax reform, other normal appropriations,
to consider on the merits the individual programs to meet the major
American needs. I think that is probably a safe way to go.

Senator HATC1. If I might state one More thing-mv time is up-
that is that I don't think it would have been too difficult-and that is.
of course, not criticism levied at you. I have deep respect for you-I
don't think it would have been too difficult to have one little paragraph
that said we would like to develop mass transit forms that would help
us conserve energy as part of the conservation measures. In particular.
I don't think there is any better form of mass transit today from a
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-cost-benefit standpoint than the bus systems of America and making
buses available throughout America so we can transport people in
groups rather than individually in cars.

One last thing, and that is that I am really concerned because I see
a lot of technical little tax approaches to solving energy conserva-
tion problems, but I don't see any energy supply approaches in here.
Maybe there are, maybe I am missing them. Having worked in the
field of energy, I don't see very many.

It seems so logical to me that if we deregulate energy, have an open
market, have a competitive system where we have the incentives to go
out and find it, and have an excess profits tax if there is excess profiteer-
ing to this, we can develop new alternative forms of energy. We can
do it very simply rather than with a complex program, and do it from
a private enterprise standpoint, which has always worked in America
in the free enterprise system that we have, rather than through the
Government.

I am going to encourage you to take some of those systems back and
consider deregulation over a gradual period of time. I realize we can't
do it immediately or in an emergency way. After a phaseout, I think
we can. After all, that is the only way that it would work.

Thank you so much.
Senator HUMPHREY. Congressman Rousselot.
Representative ROUSSELOT. Mr. Secretary, we appreciate your being

here today. We know you are spread thin on a lot of projects these days.
I am sure that-by the way, as a member of the Banking Committee in
the House, we appreciate the comments you sent up on the new pro-
posed Consumer Cooperative Bank, the whole new banking system that
my colleagues in the House were advocating. I know your economic
unit is working.

I wvas interested in today's Wall Street Journal comment about the
thesis of the editorialist-which I am sure you saw-that probably. on
the basis of information that they have, that the country has perhaps
as much as a thousand years of natural gas supply. So let's assume
they are only half right.

On the basis of what they said, the President's energy advisers know
this. They said you were briefed by specialists of the American Gas
Association and experts from ERDA. So let's assume that they were
half right, that there is only 500 years of natural gas supply available
on the basis of consumption and some allowance for increase in that
consumption.

Did you take this into account? Is the Wall Street Journal really
way off today?

Secretary BLUMENTHAL. I think you are touching on a basic issue. sir.
If you assume that there is no shortage of energy-

Representative RousSELOT. I don't think any of us assume there is no
shortage of energy. I am speaking now directly to an important piece
of this puzzle. That is natural gas.

Secretary BLUMENTHAL. The specific answer to your question is,
yes. we are aware of the viewpoints of some people who feel that
there is plenty of natural gas and, therefore, we shouldn't get so excited
about it.

Representative RoUSSELOT. They claim it w-as the American Gas As-
sociation and experts from ERLDA. Is their assessment correct?
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Secretary BLUMENTHAL. I think the American Gas Association is
the correct source. I don't know about the experts-or which experts
from ERDA. That, I am afraid, I would have to check into.

Representative ROUSSELOT. Could you respond to us on that? This is
a rather devastating editorial if they are right.

Secretary BLUMENTHAL. I think the basic judgment is that we
begin with oil, where there is a real shortage and where we have-
or we have to assume there is a real shortage because we do not know
what the rate of recovery will be, and it is not going to be large
enough to accommodate forever the growing consumption. So we start
with that

Second, the availability of natural gas also is much more limited
that you indicate here and getting it to market-

Representative ROUSSELOT. No, the Wall Street Journal indi-
cates

Secretary BLUMENTHAL. You indicate here by quoting the Wall
Street Journal, and that the ability to exploit it, get it to market,
and above all to use it up rather than to use what is more abundant,
I think there is a general view which perhaps is not refuted-at
least officially not refuted by this editorial-that we have other sources
of energy such as coal that are even more abundant, and that we
ought to emphasize those while we economize, that that is the right
approach.

We assume that the availability of natural gas that can be readily
gotten at and utilized for the various uses, we do want to use it for
*home use, would be available in ample quantity for industrial use
is much less than was indicated here and, therefore, we should go to
a more abundant source of energy supply.

Representative R OUSSELOT. In that respect, relating to the use of nat-
ural gas and the industrial end users, Mr. Eckstein said before us that
we should take the energy hardluck stories in these proposals of the
President with a grain of salt.

Yesterday the American Bankers Association testified before the
House Ways and Means Committee. They said that over 90 percent
of all commercial bread ovens in the United States are direct-fuel
gas ovens for which there is no substitute. Now wouldn't the industrial
end users-how are we going to decide which ones are crucial or not?

I would have to assume that if these facts presented by the Ameri-
can Bankers Association are correct, we wouldn't want -to cut the
supply out for bakers. I guess we assume bread is still necessary.

How would you make the determinations as to which industrial
users would be limited, taxed heavily? How do we propose to do
that?

Secretary BLUMENTHAL. Well, as I remember the detailed provi-
sions, there is an outright prohibition against the use of natural
gas for industrial purposes after 1990.

Representative ROUSSELOT. Right.
Secretary BLUMENTHAL. There is, however, flexibility in providing

exemptions in a limited number of instances.
Representative ROUSSELOT. Who is going to make those decisions?
Secretary BLUMENTHAL. They will be made by the Department of

Energy.
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Representative RousSEtOT. I see.
Secretary BLUMENTHAL. In thqse very limited instances where it

is indeed shown that there is no practical way of substituting.
Senator HUMPHREY. Isn't that prohibition only on electrical util--

ities, not other industrial users?
Representative ROusSELOT. No. It's all.
Senator HUMPHREY. Is it across the board?
Secretary BLumENTHAL. I think it's across the board, Senator; I

wouldn't swear to it.
Representative ROUSSELOT. Anyway, you can see why that would

create some concern.
Secretary BLUMENTHAL. Sure.
Representative ROUSSELOT. Mr. Laffer was'here as one of the four

economists. The other three did not totally agree with this statement.
He made it this way after analyzing'the President's program. He said
it would result in an enormous loss of income in the country. and an
enormous loss of employment; that is, the total program.

"The'others did not agree it would be an enormous'loss, but they
said there would be a loss. Since we spend so much time here in Con-
gress, and you do, too, being concerned about the employment prob-
lem, how do we decide who is going to be 'unemployed and who isn't?

Secretary BLUMENTHAL. Again you are getting at one of the hearts
of the problem we face as we embark upon what is a major departure
for our country to respond to a major challenge.

*Let me say at the outset that I clearly believe that that witness
is wrong. There is not going to be a major loss of jobs or a major
reduction in real income. None of the models'-and I indicated my
concern about the

Representative ROUssELOT. About the viability of these models?
On the Budget Committee,. we have a tremendous. problem with

many of these same models.
Secretary BLImENTHAL.' Obviously I am not trying to say models

are useless. They are very important. We have to understand what
they mean. None of them indicate that to be the case. You have sub-
stantial stimulative effects that offset some of the retarding elements.
There are some elements in some industries in this country which
are going to be booming as a result of this. We will have a lot of addi-
tional, employment. You have got to bring that into account.

You have-if this program went through in this way-you have
mohey going out to certain groups in a society that is over and above
what the increased prices in energy will be costing.

Representative ROUSSELOT. As you know, many of the people in the
labor unions feel a lot of this is going to transfer jobs overseas where
they are more efficient. In the production of automobiles, for instance,
as it relates to mileage factors. They said that both in the House and
here.

Secretary BLUMENTHAL. Let me make this point, Mr. Rousselot.
I was very impressed by the fact that during the energy crises of
1973 and 1974, when there was a panic or near panic in industry,'
prices going up, people feeling maybe we won't get the energy to run
our factories, we-that is, American industry, of which I was a part-



106

began to really put on the pressure to get more efficient use of energy
into our factories.

We found, somewhat to our embarrassment-and that is general
throughout industry-that it had been a very neglected area. We
were able to make savings. substantial savings, which we have retained.
Most of the consumers who started saving gas because they didn't want
to line up at the pumps went back to rather lavish consumption as soon
as they could.

Industry has retained some of the savings. That leads me to the
conclusion as you change over through different methods of providing
energy for your factory, as you make those changes-incidentally, with
dollar-for-dollar subsidies by the Government-that you can increase
p)roductivity and efficiency in that area substantially.

That also will benefit and increase the competitiveness of American
industry. I am not that pessimistic.

Representative ROUSSELOT. I guess that is Mr. Laffer's point. He said
the models do not take into account the disincentives because there
is heavy taxation in the program and that you redistribute the income
not to those who are inclined to produce-you do in some cases, I
know-but, you do not redistribute that to people who are inclined
to have the incentive to produce on the production side, and that,
therefore, it becomes a disincentive totally; and that is what will create
the unemployment.

Secretary BLUMENTHAL. I have some trouble with that statement.
Representative ROUSSELOT. If he's right-and as the chairman has

suggested-that you will review all of their statements, because they
all did express some concern about the problem of employment.

Thank you, Mr. Vice Chairman.
Senator HUMPHREY. Thank you. I know you have to run along. I

want to just add a couple of questions for your thought.
Chairman Schultze of the CEA said his analysis on the energy

package assumed that monetary policy would not be tightened in re-
sponse to the extra inflation, whatever it is, caused by the program.

In other words, I think he felt that there would be some kind of an
accommodating monetary policy. I am suspicious every time my friend
Arthur Burns sees a little more inflation-and I know he has every
right to be worried about it-it isn't an accommodating monetary
policy; it is a tightening monetary policy.

Was this all taken into consideration? I know you said it's the
Federal Reserve Board. I don't buy that. The Federal Reserve Board
is not a private bank. I never felt it was. My friend, Mr. Burns, whom
I love and admire, knows my feelings about it. They would like to
run it like it's a private bank. They would like to think they are
private bankers.

It is a Government instrumentality set up by an act of Congress.
As Paul Douglas used to say, "Every member of the Federal Reserve
Board should look in the mirror every morning and. say, 'I am a crea-
ture of Congress.' That should make them a little unhappy to start
the day out."

Secretary BLUMENTHAL. Senator, I find that we use terms which
mean different things to different people. "Accommodating" is one of
those words.
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Senator HUMPHREY. Yes.
Secretary BLUMENTHAL. I don't want to put words into Air. Burn's

mouth, but if he were here he might well .say, well, I Arn. accommo-
dating, but I am accommodating in an uninflationary way..I am not
accommodating to inflation. What is accommodating to Mr. 'Schultze
or to me possibly may not be accommodating to Mr. Burns.

I think the assumption Mr. Schultze was making is that there will
not be an undue tightening of monetary policy such as to bring about

.a recession in this country which therefore would.have been caused
by the extra inflationary impetus of this program.
* Now, the fact that the Federal Reserve is unlikely to accommodate
to a higher rate of inflation is probably a pretty good bet. It is one
which different people can have different views about. I don't find it
all that disturbing. I think monetary policy should take inflation into
account.
- Senator HUMPHREY. What is the rate of inflation in the Federal
Republic of Germany?

Secretary BLUMENTHAL. It has now risen to like 3 or 4 percent.
Senator HUMPHREY. What percentage--
Secretary BLUMENTHAL. I am sorry. My colleague here corrected

me. About 4 percent.
Senator HIUMPHREY. This morning the annual rate in the United

States was running at 9.9 percent, with the new CPI index out, the
last 3 months. What percentage of the fuel that the Federal Republic
of Germany consumes is imported?

Secretary BLUMENTHAL. Oh, a very high percentage. I don't know
the percent.

Senator HUMPHREY. As compared to us would you say double,
triple?

Secretary BLUMENTHAL. I would say 80 to 90 percent is imported.
Senator HUMPHREY. Do you consider German industry competitive

with ours?
Secretary BLUMENTHAL. Highly competitive.
Senator HUMPHREY. Do you consider German workers with the

benefits that they get and the social security system Germany has
for its unemployed, for its elderly, comparable to ours, or as good,
or better?

Secretary BLUMENTHAL. Well, they are comparable to ours in terms
of efficiency.

Senator HUMPHREY. I am speaking now of the costs, of the wages,
the pensions, the health insurance, the benefits that a worker gets in
Germany. Would you say it is comparable to ours?

Secretary BLUMENTHAL. I would say so.
Senator HUMPHREY. Why don't we go to Germany and find out

how they do it?
I am serious. We groan and grunt around here and whine and belly-

ache. The fact is, they have a surplus in trade, haven't they? A trade
surplus ?
. Secretary BLUMENTHAL. Yes.

Senator HUMPHREY. They are running a trade surplus right now?
Secretary BLUMENTHAL. Yes.
Senator HUMPHREY. The fact is, their Deutsche mark is pretty good

currency; isn't it?
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Secretary BLUMENTHAL. Certainly is.
Senator HUMPHREY. Fact is, they have a rate of inflation half ours?
Secretary BLUMENTHAL. Yes.
Senator HtXMPHREY. Fact is, they import very substantial propor-

tion of their fuel, 75 percent, possibly?
Secretary BLUMENTHAL. Right.
Senator HUMPHREY. And pay high prices for it?
Secretary BLUM:ENTHAL. Right.
-Senator HUMPHREY. How can they- do it and still have a good

standard of living? Their older people are taken care of much better
than ours. I had an appointments secretary from Munich. What her
parents get in terms of social benefits as compared to what grandpa;
and grandma in this country get-they are living like kings and queens.

This is Germany, that -was knocked out in World War II. What is
the trouble around here? Here we have something where we are all
worried about it, and I ami worried about it, and I know there is rea-
son to be worried about it.

Isn't it a- simple fact we are wasteful? That we have never tried to~
apply ourselves? Doesn't the German economy produce an identical
item ?- Let's take this piece right here, if they produced it, don't they-
use less fuel and energy than we do?

Secretary BLUMENTHAL. They do.
-Senator HUMPHREY. They produce a good car?
Secretary BLUMENTHAL. They do.
Senator HUMPHREY. I hear the American workers are worried they-

will lose jobs to Germans because they are producing a more efficient
engine. Why can't that technology be transferred over here? There is
something that happens when it comes across the water? Does it get
salt in the mix or something ? What is this nonsense?

You know, I feel that there is a time to really call the shots as they-
are. The simple -fact is that the Federal Republic of Germany is a.
highly capitalistic system. It doesn't have big oil wells. It has to im-
port its oil. It has stronger trade unions than we have. My goodness,
if American industry had to put .up with the trade union policy they
put up in Germany the chamber of commerce would be down picketing
everyone of these rooms.

They have workers on their boards. They help decide the company-
policy. George Meany won't even touch that with a 10-foot pole. He's
a real conservative in terms of union policy compared to what the
Social Democrats are in Germany.

Here are the Germans, running us out of business in terms of com-
petition. They sell a good product. Not only that, you buy one of their
cars, it works; not only that, but you buy one of their appliances, it
works. It's good.

Now, don't you think maybe someh6w or other we just ought to start.
reexamining what is going on around here?

You know what I have come to the conclusion of? Nobody wants
to have anything happen to them-that's all. My dad told me once.
in my life, "Son, if you want to live a little better, work harder. You
have to make some choices. You can't have everything." We want
everything and we don't want to work too hard, and we feel it would
be kind of nice to coast along.
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There is an energy crisis. There is no way anybody is going to get
out of it without getting hurt. When I stop and think of the way that
we waste electrical energy in this country, electrical energy. No one
really cares about turning off the lights. I remember when Lyndon
Johnson was turning them off in the White House, he got ridiculed.
That is true. It was a laughable matter. He was going to set a little
pattern for the country. He got one of Thomas Edison's old light bulbs
out-and hung it on the Southwest Gate, -turned the lights off, and every-
body laughed at him.

I know electrical energy is cheaper than other forms. My concern
is-and I am trying to get down to basics-I want to know why our
ally is so much better about those things than we are at a lower rate
of unemployment, a lower rate of inflation. They have to pay a higher
price for energy by far than any manufacturer in the United States}
because we blend in domestic oil at lower prices with what we import.
We got unlimited supplies of coal. They don't have. They have surface
mining, to be sure, somewhat; but they have had surface mining in
which they repaired the surface for years. They haven't been belly-
aching about it like they are doing down in the Senate now, whether
they can afford to do it or not.

The environmentalists in Germany demanded that that be repaired
a long, long time ago.

Mr. Blumenthal, I think somehow or other we just, as Americans,
have to take a good hard look at ourselves and not all the details of
these programs. I really hate to say what I am saying. I don't like,
to have it said that another-country can do better.

But when they can produce a car in Japan and that gets more mile-
age than we can produce in the United States, there is one answer. Got
over and get their engine then. Bring it over and put it in our car or
tell our technicians to produce a better car, better energy.

That is a fact. You can't get a Honda. The simple fact is you have
to wait in line to get a Honda. I have a young person working for me.
who has been trying to buy a Honda for 60 days. A long delivery.
Why?

It gets good mileage. This person wants an economical car. The.
Germans produce those small cars and they produce compact cars,.
medium-sized cars. If I am not mistaken, they have a lot, as I said'
earlier here, Ford money, 'General Motors money. I don't know about
Chrysler, but I know about GM and Ford. Maybe the President better-
tell us to buckle up a little bit here.

Senator Percy and I organized the group called the Alliance To.
Save Energy. You mentioned your company that you worked for pre--
viously-J. C. Penney & Co. cut their energy costs 25 percent by just.
a little or no extra effort; they didn't lose any customers. They didn't.
close up any stores-they just cut their energy costs-nobody got
pneumonia.

There are some companies that can cut their energy costs as
much as 50 and 60 percent if they wanted to. One of the largest wasters
of energy is the Exxon building in New York. The construction. We-
have let architects design buildings, if you have enough coal, oil,-
and gas, you can keep them warm. I let somebody do that to me in

21-336-7S 8
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Minnesota in the house we have there. We -wanted a cathedral ceiling.
Let me tell you something: We have been paying the Lord ever since.
[Laughter.]

Well, I thought we would end this up on a happy note.
Might I suggest I was very disturbed the energy program didn't

have much on solar energy. That's a nonpollutant, an ever-remaining
source; and I am here to tell you that as the price of commercial fuels
goes up, solar energy becomes economical. We ought to be emphasizing
solar energy.

I have a bill in that requires, for example, that all Federal buildings
have solar energy. One of the problems with solar energy is mass
production, for example, of the type of batteries and photocells that
we need. I would hope when you get back to that economic triad of
yours that you might just simply say that they have been heating
water in Japan for 50 years with solar energy. They have been heating
it in Israel and all around the world.

If we can do water heating and home heating with solar energy,
it is today an economically feasible project. If it isn't, that is the
way to have some fast writeoffs, real tax credits. There is one thing
for sure: The Sun doesn't go on strike and it doesn't raise the price
and not only that, it isn't controlled by OPEC.

We have a man in the White House that talks to God as good as
anybody else. I think he can keep the Sun- going: I thi'k we ought
to use more of it.,

Thank you very much.
Secretary BLUMENTHAL. Thank you, Senator. [Applause.]
Senator HUMIPHREY. The committee is recessed.
[Whereupon, at 1:11 p.m., the committee recessed, to reconvene at

9 :30 a.m., Wednesday, May 25,1977.]
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OPENING STATEMENT OF SENATOR KEINNEDy

Senator KENNEDY. The committee will come to order.

It is with a great deal of pleasure that I welcome you to the third
hearing by the Joint Economic Committee on the economic conse-

quences of the national energy plan. This committee serves a unique
function in the Congress. Freed from the responsibility of considering
and reporting on legislation, this committee has an obligation to assist

-and cooperate with those House and Senate committees which do have

such responsibilities. It is our task to look at the' broader economic
issues and to explore consequences of legislation across lines of com-
mittee jurisdiction.

Today's hearings are the third in a series. Last Friday, Senator

1Humphrey chaired a hearing examining the macroeconomic effects of

the President's proposal. On May 13, I held a hearing of the Energy

Subcommittee on the application of the plan to New England, a region
with a unique and instructive history of high energy prices and rapid
movements toward conservation.

Today's hearing builds on what we have learned so far. Today we
will be asking some precise questions which go to the heart of the

President's plan. We are concerned about a number of issues; first, is

-the plan economically feasible and realistic; second, is it equitable
:and fair?

For example, last Friday Secretary Blumenthal revealed that the

-proposed crude oil equalization tax receipts did not take into account

(111)
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potential increases in the world price of oil. We must ask again today
Is that a reasonable assumption? The potential significance of OPEC
increases is substantial, to say the least. The Treasury Department has.
estimated crude oil tax receipts in 1985 at $12 billion, while our staffW
indicates that receipts could be as high as $40 billion, assuming a 10-
percent-per-year increase in world prices.

The President has indicated that the United States could "un-
couple" the crude-oil tax from the world price if the latter rises too,
fast. But we are given no indication of what circumstances would trig-
ger such action. We would hope for some guidance on this question
today.

Our meeting in New England uncovered significant problems of-
conversion from oil and gas to coal, since then skepticism about reach-
ing the President's conversion goals have arisen in other forums in--
cluding,' most recently, the report of the Congressional Budget Office.
One of today's witnesses, Mr. Hans Landsberg, wrote recently that,
"For the coal industry to raise output by an annual average of 60 mil-
lion tons to meet the administration's goals * * * is highly unlikely, if
not outright impossible." He considers it a "major flaw" that the plan.
fails to address itself to the transportation, manpower, and ehviron--
mental obstacles- of producing the coal, quite apart from whether the'
incentives and disincentives will create the demand. Again, we hope'
to learn more on this subject today.

Gdasoline consumptioii'is another area where' substantial savings are.
possible, yet since April 20,.we have seen such an erosion of support for
the administration's proposals that questions have arisen whether
these portions of the plan were intended as bargaining chips for-
others. However, several analysts have suggested that the goal of cut-
ting gasoline consumption by 10 percent is within reach without the'
full range of proposed taxes on automobiles and gasoline.

To consider these and other questions, we have a distinguished panel
of witnesses to provide us with both a national overview and an ap-
praisal of how the pani would affect utilities and 'industry, particu-
larly in the Southern States. We will hear more about the environmen-
tal effect of conversion to coal. We will gain further insight about
how the plan burdens and benefits different regions of the economy-
and sectors of the population.

The New England hearings contributed a great deal to our under--
standing of the latter questions.

OPENING STATEMENT OF REPRESENTATIVE LONG

Representative LONG. Thank you, Senator.
I have just a short opening statement. This series of hearings on the,

economic impact of the President's energy program, of course, is an
extremely important endeavor on the part of the Joint Economicm
Committee. I fully support it. Those of us in Congress probably more.
than any other sector of the Government, particularly those of us in
the House of Representatives, are in a position to be able to under-
stand how confused the American people are about the economic im-
pact of the energy plan. When you realize the conflicting claims that
have been made in all sectors, all along the line, it is small wonder that
so many people are confused. Just as one example of this confusion.
When the President delivered his original energy mesage on April' 20,
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he claimed that some 100,000 new jobs would be created as a direct re-
sult: later, this claim was withdrawn.

The President also assured the American people that the massive
amount of dollars which will be flowing to the Federal Treasury as a
result of the taxes he proposed would be rebated to the taxpayers. Next,
the Secretary of Transportation proposed using some of these tax rev-
enues for mass transportation. I understand that that proposal was
then withdrawn. Now, I understand, it is again a possibility. This is
something I hope that you can help set the record straight on today,
Mr. Sellesilnver.

Mlr. SCHLESINGER. I would be delighted.
Representative LON-G. One big question on people's mind-and on my

mind-is the use of new taxes, and whether the 'President and the ad-
ministration plans to use these revenues to fund new social programs.
As an example, a lot of the mail I have been getting asks that the oil and
natural gas taxes be used to bail out the social security system. Again,
I am not suggesting this is a valid use, but I am suggesting that it is
valid in the minds of the people who are writing to me; consequently it
is something that needs to be clarified.

I hope, again. that you will be able to assure us today that that is not
going to happen. It is the worst example, in my opinion, of mixing
apples and oranges. It seems to me, though, that if the money is not re-
bated to the American people we will likely experience a classic case of
cost-push inflation. The question of the administration's projections
for the impact of the oil pricing program on the secondary users of oil
is one that is, in my part of the country immensely important to the
rubber, synthetic fiber, petrochemical, fertilizer, and other industries.

I am sure you are prepared to address these. We are pleased to have
vou with us.

Senator KENNEDY. The chairman of the committee, Congressman
-Bollin g.

Representative BOLLING. I have no opening statement, Senator, go
-right ahead.

Senator KENNEDY. We will look forward to your testimony, Mr.
Schlesinger. I think all Americans are very much aware of the presence
in the country of Prince Fahd and the members of the Saudi Arabian
Government. Is there anything you can tell uls about where we are in
terms of those agreements? I think this is going to have an enormous
impact on the President's energy program. Is there anything we can
start off with? I think that would be a matter of great interest to the
American people.

Barring objection, the prepared statements of the witnesses will be
printed in the record.

STATEMENT OF JAMES R. SCHLESINGER, ASSISTANT TO THE
PRESIDENT AND SECRETARY-DESIGNATE OF THE PROPOSED
DEPARTMENT OF ENERGY

Mr. SCHLESINGER. Senator, the only comment I think appropri-
ate at this stage of the discussions is that the discussions are pro-
ceeding with harmony, that the Saudis and the Government of the
Ujnited States recognize their joint interests in making the transition
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which we all must make from an age in which oil was the dominant fuef
to a future age in which our supplies will be depleted. All nations of
the world must make that transition.

We shall be attempting to make that transition cooperatively with
the Saudi Government. The discussions on that point have been quite
harmonious.

Senator KENNEDY. Is there anything you can tell us with regard to'
pricing? That is obviously a matter of importance in terms of the U.S.-
perspective. Is there any indication that they are going to continue a
more moderate line in terms of pricing? Is there anything that you can
tell us on that?

AMr. SCHLESINGER. The Saudi Government amongst the OPEC na--
tions has been the Government which, I believe, has most clearly recog-
nized the impact on the industrialized nations of any substantial in-
crease in oil prices. They have followed a very moderate line with re-
gard to prices.

Senator KENNEDY. You expect it to continue?
'Mr. SCHLESINGER. I would expect thattheir policy would continue.-
Senator KENNEDY. Would you interpret that as meaning no price

increase or a modest increase ?
Mr'. SCHLESINGER. I would think that there will continue to be an

effort on the part of all members of OPEC to move toward a common
price; but I think that the position of the Saudis will continue to be'
that price adjustments must be moderate so as not to upset the political
and economic stability of the industrialized world.

Senator KENNEDY. Just a final question. Are they tying into the pric-
ing issue the attitude of the United States toward Middle East policy
generally and Israel in particular?

MIr. SCHLESINGER. I think that you had best ask that question of
those who participated in the discussion of the Middle Eastern set-
tlement. I do not think that question has been explicit. I trust that it
shall not become explicit.

Senator KENNEDY. 'We will go on with your testimony and come-
back for questions.

Mr. SCHLESINGER. Thank you, Senator.
Senator Kennedy, Congressman Long, Congressman Bollings, ancr

ladies and gentlemen, I will summarize my prepared statement with a
few brief remarks on where we stand as a nation.

I've face an immense challenge of adjusting from a period in which
oil was widely available worldwide for the growth of the industrial-
ized economies and the development of the lesser developed countries
in this post-World War II period to a future period of severe oil
stringency. All of us must make that adjustment in common.

It is a challenge to us in the executive branch and to the Congress.
'We must work together.

I, therefore, welcome, Senator, the opportunity to appear before
the Joint Economic Committee which has done such superlative work-
in illuminating the relationship between international oil prices and
the domestic economic consequences of such changes in oil prices in,
terms of the impact on inflation and upon unemployment.

'We face a long-term struggle, Senator; this is one of those subtle
challenges to the future of the country. It is not a clear and unequiv-
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ocal signal as was Pearl Harbor which immediately indicated that the
Nation must unite. In its stead, we face a more subtle signal of a more
chronic problem; and as a consequence, there is graver doubt about
whether we can react with a sense of common putpose to the challenge
that lies before us.

Briefly, we face a future in which world oil production will not
increase mnore than and probably less -than a- third above the present
level. It will probably never exceed 75 to 80 million barrels a. day. At
present, it is running at about 60 million barrels a day.

Worldwide demand for oil has been increasing at approximately .a
percent a year. The problem that we face is that increases in future
oil production capacity worldwide cannot continue to accommodate
the surging worldwide demand for oil.

Sometime in the 1980's, we will face a capacity limitation; and un-
less we begin to rein in our demand for oil and other nations around
the world do the same, we will have very severe economic consequences.
The plan that lies before you, Senator, is one that has economic con-
quences of the plan which we have. attempted to adjust by the tat
There may be-there was originally believed to be-a very mild stimu-
lative impact of the plan. Further model runs suggested there may be
a slight contradictionary effect. All of these are in the range of 1 per-
cent or less and all of them fall within the range of uncertainty in
such projections; but the significant thing about the macroeconomlti,
consequences is that these are matters normally left to monetary and
fiscal policy in order to adjust to larger economic considerations.

On the side of inflation, there will be some mild inflationary conse-
quences of the plan ,which we have attempted to adjust by the tax
rebate plans to which Congressman Long referred. However, the basie
issue with regard to the economic consequences of the energy situation
is missed when we talk about the immediate impact of the plan; the
basic issues are the economic consequences if we fail to take appropri-
ate action now to deal with a crisis that we see arriving in the 1980 s.

We have a simple set of options, Senator. The American stock of
capital is fuel inefficient; it has been based upon an assumption of
cheap and abundant energy. That assumption is now becoming in-
creasingly invalid. We must begin now to make that stock of capital
more fuel efficient than it has been in the past. WVe have a period to
m ake that adjustment. We must start now. Failure to start now means
that in the middle 1980's we will face dramatic shortages of oil. rapid
increases in prices that will spill over into major unemployment, in
the United States, and further inflation that will shake the stabilitv
not onlv of the enterprise system but the political stability of the

United States in a period of rapid inflation and major unemploymeut-
We have a choice. We can react now or we can drift along for a

few more years.
Senator. I submit that our problem is to avoid economics as uisuial,

as well as business as usual and politics as usual. If we have the fore-
sight and the vision, we can react in an appropriate fashion.

The proposals that lie before the Hill include some 113 individual
items. Almost all of the controversy has been stirred by three or four
of these items-major items involving price and tax provisions; but
the bulk of that plan, something between 105 and 110 proposals, has
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not generated significant controversy. I think that it is incumbent
upon all of us to look at the comprehensive nature of this plan. It is
designed to allow the society to ride out a serious transition in which
the fuel of choice since World War II ceases to be available in the
quantities that we should like. In the longer run, we must hold out the
prospect of technological changes that will permit us and the rest of
the world to support a continued expansion of our economy; but in
the short run, we must make do with the tools that we have available.
The principal items in this plan, Senator, are conservation through
a variety of devices, and the switch to more abundant fuels, prin-
cipally coal and to a lesser extent solar energy.

The plan rests upon a number of incentives that will induce changes
in the pattern of consumer behavior and business behavior. It is a plan
that rests upon the provision of incentives, relying upon the free
choice, by and large, of individuals and corporations. We have at-
tempted to avoid mandating major changes in the economy. That is a
cumbersome device. It is not appropriate save in a period of immediate
cute crisis. We do not face that yet. We will face that a number of
years down the line.

Unless we begin to act now, we will have to turn to those techniques
of mandating in the future.

We seek now to change the stock of capital in order to avoid, Sena-
tor, a serious and abrupt interruption of the flow of goods and services
in the 1980's which implies a decline in income in the United States
with all the consequences that ensue.

This plan is designed to distribute the sacrifices equitably amongst
regions, amongst income groups, amongst interest groups. It is sig-
nificant, it seems to me, that there has been some mild protest from
all of the affected groups. It suggests some equality in the pain that will
be inflicted by the plan. We intend to see

Senator KENNEDY. Not without some reason, though. I know from
our part of the country, when you talk about increased taxes and you
talk about rebates that are going to come about, we have seen on for-
mula after formula how principal petroleum-consuming areas of the
country have been shortchanged. We commend the President for the
conservation program and his attempt to establish some equity; but I
think you misread the mood of the people. Up our way they want to
know very clearly and precisely about how the rebate is going to come
about, how people who may be paying more because of increased taxes,
or through a rebate program not be paying more, how that will func-
tion and work.

We see additional billions of dollars effectively coming from pe-
troleum-consuming areas. They are going to be distributed in perhaps
a rather general way in terms of different kinds of other social pro-
grams.

I think it would be unfair to characterize that concern as a reserva-
tion or opposition to the general approaches the President has taken
on it. It is not so. People want to know, first, how this is going to
function. I know you want to explain that, but I think it is important
that we interpret what the concerns are and the reason for them.

Mr. SCHLESINGER. Absolutely, Senator. Those are legitimate ques-
tions. They demand good answers; but let me conclude with my in-
formal remarks and then turn to the specific issues.
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We project a continued increase in the Gross National Product and
in national income that -will exceed the growth of population. Per

capita income in the United States will continue to rise. When the

President refers to the moral equivalent of war, he calls for sacrifice,

but it does not mean that we are going to decline in per capita income.

It means that we -will have to change some of our assumptions. We

will have to give up our casual spendthrift ways. We -will have to have

a higher consciousness with regard to energy usage; but per capita

income will continue to rise. The time to act is now, Senator. I am
ready for your specific questions. Thank you.

[The prepared statement of Mir. Schlesinger follows:]

PREPARED STATEMENT OF JAMES R. SCHLESINGER

Mr. Chairman and members of the committee: I am very pleased to be here

today to discuss with you the proposed National Energy Act and to emphasize the

importance of the President's energy program for our continued economic

growth.
The diagnosis of the U.S. energy problem is very simple: Demand for energy

is increasing, while the available domestic supplies of oil and natural gas

have been declining. To meet increasing demand, the United States has increas-

ingly turned to imports, which has resulted in increased vulnerability to supply

interruptions.
The principal oil-exporting countries will have severe difficulties in supplying

all the increases in demand expected to occur in the U.S. and other countries

throughout the 1980's. In 1976, the 13 OPEC countries exported 29 million

barrels of oil per day. If world demand for exported oil continues to grow at the

rates of recent years, by 1985, it could reach or even exceed 50 million barrels

per day. However, many OPEC countries cannot significantly expand production;

and, in some production will actually decline. Thus, as a practical matter, overall

OPEC production could approach the expected level of world demand only if

Saudi Arabia greatly increased its oil production. Even if Saudi Arabia did so,

the highest level of OPEC production probably would be inadequate to meet

increasing world demand beyond the late 19S0's or early 1990's.
IThe energy problem should be addressed comprehensively. Levels of domestic

energy demand, domestic supply, and oil imports should be consistent with the

goals of public policy, such as economic growth, security from supply interrup-
tions, and protection of the environment.

The national energy. plan does address the energy problem comprehensively.
By doing so, it is able to propose measures that would reduce imports to a manage-

able level, instead of incurring the full costs of eliminating them. This approach

would also bring about effective conservation without changing the basic

standard of living or interfering with continued economic growth. The plan

would provide generous incentives from new energy production without providing

inventory profits unrelated to economic contributions. And it would encourage

increased use of coal, with appropriate concern for the environment.
The energy crisis touches every aspect of American life. Its solution will require

the courage to call for action and support by the American people. The govern-
ment will have to show skill in bringing about short-term adjustments, and

vision in planning for the long-term future.
The national energy plan proposes seven ambitious goals for the American

people to be achieved by 1985:
To reduce the rate of growth of energy consumption to below 2 percent

per year;
To reduce gasoline consumption by 10 percent below the current level;

To reduce oil imports to less than 6 million barrels per day, about one-
eighth of total energy consumption;

To establish a strategic petroleum reserve of 1 billion barrels;
To increase coal production by about two-thirds, to more than 1 billion

tons annually;
To insulate 90 percent of American homes and all new buildings; and
To use solar energy in more than 2Y2 million homes.
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These goals are established to deal with three overriding objectives. As an im-
mediate objective that will become even more important in the future, the
United States should reduce dependence on foreign oil and vulnerability to supply
interruptions: In the medium term, the United States should keep U.S. imports
sufficiently low to weather the period during the 1980's when world oil production
approaches its capacity limitation. In the long run, beyond 2000, the United
States should have available renewable and essentially inexhaustible sources of
energy for sustained economic growth.

The United States should seek to achieve these objectives within the context
of certain fundamental principles. Economic growth with high levels of employ-
ment and production should be maintained. National policies for the protection
of the environment should be continued. Above all, the United States should
solve its energy problems in a manner that is fair to all regions, sectors, and in-
come groups.

To achieve these objectives, the plan has four major features:
Conservation and increased fuel efficiency;
Rational pricing and production policies;
Substitution of abundant energy sources for those in short supply; and
Development of nonconventional technologies for the future.

The national energy plan would lead to a 33-percent increase in domestic en-
ergy production by 1985. However, even that significant increase would not be
sufficient to satisfy unrestrained demand. Therefore, the American people need
to conserve energy. increase fuel efficiency, and substitute abundant energy
sources for those that are scarce.

Conservation, including increased fuel efficiency, is the cornerstone of the plan.
The plan does not seek to reduce energy consumption in absolute terms, but
rather. to reduce the rate of increase of eanegy consumption from the 1950-73
average of 3.5 percent to less than 2 percent per year. The conservation goal is
fully consistent with the President's economic goals, including high rates of em-
ployment and expanding output.

The strategy of the plan is to achieve sensible, cost-effective conservation in all
sectors of energy use: In transportation, homes and other buildings, factory
equipment, and appliances. The Nation's current stock of automobiles, buildings.
equipment, and other capital goods currently uses energy inefficiently. The con-
servation measures would modify that capital stock in an orderly way, so that by
the mid 1980's, energy can be used far more efficiently than today.

Although no one can predict future supply with complete confidence, the pros-
pects for world oil supply are not reassuring. To act prudently, the United States
should not rely on a continuous flow of large new discoveries in meeting new
demands. To increase the likelihood of avoiding severe adverse consequences
during the 1980's, steps should be taken now to improve the efficiency of the Na-
tion's stock of capital goods. Conservation should also be promoted through re-
forming utility rate structures, so that they give consumers proper signals
concerning the costs of service. In developing the conservation program, direct
regulation of energy use has been minimized in order to maintain a high degree of
free choice among individuals and corporations. The United States has time
now to allow adjustments to be made voluntarily.

The conservation programs of the National Energy Act would reach all major
segments of energy consumption. The two major proposals would provide a good
deal of latitude among consumers: A tax on automobiles with fuel economy less
than the fleet averages under current legislation, with corresponding rebates on
fuel-efficient cars: and a standby tax on gasoline, designed to take effect if total
national consumption exceeds prescribed target levels. The latter proposal would
provide a challenege to the American people to meet a common goal. The tax would
be imposed only if the American people failed to meet annual goals by more than
1 percent. This represents the type of challenge Americans have been so successful
in meeting in the past and will likely meet in the future.

The National Energy Act proposes a wide variety of financial incentives, regula-
tory changes, and other measures to achieve conservation in homes and commer-
cial buildings. These incentives, coupled with rising fuel costs, should make home-
owners and businesses willing and able to insulate buildings and otherwise con-
serve energy. If the voluntary measures do not succeed, mandatory measures,
such as requiring that houses be insulated before they are sold, will have to be con-
sidered.

For the industrial and utility sector, the national energy act contains a program
of economic incentives and disincentives and regulatory measures. It creates
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incentives to decrease use of energy in general and in particular to reduce peak
load use of energy by industry. Also, incentives are created for the congeneration
-of electricity and industrial process steam to achieve much greater efficiency of

.production by making beneficial use of waste heat.
The plan would reform the pricing of oil and natural gas, so as to provide strong

incentives for new production, to avoid windfall profits on production from exist-
ing fields, and to promote conservation through more realistic pricing of oil in the
marketplace.

The plan provides very significant incentives for new production. Over the next
three years, the price of newly discovered oil would be allowed to rise to the 1977
-world oil price, adjusted for inflation. This measure would yield revenues greater
.than those available to oil producers anywhere in the world. The incentive would
be higher, for ex-ample, than the level of revenues for production in the North Sea,
where producers have to contend with deep water and 30-foot waves. The proposed
incentives for new natural gas production are also generous. Moreover, the Na-
rional Energy Act would end the interstate-intrastate distinction for pricing new
gas, together with its distorting effect on production and distribution.

To bring about more realistic prices for oil in the marketplace, the National
Energy Act contains a crude oil equalization tax, designed to raise the total well-
lhead price of domestic crude oil to the level of the world oil price. Only if domes-
tic wellhead prices are raised to the world level will consumers recognize the true
replacement cost of oil and respond by conserving. Producers, however, should not
earn inventory profits arising from price increases unrelated to any risk-taking
*or economic contribution on their part. Rather, the proceeds of the price increase
should be returned to the American people.

The National Bnergy Act contains provisions designed to bring about con-
wersion by industrial firms and electric utilities from scarce oil and natural gas
-to coal and other abundant fuels. Coal constitutes 90 percent of U.S. conventional
-energy reserves, but last year contributed only 18 percent of U.S. energy consump-
tion. A major strategy for reducing U.S. dependence on oil imports and for as-
suring sufficient natural gas for high priority residential and commercial use it to
induce industry and utilities to convert to coal and other abundant domestic fuels.

Under the proposed legislation, taxes would be levied on the use of oil and nat-
ural gas by industrial firms and utilities. By raising the cost of oil and natural
gas to these users and by providing rebates and tax credits for reconstruction and
replacement of gas and oil burning facilities, the legislation would provide strong
'incentives for conversion to coal and other sources of energy. In addition, the
legislative contains a revised and simplified regulatory program for oil and natu-
ral gas conversions. Restriction-, would be placed on the burning of oil and gas in

'newv facilities, and permits would be required for conversion of existing facilities
-to either oil or natural gas. The national energy plan includes policies and pro-
granms to ensure that as the United States increases its use of coal, the quality

,of the environment will be protected.
The plan contains a variety of measures to promote the development and use of

-nonconventional energy sources. Tax credits for residential and business use of

solar energy, a tax deduction for intangible drilling'costs of geothermal drilling
-equivalent to that available for oil and gas production, and new research and de-
velopment initiatives should contribute significantly to the development of renew-
able and essentially inexhaustible energy sources for the country's long-term

-future.
The macro-economic impacts of the national energy plan would be very small,

'below the range of confident projection compared to a $2 trillion economy. An

',analysis of the impacts of the plan over the 1978-81 period was prepared by the

-administration. This analysis concluded that the plan would have no significant
impact of the growth of real gross national product (GNP) or unemployment. The

-plan would have a measurable, but modest net inflationary impact of 0.3 to 0.4 per-

eent annually over the next two years and 0.1 to 0.3 percent annually over the

following two years. 'While there is considerable hope that gasoline tax vill not be
-triggered during the period analyzed, an assessment has been made assuming

-the tax were triggered each year, beginning in 1979. In that unlikely event, prices
would be expected to increase by an aditional 0.2 to 0.3 percent annually. The im-

-pact on real GNP would be slightly contractionary, although of such a small mag-
-nitude to be within the margin of error for forecasts of this type.

In assessing the economic consequences of the plan, it is important not to be-

*come mired in the relatively small differences in econometric projections covering
a long time period. Rather the focus should be on the economic consequences of

3not dealing with the energy problem effectively. Standard econometric projections
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assume there will be enough energy to continue maintaining high levels of eco-
nomic growth and standards of living. That assumption is coming increasingly in
the question.

Therefore, the proper question is not whether the macro-economic effects of the
national energy plan are slightly negative. The proper question is whether there
is any other approach that would achieve the needed improvement in the U.S.
energy situation consistent with other basic government policies and with signifi-
cantly better macro-economic consequences. On the basis of our studies of these
matters, we have concluded that there is not.

Mr. Chairman, the energy crisis is probably the most important domestic prob-
lem we will have to address during the next several years. It is a problem that
will test our vision, our creativity, and our courage. Future generations-including
our own children and grandchildren-will look back at what we did in facing this
problem. They will inquire whether we made effective use of the time available
to us. It is, therefore, essential to have close cooperation between the administra-
tion and the Congress now, while we still have time to deal with the energy prob-
lem in an orderly manner. I look forward to working with you on the large and
complex task that lies before us.

Senator KENNEDY. Perhaps first of all we could carry on the area,
of inquiry of last Friday about the tying in of the taxes in the United
States to the OPEC differential which has been reached between the
administration's estimates and also the estimates of the Joint Eco-
nomic Committee. Specifically the committee staff projects 1985 crude
oil tax revenues of from $23 billion to $40 million assuming that this
tax, which absorbs the price difference between the domestic price and
the import price which we project to rise between 7 and 10 percent
yearly. You state in your opinion that the 1985 tax collection would
only be 12.3 billion. I think the question is: What rate of OPEC price
increase was assumed in your calculations? Could you explain that?

Mr. SCHLESINGER. The calculations, Senator, have been based upon
the premise, which is an objective of American foreign policy, that
there be no real increase in the price of oil internationally. The con-
clusions, of course, flow from that particular assumption. We have not
wanted to create an energy plan that in (any way legitimates further
increases in OPEC prices. What reaction the U.S. Government might
take under circumstances in which OPEC chose to increase the prices
is a subject on which we have retained our freedom of action. Quite
obviously, if there were major increases in prices, the Government
would act in such a way as to offset them. If there are only minor
increases in prices, it may be more convenient to adjust with them.

However, the heart of your question is whether there will be sub-
stantial increases in OPEC prices. We do not know the answer to that.
We have our hopes, and we have our fears. If you wish, Senator, to
speculate on a range of possible prices for OPEC, we would be happy
to supply the data which would be consistent with that range of prices.
Let me underscore, however, that if one speculates on substantial real
increases in the price of OPEC oil, the domestic economic consequences
of that are far more serious than anything that has been proposed in
this plan.

Indeed, the inflationary impact of this plan, the impact on prices
which will be offset by rising real incomes, are about equal to a dollar
rise in the real price of OPEC oil. 'If you contemplate a $5 price in
constant dollars rise in the price of OPEC oil, the consequences would
be five times as severe.

Senator KENNEDY. Well, I think that is a worthy goal in terms of a
policy consideration but it does not help us very much in terms of
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estimating what the amounts are going to be in terms of taking out
of the economy. The idea that we will continue to adjust to any minor
or modest increase in OPEC but decouple if there is a significant one
should be addressed. We are talking about billions and billions of
dollars. We have to have at least some kind of range to be able to
make some estimates in terms of-I think the economic impact. How
much higher would it have to go in terms of you thinking about the
decoupling? I can understand from a foreign policy point of view
the administration wants to retain some degree of flexibility. I think
what we are talking about is an essential aspect of the whole program
in terms of the impact in terms of inflation, potential for unemploy-
ment, balance-of-payment factors, a variety of other economic im-
plications. We ought to be able to -at least have some general areas
by which estimates can be made.

Mr. ScHLEsINGER. Sir, we will' provide for the record the con-
sequences of a range of hypothetical OPEC prices with the impact
on balance of payments and the impact on the revenues that are
generated.

[The following information was subsequently supplied for the
record :]

The Energy Policy and Planning Staff is currently working on a paper which
will discuss the impacts of a range of OPEC prices. When the analysis is com-
pleted, we will provide the committee with these results.

Mr. SCHLESINGER. The point that should be stressed, however, is
that it is the intent to return to the American people whatever revenues
are generated by the wellhead equalization tax. The procedures are
ones that are being developed by the Treasury Department for those
who have filed tax returns. They will have an immediate writeoff
on a per capita basis. Those who do not file tax returns will be pursued,
check in hand, by HIEW in order to give them their per capita rebate
on the funds generated by the wellhead equalization tax. All of that
monev is intended to be returned to the American people.

So there will be no drain from the economy. There will be transfers
within the economy that will return the funds that are obtained
through higher prices, reflected in taxes, to the public at large.

Senator KENNEDY. Well, tell me if you decouple, are you going to
go back to the entitlement program?

Mr. SCHLESINGER. We would have to if the difference between the
world price and the domestic price were significant. It is our hope, of
course, to get away from that.

Senator KENNEDY. Quite frankly, we need something other than
just signing a blank check-something to show what the range of
different alternatives are going to be on it. When are you going to
get back into the questions of the entitlement program-speaking from
an area that has anywhere from 50 to 100 percent higher energy costs
in some fuels-to just sign a blank check? You can't expect that any
more than you would expect representatives from producing States
to do it. What kind of assurances are going to be given? Everyone
is prepared to tighten their belt in terms of an energy international
program.

I am completely convinced, based upon what has happened to date,
about the interest of the President and Mr. O'Leary and others, in-
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chiding yourself, in equalizing these various factors to the extent
you can. However, you have to give us some idea other than saying,
if it gets too high, we may go back into a program.

If there was anyone in the room from any of the principal oil-
producing areas, they would laugh vou out of the room. They would
laugh me out if I went back with that answer.

Mr. SCHLESINGER. Senator, let me make one general point. Thle
effect of this program will be to tend to equalize energy costs nation-
wide. The differentials that have existed between the producing areas
and the consuming areas will be- redficed by this program. That will
alleviate significantly, I believe, the burden on New England and
therefore, I hope, the special sensitivities of New England.' With re-
gard to the two specific questions that you raise: First, if the difference
between world oil prices and domestic oil prices, in the event that the
U.S. Government did not follow world oil prices, reached, say, 5 per-
cent and certainly below when it reached 10 percent, it would be in
my judgment necessary to reestablish the entitlement program. You
can have a small difference in price domestic and worldwide, but you
cannot have a significant difference. Five to ten percent in my judg-
ment would be about the right range.

Similarly, while I must remain somewhat imprecise with regard to
the circumstances in which the United States would or would not fol-
low OPEC prices were they to increase significantly, it is clear that a
.- percent rise or a 10-percent rise in real costs, in constant dollar costs.
of OPEC oil would force us to consider very carefully going back
to the entitlements program. We hope at a minimum to see in the years
immediately ahead no rise in the real cost of OPEC oil.

Senator KENNEDY. That is helpful. Over what period? Can you give
us a precise date?

Mr. SCHLESINGER. I would hope that as a result of bringing on North.
Sea oil and bringing on North Slope oil, which will start in July of
this year, that that added supply on a worldwide basis, and particu-
larly to the advanced industrialized nations, will temper any increase
in demand for OPEC oil in the short run and up to about late 1979
or early 1980. There should be some degree of surplus capacity so that
the ability of the more hawkish members of OPEC to push up prices
will be limiited.

Senator KENNEDY. Thank you, my time is up.
Congressman Long.
Representative LONG. Thank you very much. Senator.
Mr. Schlesinger, the question of the availability of large amounts of

capital required for conversion to coal is one that continually plagues a
lot of people, and is one that plagues me. 1W'rhat figures do you have as
to what the requirements are in that regard, in keeping with the plan
that you have proposed? Do you have a reasonably sure feeling that
adequate capital will be available in the private market for that
purpose?

Mr. SCHLESINGER. Yes, sir. There are two sides to the impact on
the capital market. There are capital saving features to our plan. In
particular, the rate reform for utilities, which will permit them to
square up their loads and thus avoid-to a considerable extent nation-
wide what would otherwise have to be a substantial expansion of util-
ity capacity, will save something on the order of $55 billion worth of
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investment between now and 1985. The plant conversion will cost us
about $35 billion; so that the net impact on the capital market will be
to reduce demand for capital, if you take those two features into ac-
count. You. Congressman Long, are understandably particularly con-
cerned about the Southwest where there will have to be major shifts
from the present gas-burning capacity. Construction in the Southwest
will require $11 billion more in capital. Rate reform and conservation
for the utilities will save an estiimated $7 to $8 billion worth of capital
in the South'west. So, the'r will be a requirement of something on the
order of $3 to $4 billion worth of capital m the Southwest.

I believe that the capital market can well cope with these kinds .of
problems. We have looked very carefully at the conditions in the
Southwest. We have extended the time in which the conversion from
Igas to coal will be required to go on until 1990. I should point out,
Congressman. that all of the funds generated by the oil and gas tax
will be available to the company making the conversion to coal to help
make that conversion.

Representative LONG. One or two companies that have fairly mod-
ern facilities in the southern part of the United States have talked to
me about this problem. Even though these companies have a very sub-
stantial investment in their facilities, which are currently using gas,
theiysay that the economics are such, and the costs are so high for con-
version to coal, that they will find it very difficult to convert to coal.
They say they really are going to be in a position of having to close
down these facilities rather than converting them to coal, because, eco-
nomically, conversion is not justified when it is complicated by these
additional problems. Have you all done a study with respect to these
situations?

Mr. SCHLESINGER. Yes, sir. We should underscore the fact that the
utilities will not be obligated to go over to coal until 1990, 13 years
from now. That will permit in virtually all cases an attrition of the
capital values of the plants. Coal indeed should be available. There
may be some unique cases that we will have to look at in the 1980's,
but what we are providing is a thrust for policy. That thrust must
incorporate an increased proportion of our available oil for the trans-
portation sector in which it has its highest and best use and a greater
reliance by stationary sources-utilities and industry-on coal. There
may be local difficulties. They may be special problems. During the
course of the next 13 years, we will have ample time to review them
and to ease the transition.

Representative LONG. Consequently, you think the transition could
be made ? Is that correct?

Mr. SCI-ILESINGER. Yes, sir.
Representative LOXG. The question of the impact of higher utility

rate upon poor people is one that has a great many people concerned.
I am one of those who is greatly concerned. As you know, a number of
so-called lifeline proposals for pricing of a minimum amount of en-
ergy available to poor families have been made in various parts of the
country.
- I do not know what the minimum would be, perhaps 500 kilowatts;
I do not knoly what the averages are. Have you done a study regard-
ing the effect of such plans upon your overall program? And what
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is the general view of the administration toward making a minimum
amount of energy available to poor families at a minimum price?

Mr. SCHLESINGER. That is an issue we are leaving to the State regu-
latory bodies to decide. We have sympathy for it. Each State regula-
tory body is free to move in that direction. The effect of the reforms
that we are proposing will be to block discount rates for electric power.
The effect of this change will be to hold down rates to household con-
sumers compared to what they would otherwise be.

Indeed, we project for household consumers a decline in electric
power rates of some 1.5 percent compared to what they would have
reached in 1985.

The State regulatory authorities, should they wish, go beyond that
to establish lifeline rates. We are sympathetic to that proposal, but at
this stage, all that we seek is the elimination of block discount rates in
the utility rate reform.

Representative LONG. It seems that within the elimination of the
block discount rates there should be sufficient room for the State util-
ity commissions to follow this type of pattern without having any
drastic effect upon your overall program. Is that right?

Mr. SCHLESINGER. Yes, sir. We have left considerable latitude to the
States should they wish to move in that direction.

Representative LONG. One final question: Everyone seems to agree
that coal reserves of this country are sufficient to last us for a longer
period of time. The questions, of getting the coal out of the ground,
and of getting it to a place where it can be used-and in some form in
which it can be used-are probably the more significant questions, of
conversion problem. Together with the amount of capital required to
convert these facilities, of course.

What kind of specific projections have been made by the adminis-
tration as to the availability of coal, in a form and in the places where
it needs to be used, during this entire period of conversion?

Mr. SCHLESINGER. We are now doing planning on that issue. We
want to provide incentives but we do not want to provide for the
movement of goods and services around the country. We have re-
reviewed that matter, Congressman Long.

The first point that I should make is that we are supporting en-
abling legislation to provide for coal slurry lines. Each coal slurry
line would have to be justified on its own merits. We are supporting
enabling legislation with regard to rail transportation. The main
point that should be made is that the period for improving the road-
beds or the rolling stock is shorter than the period for the construc-
tion of new plants. The leadtimes provide us with the opportunity to
review bottleneck transportation problems; and we shall be reviewing
that. There are a number of areas that are problematical concerning
individual lines; and, of course, as Senator Kennedy will indicate, we
have had in the past, a major problem in New England with regard
to the rail transportation of coal. We also have a problem that we shall
have to look at closely which will develop in the Southwest as the
Southwest makes the transition from oil and gas to coal.

Representative LONG. I think maybe I have a minute or two left.
Let me ask you one other question. I well recognize the difficulty
of advocating a program of increased exploration and at the same
time, you are trying to talk conservation. It is very difficult. There
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is a matter of getting your message across and a matter of relations
with the public and confidence in the program that you are project-
ing. Many of us in Congress, I think, are concerned about what
we feel are inadequate incentives for production of energy; as a
collateral matter, some of us feel that the Goyernment has failed to
approach aggressively and to pursue exploration for oil and gas
in areas where a substantial amount of research indicates are are
new resources. Because of environmental problems, similar to those
that we from producing States have been living with for many, many
years, we believe the Government has not aggressively pursued a
program of new exploration. These two areas are not directly related,
but they are closely related problems.

Mr. SCHLESINGER. They are quite closely related with regard to the
outcome, Mr. Long. On your second point, I think, as a Government
we can do a better job with regard to making leased areas available
more rapidly than we have been able to in the past.

As you know, we had a major disappointment with regard to the
judicial view of the Baltimore Canyon lease. The administration
has challenged that in the courts.

On the first point, Congressman, we agree with you-we strongly
urge that the industry go out and find oil. Our premise has been the
premise that the industry has stated: That if the price is right, there
is oil to be found. The price indeed will be right for new oil. We
are putting the emphasis on new exploration.

The numbers that I have put up here indicate that the returns to
a U.S. company will be dramatically in excess for that barrel of
new oil compared to anything that they can attain elsewhere in the
world. In the Middle East, for example, they receive a fee of 20 to
40 cents for lifting a barrel of oil. That, of course, is a direct fee
rather than profit; but in the North Sea which is perhaps the most
prominent example, where production costs are high, they run about
$5 a barrel. The British Government imposes taxes of $7.50 a barrel.

The wellhead returns in the North Sea are quite low compared
to what they will be in the United States. The same companies which
in the United States are complaining about the lack of incentives
and the prices not being right are scampering around in the North
Sea, as it were, looking for oil with lower returns at the wellhead.
These are generous incentives; and I think that the generous incen-
tive have been offered in the attempt to find those new fields of oil.

Representative LONG. Thank you.
My time has expired.
Senator KENNEDY. Congressman Bolling.
Representative BOLLING. Mr. Schlesinger, I seldom' quarrel with

you about the use of a word, but I am worried about your use of the
word "subtle" in describing this challenge. It seems to me that the
damage that has been done to the world and the U.S. economy by
the price increases of the relatively recent past make it a great deal
more than a subtle challenge. I understand what you mean. You
mean an unrecognized challenge, a challenge that is harder to recog-
nize than a military attack; but it seems to me that the challenge
while harder to recognize and harder to accept may be at least as
dangerous as the challenge of that war which we almost lost, World
War II, because it may very easily result in our complete failure

21-336--78 9
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to deal with the problem because we see so many complexities and
so many difficulties on a regional and more particularized basis.
It seems to me that it is terribly important to reemphasize, as every-
body does, that the usual question is whether we are able to deal
with the challenge at all.

The difficulties and the complexities are enormous; but the
fundamental overriding fact is that unless we deal with it now, it
will deal with us later; and it will destroy almost surely the economy
and it very well might destroy the political system. I would like to
emphasize at the front end that the challenge is as tough as any we
have had.

One thing that does concern me about the administration's pro-
gram is the-my feeling-and I cannot prove it as yet-although
I may be able to later-I have the feeling in what I have seen and
what our staff has developed that the method of recycling the taxes
builds in a significant period of fiscal drag. I am not prepared to say
how many months, but it seems to me that it might have a very
significant skewing effect; and we know so little about the effects
of fiscal policy really-and even monetary policy. We never have
agreed-I do not mean you and I-but the country never agrees
on the appropriateness of a fiscal policy or a monetary policy. I
would like you to discuss the question of whether my instinct-
and it is more than an instinct, it is based upon figures particularly
in relation to the industrial taxes that are designed to shift from oil
and gas to coal-it seems to me that there is some drag there and it
worries me.

Mr. ScmLESINGEM. May I take just one second to respond to your
initial observations? I heartily concur. Our problem is the relative
invisibility of the crisis. It is not subtle. It can be devastating. It is
simply more subtle than Pearl Harbor, which-whatever its de-
merits-was not lacking in subtlety.

The question of fiscal drag is one which has concerned us as well,
Senator. On the side of rebates to the taxpayers, we have a provision
that permits the funds that would be generated for the individual
family to be generated during the course of the year rather than
waiting to the end of the year through the withholding system. So, that
for the $12 or $14 billion to which Senator Kennedy referred a moment
ago, that would start to be rebated should the taxpayer wish to do so
immediately through his withholding form.

There is a possibility that the oil and gas taxes could have some fiscal
drag. We shall have to review that carefully during the transition pe-
riod to see that that does not take place. In the longer run, it would
have a fiscal stimulus, of course, but in the shorter run, we shall have
to look at the drag effects. I share that concern, Congressman Bolling.

Representative BOLLING. What about the various notions that have
surfaced? It has been stated explicitly that the administration decided
on the most neutral form of rebate that it could because it saw so much
controversy being generated by the alternative choices. Is that es-
sentially-

Mr. SCHLESINGER. You put it very clearly though with no-
Representative BOLLING. No subtlety?
Mr. SCHLESINGER. No subtlety and no charity [Laughter.]
Representative BOLLING. I guess there probably is not any harm,
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because it is probably going to be inevitable. To put it another way,
it seems to me there is a real likelihood the Congress is going to concern
itself in one fashion or another, in one body or the other, with the
various ways in which the enormous tax take could be used. It seems to
me that probably if we are going to have a result-although I agree
with your point that there are only a couple, oh, perhaps four or five
items in the program that are very controversial, they are very major
items. That being the case, it is terribly important how they are dealt
with. Is there any particular reason why it could not be healthy for
the Congress to have a knockdown drag out fight internally over how
those funds should be used?

Mr. SCHLESINGER. Congressman Bolling, I believe the Congress will
have a knockdown, drag out fight whether or not it is healthy or not.
[Laughter.]

There is no reason that it should not do so. The administration's
proposals are, I think, very clear. It was our judgment that in order
to bring about these changes in price relationship and in taxation, that
we would have to assure that the money was not going to generate
undue benefits on the part of certain concerns; this is a part of the
equity program. This is our response to that need for equity. That is
our proposal to the Congress.

The President has proposed and the Congress, I am sure, will review
that proposal.

Representative BOLLING. If I may just close by saying something
that is obvious: It seems to me that the really important problem that
Members of Congress have to adjust themselves to is that this Con-
,gress in the next year and a half is going to get the credit or the lack
of credit almost surely for whatever happens in the 1980's. There may
be some miracles around the corner that none of us see; but if we
get so confused by our knockdown, drag-out fights on a variety of
issues that we do not come up with a final program, this is the Con-
gress that is going to be remembered in history for a very particular
reason. That reason is going to be that it did no deal with a compre-
hensive energy program. I think that is the fundamental underlying
dilemma that faces each of us individually and all of us collectively.

Mr. ScEr SINGER. I totally agree.
Representative BOLLING. Thank you, Senator Kennedy.
Senator KENNEDY. Just to get back to a point that Congressman

Bolling mentioned, you talked about the rebates in terms of with-
holding. What about in the area of small businesses? That happens
to be an area that is the primary business in many of the regions of
the country such as in New England, where the availability of capital,
of course, is a key factor in terms of competition. In the larger coin-
panies, the corporations can carry these various factors over. Gen-
erally, the small businesses and industries cannot. I am just wondering
if you have given thought to that-and can-in terms of seeing a sim-
ilar kind of rebate program?

Mr. SCHLESINGER. The concern about small business, Senator, lead
us to exempt those concerns with fewer than 3,000 employees, I believe,
from the oil and gas taxes. Those taxes will be applied to the larger
concerns but not to the smaller ones. There will -be some increase in
the costs for energy for small businesses. However, for most small
businesses as opposed to large businesses, the proportion of resources
used in the form of energy is relatively small. They are not energy
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intensive; and I believe that the small business relieved of the oil and
gas tax should not have a significant problem. We will be happy to
review it further.

Senator KENNEDY. If we could get back to you on that particular
item, in terms of the small business groups, this is an item which they
have very strong concerns about. I am the chairman of the Antitrust
Subcommittee. One of the principal factors in terms of the whole
competitive concentration is the availability of capital, as you well
understand. How we are going to be able to continue or structure both
the tax system and the capital formation system and whether they
are going to be able to compete? This is an aspect in which they are
enormously concerned.

The other item in terms of the response, too, on the movement of
coal to different sections of the country, the fact of the matter is in
certain sections of the country under the various freight rates which
were devised 30 to 40 years ago to benefit certain railroads, there are
some sections of the country that pay 30 percent more in terms of
transportation.

As you try to equalize these various factors in terms of the country
and the cost of various energy, that they are having to pay the addi-
tional 30 percent in terms of coal prices, it is not going to move us
toward the system of equity which you stated.

Now, again from a region of the country that has seen these dis-
criminatory rates, the ICC has found these rates are discriminatory,
but then said they have not been able to determine injury, which is
just one of the most amazing conclusions that I have seen from a
regulatory agency, and I have seen many of them. This obviously has
to be a factor in the shaping and the development of your policy.
There are many different groups-the New England Regional Com-
mission and other groups are attempting to get equity and hope there
is concern in the administration for the importance of that. Trans-
portation, as you mentioned, is a key item in terms of the issues of
that.

Could I get back to an area which Congressman Long was talking
about and that was the area availability of coal. I am sure you are
familiar with the Power Commission's findings, the Congressional
Budget Office's findings in terms of the quantity of coal which is cur-
rently available and under contract. As I understand it, the Power
Commission has estimated that the utility facilities under construction
would use 360 million tons of coal in 1985 and add this to the present
output of 650 million tons, you get the billion tons. So, if there is a
coal conversion at the level anticipated, how much over this billion
will the 1985 coal demand be and how will this affect the prices and
what will the administration do if we see coal prices escalate rapidly,
which a number of economists have felt would be the case if there
were to be the availability of the product?

Mr. SCHLESINGER. On the question of coal, Senator, the President
has indicated a minimum objective of obtaining something on the
order of two-thirds increase in production. According to our projec-
tions, the amount of coal that would be required in 1985 would be
1.25 billion tons, which is something on the order of 200 million tons
in excess of the number to which you refer. That will come about
through the coal conversion program.
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We have, as Congressman Long indicated, massive amounts of coal
available in the country to be mined. I should underscore-and your
reference to your chairmanship of the Antitrust Subcommittee under-
scores this as well: We have in the West major leases which the Gov-
ernment has given at little or no fee to the various companies. Those
lands have not been produced. There are due diligence requirements
in the law. It is likely to be necessary to insist on those due diligence
provisions to see whether those coal lands leased from the Govern-
ment indeed are produced rather than simply lying idle. I would not
think that over this period of time, we would have that much dif-
ficulty in providing the incentives to produce coal.

I am more concerned about the use of coal, the development of de-
mand as opposed to supply projections.

Senator KENNEDY. Of course, there is certainly a hope in the area
of the-of both the Power Commission and the CBO, that they have
estimated that there is just not an effect on line. I gather from your
testimony that you feel-you are prepared to use whatever stick that
is available to the Government to insure the increase in production.

Mr. SCHLESINGER. Sir, we will generate sticks if the need arises, as
well as using the ones available.

Senator KENNEDY. What about the price? What can you tell us in
terms of the

Mr. SCHLESINGER. Of course, price is related closely to supply. The
coal industry for many years has been competitive. We will watch it
carefully to see that it continues to be competitive.

Senator KENNEDY. What is your estimate in terms of increased costs
of the price? We have seen important studies that have been worked
out both by this committee and by other economists that in terms of
the estimated escalation in terms of price-could you give us any idea
of what you think are going to be the levels over the expanded produc-
tion ?

Mr. SCHLESINGER. We will put in some ranges in the record, Senator.
[The following information was subsequently supplied for the

record:]
The increases in coal production and consumption under the President's pro-

gram will not require significant price increases. This is because increased
coal production from the Nation's vast reserves can be accomplished without
substantial increases in the production costs. Specifically, analysis has been
developed on the costs of delivering coal to utilities in various regions. The fol-
lowing table summarizes the coal prices forecast by the PIES model.

1985 PRICES FOR COAL DELIVERED TO THE ELECTRIC UTILITY SECTOR

Base President's Percentage
case I case I difference

Appalachian high sulfur bituminous coal to Middle Atlantic utility region-. 0.98 1.00 +2.0
Midwestern high sulfur bituminous coal to Midwest utility region .94 98 +4.3
Western low sulfur bituminous coal to West utility region 1.22 1.41 ' +15.6
Western low sulfur sub-bituminous coal to Central utility region .98 .99 +1. 0

X PIES run A148542C.
PIES run A158568C.

S For the purpose of this analysis, it was assumed that additional sub-bituminous coal could not be shipped to the West
utility region. This is an artificial constraint Removing this constraint would have reduced the percentage change in coal
prices in this region.



130

Mr. SCHLESINGER. I should stress that we have had major increases
in coal prices in recent years. They have been driven by genuine costs
and falling productivity. We hope to see productivity rise in the mines
in the future rather than the downward trend we have witnessed in
recent years. If that is the case, there should be no increase in real costs.
It should be minimal. We want to see the gap between coal and oil
widened.

Senator KENNEDY. Well, this is obviously something to follow
closely. Shortages arising from rapid expansion of coal resources that
we see in the Office of Technology Assessment may include certain types
of personnel who are absolutely essential in terms of safety and other
factors. Those are going to be difficult to develop.

One of the other primary areas that you should be concerned with
is insulation.

The fact is we have a small number of companies involved in the pro-
duction of insulation. Basically, there are three major producing com-
panies in insulation. One of them has a significant corner on the market
at the present time. There has been an explosion in terms of costs of
insulation in the last 2 years, even without the very significant incen-
tives that are being suggested by the administration's program.

I, for one, am very much concerned that your tax incentive programs
for insulation are just going to be absorbed by these companies. They
may get whatever several hundred dollars homeowners are able to ac-
quire in terms of tax incentives.

In a number of the new facilities which I think primarily would
have been insulated in any event because of the increased costs of
energy tax credits may just end up being a windfall to the companies
themselves and be sort of a massive Federal subsidy to a small number
of companies. I am wondering in the area of both the tax aspects of it
and also in the availability of the product. What would your informa-
tion be?

Mr. SCHLESINGER. Senator, we share your concern. We must watch
that very carefully. The Office of Business Research and Analysis in
the Department of Commerce is presently surveying the production
capacity of the insulation industry. What we have projected is approxi-
mately a doubling of requirements as compared to the present time. We
are now insulating about 3 million homes a year. We project something
on the order of 6 million homes a year. We will have to watch that very
carefully.

Senator KENNEDY. The increase in the cost of inflation has been any-
where from 2.5 times the Consumer Price Index over this period of
time. There would be a dramatic explosion in terms of demand, if
that happens, I do not see how you are going to be able to control that
particular factor, particularly with the additional kind of incentive
of rebate. I made that point. I think that this would be a significant
factor in terms of both availability and in terms of how the Federal
Government is going to end up paying more for this development2

Congressman Long.
Representative LONG. Thank you very much, Senator. One question,

Mr. Schlesinger. In the past, as you know, Congress has in many in-
stances treated large industrial users as utilities, in many of its ac-
counts. This has been the net effect, at any rate, even though it is
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soretimes dune by an exemption or an exception. Your plan establishes
one conversion date for industry and another for utilities; the utili-
ties are permitted a longer period in which to convert, about 3 or 4
years longer, if I remember correctly. Some of these large industrial
users in many ways function as utilities; do you think Congress should
give consideration to treating them as utilities, for conversion pur-
poses, rather than simply industrial users?

Mr. ScnL SINGER. No, I would think not. The utilities are regu-
lated. They have limitations on capital which are imposed by law
or by regulation. I think that they are in a different category than is
the average industrial firm.

Because of the massive investments required for utilities, as you
indicate, the oil and gas taxes are triggered for utilities at a later date
than they are for industry.

The only mandatory date that would be involved here is the 1990
date for utilities.

Representative LONG. That is all, Senator. Thank you.
Senator KENNEDY. I just have a couple of others. As for the indus-

trial oil and gas consumption tax to be levied in the beginning of
1979, statements of some of the other witnesses to appear later this
morning indicate that the conversion to coal will take considerably
longer, at least perhaps 6 or 7 years. In the meantime, the tax will
ratchet up prices and drain capital from labor-intensive firms. Also,
the collection of this tax without a rebate will exert a fiscal drag on the
economy that may not be wanted at this time. The question would be,
Should we postpone the imposition of this tax until at least the early
1980's?

Mr. ScHLEsINGEi. The answer to that, Senator, I think, is an un-
equivocal no. We have phased in this tax in order to deal with just
the contingency that you mentioned. It is not triggered for a number
of years. It then is phased upward so that the adjustments can remain
over an appropriate period of time.

The impact of these taxes, Senator, is very significant in our pro-
jections. We hope to substantially reduce the use of oil and natural
gas and bring about something on the order of 31/2 million barrels of
oil equivalent in coal more than would otherwise occur; and the oil
and gas tax is critical. It lies at the heart of that coal conversion pro-
gram. We have phased it in gently. I would hope that that gentle in-
troduction would be appropriate in the eyes of the Congress.

Senator KENNEDY. Why do you do the industries in 1979 and the
utilities in 1983?

Mr. ScHLEsINGER. Congressman Long addressed that issue a moment
ago. The possibilities for conversion of a utility which requires major
investment is a more time-consuming and more expensive process than
it is in the case of industry. For that reason, we have phased it in
even more gently for the utilities than we have for industry. Indeed,
the introductory date, 1983, for utilities is but 2 years before the
Texas Legislature has considered mandating an end to gas-fired utili-
ties in Texas. So, it is introduced very gradually. I do not think that
our problem is precipitousness. It may be ondue gradualness.

Senator KENNEDY. Is the position of the administration now to
rebate all of these resources to the people? Can you go over that one
more time?
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Mr. SCHLESINGER. There are a number of taxes here. The wellhead
tax and the gasoline tax should be rebated to the people at large
through the income tax or through the Department of Health, Educa-
tion, and Welfare providing a direct check. For the oil and gas
taxes

Senator KENNEDY. Now, what do you estimate that would be? Do
you have the estimates?

Mr. SCHLESINGER. They run up to about $14 billion at the maximum
gross; and about $11 billion net in terms of Treasury receipts in
approximately 1981; and then they begin to taper off. Although, as
your initial question suggested, if there should be price increases by
OPEC, that would have to be reconsidered.

That would generate something on the order of $47 a head.
Senator KENNEDY. Why is it gross and why is it net? Can you tell

me that, please?
Mr. SCHLESINGER. Because the net figure must make an adjustment

for the lower take from oil company profits that occurs with these more
restrictive profit levels for the companies. That would amount to
something on the order of $2 billion to $3 billion lower taxes for-the
oil companies which must be offset against the gross receipts of the
wellhead tax.

Senator KENNEDY. Why is that? You mean because their growth
of profits is going to be somewhat less than your estimate in terms of
profits?

Mr. SCHLESINGER. If the prices were going up in such a way that
the companies get all of the benefits, the taxes would be higher. The
effect of the wellhead equalization tax would be for them to hold their
profits, and therefore the taxes would be lower. The loss of that revenue
from that source must be offset against the $15 billion wellhead equal-
ization tax gross receipts to get the net figure.

Senator KENNEDY. That will not be passed on?
Mr. SCHLESINGER. On the passthrough, Senator, we estimate that

two-thirds of the wellhead equalization tax will be passed through to
the consumer. One-third will come out of a more restricted refinery
margin.

Senator KENNEDY. The third would what?
Mr. SCHLESINGER. Be offset by more restricted refinery margins. At

the present time, the ineffectiveness of competitive forces in that area
has resulted in a fattening of refinery margins which we believe would
be squeezed when we go to a uniform price facing all refineries as op-
posed to the entire system.

Senator KENNEDY. Tell us a little bit about the other-how are the
rest of the tax programs being treated by the administration? This will
be rebated?

Mr. SCHLESINGER. The oil and gas tax will generate revenues that are
contin.gently rebatable to a firm that converts to coal. We estimate that
most of those funds will be used by utilities. We do not estimate that
all of those funds will be used by industry. As a result, between now
1985, if I recall, something like $40 billion of additional revenues will
be generated and will go into the general fund of the Treasury.

Senator KENNEDY. What percent will be used by the utilities in the
conversion and what will go to general revenues ?
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Mr. SUT-hESINGER. We expect for industry that about $85 billion
worth of funds would be generated.

Senator KENNEDY. Excuse me?
Mr. SCHLESINGER. $85 billion; that about $40 billion of that would

be rebated as industry makes the conversion to coal, $5 billion would be
lost due to reduced income tax, but that $40 billion would go net to the
general fund of the Treasury.

For utilities, we expect to see something on the order, by 19S5, of
$6 billion worth of funds generated; and $6 billion of that would be
rebated.

Senator KENNEDY. What else is left? Is that it?
Mr. SCHLESINGER. That is it.
Senator KENNEDY. Briefly, the $85 billion, how do you get that?
Mr. SCHLESINGER. That is from all of the oil and gas taxes that will

be imposed after 1979 on industry. Industrial use of oil and gas, given
that gradually increasing scale, would between 1979 and 1985 generate
the $85 billion to which I referred.

Senator KENNEDY. Well, we will write you a letter. I would be in-
terested in where that money is coming from in terms of just the $90
billion; what segment of our industrial population is paying that in.
Have you made any kind of estimates of that?

Mr. SCHLESINGER. Yes, sir. We have some estimates. Of course, the
costs of this program will differ industry by industry. For example,
in the case of the aluminum industry, which is a veiy energy-intensive
industry, the costs will rise significantly.

In most cases, you will have an offset of these cost increases through
adjustment of prices by the consumers.

Senator KENNEDY. Senator Javits.
Senator JAVITS. Mr. Schlesinger, one question that I think agitates,

the country and kind of juxtaposes a difference in philosophy, and
without in any way adopting the philosophy as my own, I would like
to put it to you. I think your summary answer would be very important.
On the one hand, there is the Carter-Schlesinger school which says put
on this variety of taxes; you cut consumption; you will redistribute the
impact of that price increase and the total economy will benefit, in-
cluding our balance of payments.

On the other hand, there is another philosophy which says to take off
all controls, let the marketplace determine conservation by price. A lot
of people want it; the price will go up; they will have to take a lot less.
Take it off in excess profits taxes. Now, those latter people argue that
either way the Government gets its take, and that individuals do not.
have windfalls and do not exploit the public.

Why is the former philosophy, to wit, yours and the President's, su-
perior in the national interests to the latter philosophy?

Mr. SCHLESINGER. The question zeroes in, Senator Javits, on the,
question of oil and gas prices, and those prices alone, because nowhere
else is the argument made about market forces.

The market forces in the case of a commodity which is in increasingly
short supply will be likely to drive that price up far higher than is
necessary to compensate the producers for their contribution to the,
economy. Indeed, in the case of natural gas, last winter estimates of
the price of natural gas were that it would go up as high as $5 or $6.
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per thousand cubic feet, a tripling or quadrupling of prices, not re-
lated to any productive contribution by the producers.

So, the market forces will work only up to a point in such an in-
dustry. We have given very generous incentives, but they are not ex-
cessive incentives. The $15 billion to which Senator Kennedy referred
a few minutes ago is twice the present level of profits of the oil in-
dustry. It would mean a massive shift of incoming wealth from the so-
ciety at large to the industry. That is equal to approximately 1 percent
of the GNP; and in the name of equity, it seems to me, as well as the
productive contribution of the economy, that would be a serious error.

Senator JAVITS. Yearwise, you are going to take it all away from us
in taxes anyhow, argue the private enterprise.

If the people lose nothing, why not go the market route which is
time honored and for some centuries has demonstrated its ability to
condition supply and demand.

Mr. SCHLESINGER. Well, the market mechanism has been time dis-
honored in the case of the oil and gas industry in the days of the Stand-
arcl Oil trust.

If we look at the attitude toward Government, the Government
should provide a helping hand to the industry as reflected in proration-
ing regulations by the Texas Railroad Commission, the passage of the
Connally Hot Oil Act, the Interstate Oil Compact, which, in effect,
extends prorationing to the entire Nation, as well as the most recent
experiences with OPEC.

This is not an industry that has embraced the market. In general,
as a rule of thumb, one can say that when supply exceeds demand,
the industry demands regulation; when demand exceeds supply, the
virtues of the free market are advertised.

So, I am not sure how time-honored those are, but the main points
are that we have an essential commodity in increasingly short supply,
that prices would be driven, in many cases, sky high, and the impact
on the distribution of income as well as the impact on prices would
be very severe.

Senator JAvITs. Would you say, then, that the fair test for us to
apply-that is we who will pass on this will be that you believe that
the governmental machinery is more perfect-not perfect, but more
perfect, in respect to the oil and gas industry than the private enter-
prise machine would be; and that, therefore, we should essentially
go the Government route, that we can depend upon the Government
more than we can upon private enterprise to see that there are fewer
distortions as a result of a price mechanism?

Mr. SCHLESINGER. I agree with the general thrust of that definition,
Senator Javits. I would like to rephrase it slightly.

Senator JAVITS. Please do.
Mr. SCHLESINGER. At the present time our incremental fuel comes

in from abroad.
Its price is established by a cartel. The producers in the case of that

cartel are receiving something like 20 to 40 cents a barrel.
Much of the rest of it is government receipts imposed by the Saudis,

the Algerians, what-have-you. That is not a market price. That is
an administered price. It is an administered price that has quadrupled
in the last 4 years. To suggest, as the industry is inclined to suggest,
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that they should be the exclusive beneficiaries of a posted administered
price strikes me as incorrect.

If there is going to be administered pricing in this area, it should
be by the U.S. Government and the benefits of that administered
pricing should be distributed amongst society at large rather than
simply resulting in a shift of an additional 1 percent of GNP to a
limited part of society.

Senator JAVITS. So, the added argument, which has not been made
public very much at all is that we are a Government facing govern-
ments, whereas private enterprises are a diversity of companies facing
governments.

Therefore, we feel our hand will be stronger in dealing, in getting
equity, if we face it on a governmental basis, which is really what
the tax idea does; is that true?

Mr. SCHLESINGER. I think that is fair, yes, sir.
Senator JAVITS. Aren't you, therefore, obligated on the part of the

United States to take a much deeper interest in what the companies
do with the oil when they get it?

Remember that no matter what you have done, they will pick
it up at the source, transport it, market it, deliver it, and they allocate
it. determine where they are going to take it, to the United States or
some other place.

Doesn't what you are describing as the governmental justification
for taking this action also include a much greater control over the
oil business?

Mr. SCHLESINGER. I do not know, Senator Javits, whether such
actions would be necessary.

I do agree with your observation that we shall have to study further
the impact of these types of arrangements and we shall do so.

Senator JAVITS. Thank you, sir.
I think this is very helpful, because I think that this is a big ques-

tion that has been bedeviling people. We all have an idea that some-
how or other these taxes stick to the sides of the funnel and won't
come back.

Like any other proposition in life, what I have asked you is what is
the alternative.

Is that better or worse? I gather that you feel that it is worse.
Mr. SCHLESINGER. Yes, sir.
Senator JAVITS. One other thing, Mr. Secretary-forgive me for

calling you Secretary, you will be again, I am sure.
What I wondered about was the cost of the conversions. I gather

before I was here-I had to be at the ;White House and the State
Department this morning, so I apologize-you gave an estimate of
about $35 billion for conversions.

Now, not everybody can afford that. Perhaps it might not even be
bankable. The question is: Should the Government-again as an ele-
ment of this total scheme-establish some form of financing facility
to see that this conversion is made more rapidly than perhaps normal
market forces would permit in view of the fact that it would be in
the national interest?

Mr. SCHLESINGER. We regard the contingency rebatement of these
oil and gas taxes as, in a sense, thatkind of financing facility.
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All the funds generated from a company's taxes under this par-
ticular tax will be rebatable in order to make that conversion.

Senator JAvrrs. That's a key point, Mr. Schlesinger, for this rea-
son: It has to be done promptly enough and with sufficient solidarity
to make it a business proposition if it is going to stand in lieu of
financing.

*We are going to have to examine it from that point of view. Our
experience in this area is very bad; but the promise gets stuck in the
bureaucratic channel. We really don't get the delivery on time, et
cetera.

Is that in the mind of the administration so assurances mav be
given to the Congress that the flow of funds will really be related
to the need for financing ?

Mr. SCHLESINGER. Yes, sir.
Senator JAvITs. Thank you very much. We will examine it carefully

from that point of view.
One other question occurred to me and my staff, Mr. Schlesinger.

We would like this insulation of buildings, et cetera; we would like
the installation, for example, of solar energy equipment, et cetera.

Some of these things we would like to start right away. We know
very well that it is going to take time for this energy program to be
approved.

We all understand that. It is essential to our system. Could the
administration give some assurance to those who are concerned that
there will be retroactivity in respect to these matters so there would be
an inducement to go forward promptly, perhaps even some incentive
to go forward promptly as it is a little gamble.

I am confident that we are so anxious to do this that we will do it,
just as the administration recommends, but nonetheless, it seems to
me this is an area which could very well be explored.

Also, it has been said that the utility companies are in the best posi-
tion, from the point of view of the small user, to do this.

Well, it has happened before. The President can bring the utility
presidents to the White House and say, "I want you to install this
now."

It is the "now" concept that I would like to submit to you.
Mr. SCHLESINGER. Yes, sir. I think we agree entirely with your

point. The administration has requested that the Congress make this
retroactive.

I hope that the Congress does indeed make it retroactive to the time
of the President's address or whatever date you should choose.

We will examine the proposal of calling in the utility companies to
request early action.

Senator JAVITS. Or any other such thing, Mr. Schlesinger. that
would get the thing off the ground now and give the country a feeling
of not only forensic but of action urgency.

I 'thoroughly agree with you we are on the verge of a great catastro-
phe. This is one of the most serious things this countrv has ever faced.

The people should get that concept of urgency as well as we, not just
by rhetoric but by action.

Mr. SCHLESINGER. Thank you.
Representative LONG. Mr. Schlesinger, many people in the country

feel that your proposal with respect to gasoline tax is going to seri-
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ously disrupt the long-time love affair between the American public
and the automobile.

If I may be parochial for just a moment, I represent basically a
rural area, a half million people or a little more, in south central Loui-
siana, with no mass transit at all, many of the people live in the rural
areas and work in the towns. There is no way for them to get to work
except by an automobile. Many of them are construction workers.
Frankly, there is no way that they can car pool.

Consequently, the gasoline tax poses a very serious problem for me
if I am going to represent my constituency adequately.

Are you still in support of your proposal with respect to the gaso-
line tax?

Mr. SCHLESINGER. The answer to that is strongly affirmative.
Representative LONG. I was afraid of that. [Laughter.]
Mr. ScHLErsiNGER. The gasoline tax is a reminder. We are dealing

with a target of 10 percent reduction in our gasoline consumption
nationwide by 1985, which we can do; everybody recognizes we can
do it.

The average automobile in the fleet will have 50 percent better mile-
age by 1985 than it does today.

So, reducing gasoline consumption by 10 percent will not be difficult
if we respond to the President's challenge which we know we can do.

Now, it will be more difficult, obviously, in rural areas than in sub-
urban areas or metropolitan areas. Those areas provide the opportu-
nity for car pooling and for van pooling.

We hope that we will avoid the triggering of that gasoline tax. That
represents a reminder to us to save gasoline.

I notice that the CBO has indicated it does not expect that gasoline
tax to be triggered in the early years. If we do a good job, it will not be
triggered in the later years.

Representative LONG. Thank you, Senator, and thank you, Mr.
Schlesinger.

Senator KENNEDY. Thank you, Mr. Schlesinger.
Mr. SCHLESINGER. Thank you, Senator.
[A brief recess was taken.]
Senator KENNEDY. We will be in order.
Cornell C. Maier is president and chief executive officer of Kaiser

Aluminum & Chemical Corp.; and Floyd Lewis is president of Middle
South Utilities, Inc., and president of Electric Edison Institute.

I think what would be the most useful to us, with your approval,
would be if we submit your prepared statements for the record. I think
it would be very helpful to us if you could react to Mr. Schlesinger's
comments generally.

I think that would be the most informative for the committee.
Obviously, we want to give every witness the opportunity to make

a presentation they want to make in the way they want to do it.
If vou would comment on your initial reaction to Mr. Schlesinger,

maybe each of you, and then maybe summarize your prepared state-
ment. I think that would be most helpful to the committee and make
it most useful for an exchange.

With that, Mr. Maier, we will start with you.



138

STATEMENT OF CORNELL C. MAIER, PRESIDENT AND CHIEF EXEC-
UTIVE OFFICER, KAISER ALUMINUM & CHEMICAL CORP.

Mr. MAUER. Thank you, Senator.
I would be happy to respond to Mr. Schlesinger's testimony and

his response to questions.
I would start by saying I disagree completely with the-
Senator KENN i)Y. We will have to have some order. I want to make

sure the witness is heard.
Mr. MAuru. I disagree completely with Mr. Schlesinger that the im-

pact of the gas consumption tax and oil consumption tax on indus-
try is-I believe he used the word "gentle."

In the case of our company', during the period 1979 through 1985, we
would pay taxes of $700 million in excess of the rebates that we would
get to spend money to convert to coal.

In relationship to our profits and the profitability of our industry,
that is not gentle; that is very, very large.

To put it in perspective, if the consumption tax were applied in
1979, we would mostly pay the taxes. We would not be able to spend
very much money for coal conversion by that early date.

We would be able to spend some. We would have to have a price
increase in aluminum in 1979 of approximately 20 percent just to,
cover the tax.

So, I disagree completely with Mr. Schlesinger.
Senator KENNEDY. What will this mean to your industry?
Mr. MA=R. To our industry I think it would probably be, frankly,.

more money than the industry could possibly come up with during
that period of time.

If we start paying the tax in 1979, we won't be able to spend the
money fast enough to get rebates. *We would get rebates in later
years.

The important point is that we would pay during the period 1979~
to 1985 some $700 million in excess of what we would spend for coal
conversion. This is very, very substantial.

I disagree completely with Mr. Schlesinger on that point.
Senator KENNEDY. What would you pass on to the consumer?
Mr. MAIER. I think the industry would have no choice but to pass.

the costs on to the consumer which, as I have indicated to Kaiser, this,
would mean approximately a 20-percent price increase in aluminum
in 1979 just to offset this tax, not considering any other cost increases.

I might point out that this would happen at a time when the indus-
try is being encouraged to expand in the United States. Most of the-
expansion in the aluminum industry in recent years has taken place
offshore.

The expansion is needed in this country. Aluminum is one of the
alternatives to improving energy consumption in this country, par-
ticularly in the automobile.

The automobile which today uses approximately 100 pounds of-
aluminum per car. If a medium-sized automobile were to use 325
pounds of aluminum, which is still very small in terms of total weight,
it would meet the 1985 gas standards of 27.5 miles per gallon man--
dated by law.
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Aluminum is vital. The industry ought to be expanding. At a time
it needs the money for expansion, it would be paying higher taxes
which would have to be passed on to the consumer or we would not
have a viable industry.

Senator KENTNEDY. Maybe you could comment about whether this-
what decisions, or what considerations you would give to moves over-
seas.

Mr. MAIER. I think there is no question that if the tax went in as
now scheduled, there would be. greater incentives to expand offshore.
The United States is already a net importer of aluminum. In recent
years, as I have indicated, most of the expansion has taken place off-
shore, for energy and other reasons. We think this is very bad.

This is where the metal is needed. This is where the jobs are needed.
We want to expand in this coumtry. I don't see how the industry could
expand under the proposals that are being suggested by the adminis-
tration.

Representative LoNG. Would the gentleman yield a moment?
Senator KENNEDY. Yes.
Representative LONG. Mr. Maier, Kaiser has a plant in my district.

I had a conversation with you, and perhaps the answer to my question
is in your prepared testimony. I understand, basically, that it is im-
possible for you to convert some of these facilities to coal, and that was
the basis of the question that I asked Mr. Schlesinger a few minutes
ago. That relates specifically to what Senator Kennedy is talking
about with respect to the possibility-perhaps even the necessity-for
moving out of the country, at least insofar as any expansion is con-
cerned. This goes even further, and perhaps could mean-if you are
correct in your analysis of it-the closing down of existing facilities.

Would you discuss these two items, and how they relate to the cost
of conversion and the tax situation, which are the areas that are of
primary concern to you?

Mr. MA=ER. Conversion, at least as far as much of industry is con-
cerned is not an accurate description. We do have

Representative LONG. I am sorry. I didn't hear you, Mr. Maier.
Mr. MASEm. Conversion is not an accurate description of what takes

place in industry. Our facilities in Louisiana cannot be converted to
coal. They would have to be scrapped.

Representative LONG. Why ?
Mr. MA=ER. Because they cannot physically or technically be con-

verted to coal. Existing facilities would be scrapped at a cost of some
hundreds of millions of dollars. We would have to build new facilities.
We do not have the present sites. The new facilities would have to be
built in a new location.

The facilities we have, which are good, usable facilities, cannot be
converted to coal. They must be scrapped, and new facilities must be
built.

I think that there is a threat to the continued operation of some
facilities in this country if this bill is passed. I would hope to continue
to operate our facilities. Certainly they would have a competitive dis-
advantage compared to other facilities, and when we are faced with
decisions as we had in 1975 and 1976 where the industry had to cut
down on capacity, I believe we would find that the domestic plants
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would be reducing production and having to lay off people, and the
overseas plants would be operating and bringing aluminum into this
country.

As I indicated, the aluminum industry is a net importer
of aluminum.

Senator KENNEDY. What is your reaction to a proposal that -we move
away from gas to process aluminum-if we agree it takes 7 years to
construct a new coal plant-should we just not simply mandate such
conversion and forget the tax in the intervening years, and forget the
tax on your new plants?

Mr. MAIER. I think the industry should move to coal. I have no ob-
jection to that. I think it is a very good thing to do. It is a question
of timing. The problem I have with the administration's proposal is
they concede it takes 3, 4, or 5 years for a utility to build a new plant,
but don't understand why it takes an industry longer than that.

I think the problem with the proposal is one basically of timing. I
think Senator Bentsen testified on this last week. He thought it was
tihing to do too much too soon. We think the thrust of the program
is fine, to convert away from gas to coal. We think the time schedule,
particularly at the start of the taxes, is completely unrealistic. We
think it will hurt the industry rather than help, because you take re-
sources away from us.

Senator KENNEDY. Is there anything else just specifically on Mr.
Schlesinger you.would like to cover?

Mr. MAmR. No. I think I covered that pretty well.
Thank you.
[The prepared statement of Mr. Maier follows:]

PREPARED STATEMENT OF CORNELL C. MATER

Good morning. My name is Cornell C. Maier. I'm President and chief execu-
tive officer of Kaiser Aluminum & Chemical Corporation. Kaiser Aluminum is in-
corporated in the State of Delaware, has its headquarters in Oakland, California,
and owns and operates 107 manufacturing plants and major support facilities in
34 states in the United States and, through subsidiaries and affiliates, operates
in 22 foreign countries.

Our primary products include: primary, semi-fabricated, and finished alumi-
num products; industrial and agricultural chemicals; and refractories. We also
have financial interests in real estate and international trading.

Last year the corporation had sales of $1.8 billion, and a net income of $44.5
million, with a return on average invested capital of 5.1 percent. We employ ap-
proximately 25,000 people.

There are two facts about our company which are the most relevant to the
subject of this hearing. First, we serve industries essential to the economy of the
nation. Secondly, we are a large energy consumer.

PRODUCTS ESSENTIALITY

Because of aluminum's versatility, it has found uses in almost every segment
of the U.S. economy. Some of the qualities which have made use of the metal
so widespread include its light weight, tensile strength, corrosion resistance,
electrical and thermal conductivity and reflectivity. Because of these char-
acteristics, the metal is widely used today in transportation, building and con-
struction, electrical applications, containers and packaging, and machinery and
equipment. Aluminum's qualities make it particularly important in energy con-
conservation applications, a subject which I will discuss more fully.

Our agricultural and industrial chemicals also serve essential markets rang-
ing from agricultural fertilizers to the basic chemicals required for aluminum
production and a wide variety of industrial applications. Refractories are used
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as a lining material for high temperature furnaces and kilns upon which the
metals, cement, and glass industries are absolutely dependent.

Just as these primary products we produce are essential to all other industry
and our national economy, so energy is an essential and primary ingredient in
the production of aluminum, agricultural and industrial chemicals, and
refractories.

KACC'S ENERGY USE

In 1976, our corporation consumed 168 trillion BTU's of energy in our domestic
operations. In compliance with the Energy Policy and Conservation Act of 1975,
the FEA has identified us as being one of the top 50 energy using companies In
four of the ten largest energy consuming Industries. The four industries are
Chemicals, Primary Metals, Fabricated Metals, and Stone, Clay and Glass.

The company consumes all forms of fossil energy, from natural gas to coal, in
many different processes. These uses Include large boilers producing steam, fer-
tilizer feedstock, highly critical aluminum furnaces, and refractory kilns. Sixty
percent of our energy consumption is in the form of electricity used in our pri-
mary aluminum reduction plants. This large electrical demand necessitates that
we be concerned both with electrical generation and electrical consumption. We
can be considered, in many ways, a utility. At our Chalmette plant on the out-
skirts of New Orleans, we operate one of the largest industrial generating plants
In the country, generating more than 500 megawatts of electric power-all for
our own consumption. Some of our plants also co-generate steam and electricity,
a practice which is recognized as being highly energy efficient.

Energy to Kaiser Aluminum is like the weather to the farmer. We cannot
effectively and profitably operate without an adequate supply of dependable and
reasonably-priced energy.

It is not unlike the Midwest farmer, who selected his seed grain for maximum
production; carefully prepared the seedbed; properly fertilized his crop and
had the promise of a good harvest-only to have it destroyed in a few minutes
by a cyclone. He could control everything but the weather.

Today, Kaiser Aluminum can control most things, but we have a very great
unknown in relation to our domestic energy supply-a threat that could wipe out
our yield as surely as the cyclone can destroy the farmer's crop.

COMMENTS ON AD-MINISTRATION'S ENERGY PROPOSALS

With this as a background, I would like to discuss six major points In regard
to President Carter's energy proposals. These may be summarized as follows:

(1) We fully support the need for an energy policy and program.
(2) The proposed program will increase demand for aluminum for energy

conservation applications.
(3) The coal conversion provisions are based upon an unrealistic timetable.
(4) The heavy tax burden that would be imposed by the proposed energy

consumption tax on gas and oil is highly inflationary and an impediment to the
financing of conversion.

(5) The proposed revisions to electrical rate design are vague and are poten-
tially inflationary.

(6) The energy proposal lacks some of the conservation incentives which
would encourage many industrial conservation investments now considered
uneconomic.

1. NEED FOR ENERGY POLICY

In our opinion, our nation has been drifting for more than a decade without a
comprehensive energy policy. As a result, our company and the economy have
suffered. It has contributed to inflation: it has driven industry offshore to seek
secure supplies of energy; it has adversely affected our balance of payments;
and it has cost our economy jobs and Income. But perhaps most corrosive of all,
it has forced companies like ours to delay and postpone decisions on new invest-
ment, energy conservation and conversion investments, and other decisions which
will effect demand, supply, prices, jobs, and income for years to come.

We endorse a national energy policy, and encourage Congress to properly con-
sider and pass the implementing legislation as soon as practicable so that we can
properly plan and execute our Investment decisions for the future. We believe
the national energy policy should put maximum emphasis on both energy con-
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servation and the development of additional domestic energy supplies. The
Administration's program seems to be oriented toward conservation but it is weak
in stimulating the development of domestic energy supplies. We concur with
the Administration's recommendation for the maximum development of our
coal resources as technology and economic will allow.

2. INCREASED USE OF ALUMINUM FOR ENERGY CONSERVATION

One of the positive results of the proposed energy program will be a signifi-
cantly increased demand for our products, particularly aluminum and high
insulation refractories, both of which contribute to energy conservation systems.
The properties- of aluminum make it the material of choice for many energy
saving applications. It weighs one-third as much as steel or copper; it doesn't
rust and is easily formable; it is also one of the most efficient conductors of heat
and electricity; and finally, once it has served a useful product life, it can easily
and inexpensively be recycled and used again. These properties open a number
of expanded aluminum markets in the future as energy conservation is im-
plemented. They include:

.Aluminum storm doors and windows used for weatherization; Aluminum
house siding backed with insulating materials; Solar screens, louvers and col-
letors; Heat exchangers; Electric transmission cable: Food packaging: Foil-
backed home insulation; More efficient electric motors: and Cryogenic tanks
for transportation and storage of liquefied natural gas.

One of the most productive energy saving applications for aluminum is in
weight savings in automobiles, buses, trucks, and other vehicles. It has been
established that reduction in vehicle weight is the single most significant change
that can be made to improve gasoline mileage. Aluminum can save up to 214
pounds of vehicle weight per pound of aluminum substituted for iron and steel
in a car. Today there are already nearly 100 pounds of aluminum in a car
in manifolds, transmissions. housings and other parts. We have estimated a total
of 325 pounds of aluminum substituted in a mid-size six passenger car will
save enough weight to meet the 19S5 mileage standard of 27.5 miles per gallon
mandated by law. The potential net energy savings through the use of aluminum
in this application is tremendous. There is no need to stop at. 325 pounds per
car.

The Administration's energy program would stimulate all these markets and
the economic impact on the aluminum industry would be favorable. This would
result in an increased demand for aluminum and the necessity for the industry
to expand to meet these markets. This, in turn, will require new energy sources
and large sums of capital. These requirements for investment capital must be
reconciled with the capital requirementts for the conversion and conversion
required by this bill.

3. THE COAL CONVERSION TIMETABLE IS UNREALISTIC

This brings us to a major problem we see in the Administration's energy
proposal in regard to coal conversion. We concur with Senator Bentsen's com-
ments last week that the "Administration's program is too drastic." He said.
if you recall, that "we do have to reduce our reliance on natural gas and oil
but what the program calls for is too much, too soon." He concluded, and we
agree, that "more time is needed."

Let me give you some background on our use of natural gas. Over the years,
our corporation, like most Industries, has made extensive use of natural gas.
In recent years we have shifted many of our processes away from gas and have
also made many conservation process changes which reduced our use of gas.
In spite of this, our natural gas consumption remains high. Many processes once
constructed are simply not convertible to other fuels, and others take tremendous
capital for conversion. Much of our natural gas consumption is along the Gulf
Coast where natural gas is purchased in the intrastate market under long term
contracts and is used to generate electricity. During the Korean war and at the
Government's request, we located our Chalmette, Louisiana primary reduction
plant, one of the largest in the country, near New Orleans to take advantage of
natural gas. Our capital investments along the Gulf Coast are very large-
with more than a $% billion investment in Louisiana alone which has a replace-
ment value of $1.6 billion. Until recent years, the coupling of aluminum produc-
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tion with natural gas reserves was highly advantageous, and sought after. Nat-
ural gas was being discovered, associated with oil, and we represented a useful
market for the gas to avoid its flaring.

Our plants in this region are still operating predominantly on gas, and there
are major problems in substituting coal.

Our studies indicate the most optimistic coal conversion time for large power
plants Is 7 years. Eight years is probably more realistic. These same figures
have been confirmed by several independent consultants and utilities. This is
a long time, and the primary reason is that "conversion" is the wrong word. None
of our power plants are convertible to coal. They must be completely rebuilt
and the existing plants scrapped. In several instances the new power plants
cannot even be constructed at the same site. Physical space won't permit it.
The new plants will have to be constructed miles away from where the power
will be used. This means time consuming new construction. The schedules we
are looking at are:

12 months to collect meteorological and other data required for an environ-
mental impact statement;

12 to 16 months to obtain the required environmental and construction permits;
36 to 42 months for engineering;
44 to 48 months for construction; and
4 to 6 months for startup.
If this were carried out sequentially it would require from 9 to :10 years.

However, some of this work can be carried on concurrently. Overall it adds up to a
minimum of 7 years. This is assuming the new generating equipment, a supply
of coal and means to transport that coal are available within that time frame.
We believe that the Administration's energy legislation should reflect a more
realistic scheduule for substitution of coal for natural gas. In some regions of
the country like Southern California where It is presently unacceptable to
burn coal, the legislation should recognize that coal substitution may never be
appropriate.

4. THE PROPOSED ENERGY CONSUMPTION TAX IS COUNTERPRODIUCTIVE

A second problem area we see with the Administration's proposal is the heavy
tax burden that the proposed energy consumption tax will impose on us early in
the program. In our opinion, this tax is unnecessary and counterproductive
and ought to be eliminated from the plan. To show you how counterproductive
it would be, if it were imposed beginning in 1979, we would be facing heavy and
highly inflationary tax burdens without the ability to convert. Many operations
are not convertible from gas or oil to coal at all; and years remain before we
could make investments in alternative energy property against which a credit
for the natural gas consumption tax could be taken. Large sums of money would
be drained from our financial resources at the very time we are trying to
expand to meet energy-stimulated market demands. As a result, we feel that the
net effect of the tax program would be highly inflationary.

Let me give you several examples. If the tax were imposed in 1979, our
refractories energy costs would increase by more than 12 percent; our chemicals
and aluminum energy costs would increase by more than 100 percent. As you
know, the proposed 1979 tax rate is rapidly escalated in succeeding years. While
it is true that the Administration's bill provides for credits against the oil and
natural gas consumption taxes for investments in alternative energy property,
these would be of little benefit in the early years. If it would be possible for
use to take maximum advantage of the credits, our tax payments would exceed
the cerdits by more than 100 percent. These consumption taxes can only be
reflected in higher prices and serious inflation.

Our industry Is already in a position where product prices will have to in-
crease to provide an adequate return on our existing investments. Artificial
energy costs from consumption taxes would require additional price increases
which can only add to inflation.

I used to point out that the aluminum industry did not contribute to inflation.
Product price increases lagged the U.S. inflation rate for many years. Energy
has changed this. I now believe the price of aluminum will contribute.to infla-
tion. How much will depend on the Administration's energy program. Heavy
energy taxes at an early date would make us highly inflationary and would
cripple our ability to grow, at least domestically.
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We urge the elimination of the oil and natural gas consumption tax from the
legislation. If Congress does decide to retain this concept, we strongly urge a
deferral of the 1979 effective date to a more realistic date. Given the time for
conversion, we believe the tax should not be imposed for at least eight years.
Assuming the legislation is enacted in 1977, a 1985 effective date would appear
realistic.

5. ELECTRICAL RATE DESIGN IS VAGUE AND POTENTIALLY INFLATIONARY

There is one other part of the Administration's proposal which could affect
our costs significantly and add to inflation. Subpart 2 of Part E of Title I
establishes national electric rate design policy. We have carefully studied this
portion of the proposal, but we are unclear as to exactly what it means and
how it might be implemented. As I mentioned earlier, our industry depends
heavily on electric energy. The availability of electricity at competitive prices
is an important factor to the continued viability of the U.S. domestic aluminum
industry. Aluminum moves freely in the international trade, and electric costs
frequently determine where aluminum is produced and where expansions take
place. It should be noted that the domestic aluminum capacity is currently
projected to grow by only four-tenths of one percent annually, through 1981-
far below anticipated future demand growth rates. During the next few years,
the U.S. supply shortfall can only be met by increased imports. If the energy
supply and pricing problem is not solved in the U.S., it is highly likely that
new capacity will be built principally off-shore-further increasing reliance on
imports. We subscribe fully to paying our share of electric costs as determined
by a cost of service study, but we do not subscribe to subsidizing other customer
classes through the application of marginal or incremental costs to industry as
proposed by some advocates. The U.S. aluminum industry would be unable
to compete world-wide if plants had to operate under these philosophies. Should
they come about, the economic impact to our industry and several others depend-
ent on electric power would be highly unfavorable. We recommend a clarifi-
cation of the language in the proposed legislation to insure that electric costs
are not disproportionate to the cost of providing service to any customer class.

6. THE LEGISLATION LACKS SOME CONSERVATION INCENTIVES

While the thrust of this legislation is energy conservation, use of increased
investment tax credits as an incentive has been severely limited both as to
amount and to the type of equipment to which it can be applied. The aluminum
industry has committed to FEA that it will improve its energy efficiency by
at least 10 percent by 1980 using 1972 as a base year. In the case of our com-
pany alone, that will require the additional expenditure of about $60 million
to achieve thai goal. In addition to these very major efforts, there are many
other potential energy conservation projects which are not going forward because
of their relatively low return on investment. With limited capital and so many
urgent requirements, there simply is not sufficient return to be able to finance
these potential conservation projects.

Broadening the scope of the bill to include tax incentives for many of these
potential conservation projects would provide the needed return to finance
these projects and get them under way. We have done some special studies
relating to incentives for conservation, and would be willing to discuss these
studies with your staff as appropriate.

CONCLUSIONS

In conclusion, we thank the committee for this opportunity to discuss the
economic impact of the Administration's bill. While I have dwelled upon some
of the problem areas of the legislation for the industries we serve, I want to
reinforce that the direction of the legislation is correct. We must have a con-
sistent and equitable national energy policy. It must provide for conservation
and in increasing supply. But most of all it must not be excessively inflationary
and must have a reasonable timetable and objectives.

Thank you for your consideration. I would be happy to answer any questions
or to furnish any additional information the Subcommittee would find helpful.

Senator KENNEDY. Mr. Lewis.
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STATEMENT OF FLOYD LEWIS, PRESIDENT, MIDDLE SOUTH

UTILITIES, INC.

Mr. LEwIS. Thank you, Senator, I would have to say that the esti-
mates of the cost of conversion of electrical generating facilities now

fueled by gas and oil to coal, which I believe Mr. Schlesinger used a
figure of $35 billion, seems grossly on the low side based on the in-
formation we have been able to put together. He also made mention
of $11 billion in the Southwest.

We have done an estimate of three States, Arkansas, Louisiana,
and Mississippi, which are the three we operate in principally. We
are a little in Missouri, but principally these three States.

Our estimate. not including the installation of scrubbers on all of

this capacity, is about $8.25 billion. The $11 billion figure he used I
cannot identify. I think it is very much on the low side when you look
at the amount of generation in the States of Texas and Oklahoma,
which are now-and Kansas, also-which are now fueled by either
gas or oil.

So I think his numbers are very much on the low side. Nationally,
he was using the figure of $35 billion. Our best estimate is that if
you were to convert all of the electric utility generating facilities now

on oil and gas to coal, it would cost in 1976 dollars about $50 billion: If

you take into account that you can't do this instantly, if you can do
it at all-spread it, for instance, over 10 years at a 7-percent inflation
rate, assumed over that period of time-you are looking at $71 billion.

There, again, this does not assume scrubbers on all of them. This is
a very substantial item that would increase that figure much beyond
that.

I would like to speak also to the point of the practicality of con-
verting these facilities. Very much what Mr. Maier said is applicable
to the electric utilities. Great numbers of the plants could not physi-
cally be made to work with coal. The boiler which is built for a gas-
fired unit is maybe half the size required for similar capacity using
coal. Plant site expansion for unloading and storing coal, for ash
disposal, for the disposal of the sludge that would come from
scrubbers, if you had to put the scrubbers on-we just don't have that
kind of room. We have plants that are in metropolitan areas. There
is developed property all around them. It is not possible to do it.

The boiler manufacturers have testified before various committees
of the Congress to the effect that there is no way they could deliver
that much additional coal boiler equipment within a 10-year period.
There is now-I think the figure that Senator Kennedy made refer-
ence to-is about 111,000 megawatts of coal-fired capacity, new coal-
fired capacity, that is under construction, on order. or planned to be
in operation within the next 10 years-or really 8 years. by 1985-
and that that would require the 360 billion tons a year of-366 million
toins a year-of coal to fuel it.

There is no way you can get enough equipment, there is not enough
engineering and architect capability available to do this on top of the
major construction programs that are ongoing. There is not enough
craft labor available.
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Beyond that, there is not enough generating capacity in this country
to provide firm service, -while all of this capacity is out for extended
periods of time during any conversion program.

In our part of the country, where our system was designed for
natural gas firing up through about 1970, we committed to nuclear
in 1967. We have a nuclear plant on. We are going to coal, and have
a plant under construction in Arkansas. You cannot justify on any
kind of a technical or economic basis the conversion of any plant on
our system, as it now stands, to burn coal as its principal fuel.

So if you can't justify it on that basis, and if you make the decision
on a broad basis of national public interest that you simply must do it,
the economic penalty that goes with that will be just horrendous.

I question whether that really makes good sense in terms of the
total national public interest, because somebody has to pay these dol-
lars. You cannot scrap good assets and put new assets in their place
that are much more costly, have the same or less capacity to produce
energy for the American public when you get finished, without there
being a tremendous penalty on somebody to make up that difference.

So I would say that our approach to getting off of oil and gas-and
our system, our industry, agrees with this as a program-is to encour-
age, and remove roadblocks to the construction of nuclear and coal-
fired generation.

In our case. all of the new generation we have in our construction
plan is either nuclear fueled or coal-fueled. The industry as a whole
in 1976 had only 13 percent of its fuel in the electric generating plants
of the countrv in the form of natural gas. The projections of our in-
dustrv are that by 1985 the percentage of all the fuel used in that year
that will be natural gas is only 3 percent. We have already greatly
reduced the amount of natural gas being used in powerplants in our
own system; from 1970 to 1976 we reduced it by 31 percent.

There will be another 60) percent reduction in the volume of gas
used in our system by 1985. I say we have a program going. We need
the time to work it out. The way to get there is not to make arbitrary
decisions-you simply must not tear down a good plant and build
a new one in its place and have somebody bear that cost-but to en-
courage the ability to build new plants that are coal-fueled or nuclear-
fueled.

Thank you.
[The prepared statement, with an appendix, of Mr. Lewis follows :]

PREPARED STATEMENT OF FLOYD LEWIS

My name is Floyd Lewis, I am president of Middle South Utilities, Inc., a
holding company registered under the Public Utility Holding Company Act of
1935 which has five operating subsidiary companies; i.e., Arkansas Power & Light
Company, Arkansas-Missouri Power Company, Louisiana Power & Light Com-
pany. Mississippi Power & Light Company, and New Orleans Public Service Inc.
These Middle South Utilities operating companies are operated as a single inte-
grated electric system.

I would like to talk about the impact of a "coal conversion" program on our
system and Its customers, about the tax and other provisions of the national
energy plan and whether It is the appropriate way of achieving a phase out of
oil and gas as boiler fuel, and then to touch briefly on some aspects of the rate
and co-generation parts of the program.
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All major generating units in the Middle South Utilities System were designed
for burning natural gas as the primary fuel until about 1969 when evidence of
the impending shortage of natural gas became apparent. Since 1970, its expansion
plans have been based on having all future base load units in the form of nuclear
and coal-fired. While the System's generating units were historically designed to
burn only natural gas on a continuous basis, to handle emergency situations in-
volving loss of gas fuel for short periods of time, the boilers were equipped to
be able to burn fuel oil intermittently for very limited periods.

Under orders of the Federal Power Commission, delivery of natural gas to
Middle South power plants by interstate pipelines already has been greatly cur-
tailed. The System's natural gas usage as a boiler fuel has dropped by 31 percent
in the period from 1970 to 1976, representing a total reduction estimated. at
667,000,000 MCF of boiler fuel gas for the six-year period. Our present projec-
tions plan for an additional 61 percent reduction in use of natural gas as a
boiler fuel by the System between now and 1986. Concurrently, the System's oil
usage increased from 975,120 barrels in 1970 to 25,130,000 barrels in 1976.

Substitution of fuel oil and purchased energy for this gas (which was con-
tracted for on a contract-price firm-delivery basis but not delivered) has in-
creased the fuel costs to our customers by an estimated $610,000,000 over this
six-year period. These costs, together with associated boiler conversion costs,
represent a burden already thrust upon the consumers in our service area by
virtue of federal governmental action. At the same time, curtailments by United
Gas Pipe Line Co., the interstate pipeline supplying the greater portion of the
System's boiler fuel, have been about double those of the next largest pipeline's
curtailments (Schedule I, FPC Curtailment Report, November 1976).

Additionally, the Middle South Utilities System operating companies have
expended approximately $180,000,000 to convert their major boilers In order to
permit burning oil for extended periods. None of these modifications were done
with the contemplation of eventually converting to coal-firing; therefore, all of
the modified facilities would have to be prematurely retired and replaced with
new coal burning facilities. Furthermore, the System companies have experienced
greatly increased operating and maintenance problems and expenses as a con-
sequence of the increased use of fuel oil in boilers not originally designed to
burn oil on an extended basis.

It is anticipated that the Middle South Utilities System will consume about
36,000,000 barrels of oil in 1977 (44 percent more than in 1976) to supplant the
natural gas shortfall and meet our customers' energy requirements. We feel that
it is obvious from the foregoing facts that the Middle South Utilities System
and its customers are already bearing a heavy financial burden as a result of
shifting from natural gas to oil as a boiler fuel.

A report dated March 7, 1977 entitled "The Phasing Out of Oil and Gas Used
for Boiler Fuel-Constraints and Incentives" (a copy of which is attached as
Appendix "A") outlines many of the technical, legal and economic problems
involved in a massive, sudden, forced conversion-to-coal program.

We have prepared an estimate of capital costs which would be incurred in
our three state area, by all utilities, including the Middle South Utilities System
from such a conversion program using the average cost per kilowatt quoted in
the above-referenced report. This estimated cost, expressed in 1976 dollars, is as
follows:
Arkansas --------------------------------------------------- $1, 349, 125, 000
Louisiana ------------------------------------------------- 5, 366, 600,000
Mississippi -- ______________________________ 1, 550, 200,000

The amount attributable to the Middle South System, in 1976 dollars is
$4,913,825,000. Considering only the estimated capital costs for conversion to coal
and assuming that these costs would be spread uniformly over the eight-year
period, 1978-1985. with an average annual inflation rate of seven percent, the
total estimated expenditures for the Middle South System in that period would
be $7,215,336,000. Assuming that 70 percent of this cost would be financed with
bonds at a 10 percent interest rate, with the balance being equity capital at
14 percent and a 20-year amortization period, the annual fixed charge rate
would be about 15 percent. Based on these assumptions, the levelized annual
cost would be $1,082,300,000. Applying this levelized annual cost to our total
estimated energy sales for 1986 would result in an average increase of 12.58 mills
per KWH. Assuming that this cost would be passed on to all customer classes
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ratably, the average residential customer's 1986 bill would amount to about
$925, an increase of about $200. On the other hand, it could be assumed that the
total incremental cost would ultimately be borne by residential customers, since
the incremental electric cost component of goods and services are passed on to
the ultimate consumer. The effect would then be to virtually double the home-
owner's yearly electrical energy cost to about $1,450 by 1986. To the extent
that commercial and industrial energy costs are not borne by local customers
using such goods and services, this figure would be reduced; however, it would
increase to the extent that these customers would bear the additional costs of
goods and services produced elsewhere and consumed locally.

It should be noted that, in using average conversion costs, certain basic
assumptions were made which, in our opinion, make these costs extremely
conservative. Among these assumptions are:

(1) It has been assumed that "if compliance coal" were used, sulfur removal
equipment would not be required on all units. The President's proposal for scrub-
bers on all coal units, including those utilizing "compliance coal", would greatly
increase the cost of the coal conversion program. This represents non-productive
investment in a technology of questionable technical value and effect.

(2) Many technical and/or legal constraints make it impracticable to convert
a number of our existing units to coal-firing. Included among these constraints
are such factors as:

(a) Lack of physical space for new boilers, coal storage, handling facilities,
ash and sludge disposal areas. Some of our major generating stations are located
in heavily populated metropolitan areas and it would be literally impossible to
acquire the necessary land, which we understand would require about 2,000 acres
for a 1,000 MW plant.

(b) Height limitations imposed by local, regional, state and/or federal regula-
tions such as, proximity to commercial or private airports. Such limitations would
preclude the possibility of constructing tall stacks (400-800 feet).

(c) The lack of adequate manufacturing capability for boilers and associated
equipment, which would be required if the proposed legislation were enacted.

(d) The lack of adequate manufacturing capability for combustion turbines or
other capacity, which would have to be constructed to provide replacement power
for the existing facilities during the conversion period.

(e) The problem associated with mining and transportation of the additional
coal which would be required in the event of passage of such legislation. There is
a serious question whether or not there are adequate mining and transportation
facilities to accommodate coal units currently in the planning and/or construc-
tion period. Legislation authorizing the construction of coal slurry pipelines ap-
pears essential in order to supplement the capabiltiy of railroads for transporting
coal.

The estimated conversion cost of $4,913,825,000 enumerated hereinabove repre-
sents capital cost only (in 1976 dolars) ; we have not attempted to quantify other
obvious costs, such as cost of replacement capacity, loss of capacity from con-
version, increased fuel cost and additional operation and maintenance expenses.
Nor have we assumed stack-gas scrubbers on all units.

The System's present plans call for substantial expenditures for electric pro-
duction facilities during the period 1978-1985. The proposed legislation, if en-
acted, would approximately double these expenditures, making it impossible for
our System to finance such a program when we are still burdened with financial
difficulties brought about by factors beyond our control, such as inflation of
recent years, the effects of inadequate rate relief, and higher fuel costs resulting
from curtailments of firm contracts.

The estimated conversion cost of $4,913,825,000 (in 1976 dollars) would be
equivalent to a levelized annual cost of $737,074,000, again assuming a 15 percent
fixed charge rate. Relating this levelized cost to our total actual 1976 energy sales
(excluding sales to other utilities) would represent an average incremental cost
of 19.48 mills per KWHT. This cost is equivalent to $11.66 per barrel, based on
our actual 1976 oil-fired generation and oil consumption. Our average oil cost
in 1976 was about $11.40; therefore, the incremental cost represents an Increase
of over 100%. It appears to us that, in view of the above described constraints
and other major problems concerning the national energy situation, It would
be much more appropriate and logical to use the $11.66 per barrel equivalent
for securing fuels through the use of more advanced technologies. It is possible
that such a program could advance commercial development of such fuels which
would be more compatible with our existing boilers.

If tax measures relating to electric utilities In the National Energy Act, H.R.
6831, are enacted and implemented, the Nation's electricity users would face a
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significant additional cost burden. Some of these estimated additional costs and'
amounts that would apply in 1985 without including the inflation adjustment:
factor are as follows:

Fixed charges on scrubbers on all new coal burning power plans (billion
per year)_-- - - -

Additional operating costs to use, and maintain scrubbers (billion per
year) -_______________________________________________________ ____ 1.7.

Tax on utility oil consumption beginning in 1983 (billion per year)_-_____ 1.2
Tax on utility gas consumption beginning in 1983 (million per- year) 850

The increase attributed to the crude oil equalization tax would add to the'
above stated $7 billion per year. Because of the variable formula for imposing
the tax after 1978 and uncertain allocation of first tier crude oil, we cannot
accurately project the amount or the effect of the tax on electric utilities.

But these price impacts would not be uniformly felt across the country. The
oil consumption tax burden would fall'disproportionately hard on electric cus-
tomers in the Northeast, the Southeast and in California. The gas consumption
tax burden would hit the hardest on customers mainly in the Southeast and the
Southwest.

The interrelationship between these tax provisions, the ."coal conversion"
provisions and tax and economic policy on one hand, and pending clean air act,
strip mining, and other environmental provisions on the other,. needs particular
study and correlation if we are to have a rational energy plan.

This legislation recognizes in Title I that environmental restrictions may
result in exemptions from requirements to convert, where possible, from oil
to coal for boiler fuel, yet, despite 'this, Title II imposes a punitive tax on
these facilities even where no other feasible fuel option exists. Such, taxes are
not the rational way to have utilities phase out oil and gas as boiler fuels.
'Today's high cost of these fuels is already bringing about this phase-out, and
no new base-load, petroleum-fueled generation is now being planned. A course
of action that would be much more in the public interest would be the removal
of constraints against, and the encouragement of construction of new coal, and
nuclear fueled generating facilities rather than grossly uneconomic conversion
or retirement of existing oil and gas fueled facilities. I submit that such a
course will also be more effective in achieving the phase-out of gas and oil for
such use.

Turning to some of the rate proposals in the National Energy Plan. I would
like to address provisions that mandate state institution of time of day pricing.
We feel that "peak load" pricing of electricity might be helpful'in many instances
in reducing our need to build additional generating facilities to meet our highest
demand. Research presently being undertaken by utilities and state regulators'
should ultimately enable us.to determine the impact of these proposals. Because.
of the almost infinite variety''of conditions applicable to 'individual electric
utilities. I feel it would be a mistake to mandate a single pervasive national
requirement that may well work in only limited situations. This and the other
rate proposals should be left to local regulatory authorities to study and im-
plement where appropriate. For instance, utilities with high load factors are
likely to gain little or nothing from this requirement and need their present "off
peak" periods for, maintenance, and as load curves flatten, additional generation
may actually have to be constructed just to provide reserve margins for system
reliability during scheduled maintenance.

Co-generation is another concept with much surface appeal. Difficulties in
using energy from industrial boilers for electric service relate to plant heat
balances and utility load factors. In addition, states have generally imposed
utility-type regulation over "co-generators" to protect other classes of customers
against price discrimination. Should other customers subsidize co-generators who
sell off-peak power at expensive costs or want to buy cheap on-peak back-up
power? In whose rates will the additional transmission capacity for wheeling
between co-generators.and for back-np plant-capacity be reflected? We believe
that these issues can be worked out with our customers where economically
feasible without interposing additional federal regulatory procedures. Tax
incentives to industries should be particularly helpful in this regard.

In summary, we are of the considered opinion that it is not feasible. tech-
nically or economically, to convert any of our existing gas or oil-fired boilers
to permit burning coal. Conversion to coal-burning 'would involve (1) com-
pletely replacing the existing boilers with new boilers: (2) constructing new
boilers remote from the existing boilers and reconnecting the steam lines to.

21-336-78-11
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the new boilers;. or (3) installing a coal gasification plant on the plant site
and modifying the existing boilers to permit burning low Btu gas. None of these:
alternatives could be accomplished for a number of years because of the lead
times involved in the design and construction of such facilities. The third option
has not yet been proven as being viable for large scale, commercial application,
with the degree of reliability required by the electric power industry. If we were
forced to convert to coal-firing, the inevitable result, in our opinion, would be-
that electric service to our customers would be seriously jeopardized during the
conversion period.

'Additionally, peak'load pricing should be studied on a local level, and tax
incentives,, not additional- federal regulation should be used to encourage co-
generation where feasible.

APPENDIX A

The Phasing Out of Oil and Gas Used for Boiler Fuel

I. SUMMARY

Shifting the nation's dependence from oil and gas to coal and uranium is the
key to solving the energy crisis. American industry recognizes that as part of
this necessary transition, its own use of oil and gas in boilers must eventually be
minimized. However, the phasing out of oil and gas is an objective which must be
reached taking into account numerous economic, physical, and other elements in-
volved in the maintenance of a healthy economy served by reliable energy sup-
plies. This objective can best be attained by facilitating the construeton of new
coal and nuclear steam electric generating capacity and by allowing those oil and'
gas burning industrial and utility facilities which were originally designed to
burn coal to convert or reconvert to this fuel. Emphasis should be placed on ex-
pediting the construction of new steam electric generation plant because the long-
term substitution of coal and uranium in most end-use applications will require
the conversion of these fuels to electricity.

Assuring the timely installation of new capacity will require the removal of
regulatory obstacles to its construction and operation. It will also require Fed-
eral and state actions in the realms of tax policy and rate regulation designed to
enable the electric utility industry to mobilize the necessary capital resources.
Switching existing industrial and utility convertible capacity back to coal wilt
require a realistic implementation of air quality regulations including recognition
that alternative methods of SO 2 control are preferable to the retrofitting of scrub-
bers. This recognition is especially critical for those convertible boilers whose age
and size preclude such retrofitting.

Ix. INCENTIVES FOR PHASING OUT OIL AND GAS CONSTRUCTION OF NEW NUCLEAR AND'
coAL FACILITIES

Measures required to accelerate use of coal and nuclear fuels for boilers relate
primarily to the removal of existing regulatory obstacles. Government efforts tom
shorten lead times by eliminating regulatory delays in the construction and opera-
tion of both nuclear and coal-fired generating units would have a significant im-
pact on oil and gas use and would serve to reduce the heavy cost burden on utili-
ties and their customers by minimizing the effects of cost escalation during
construction.

Besides reforming regulatory procedures for the approval of new plant con-
struction and operation, a number of other incentives are needed to hasten the
building of these facilities. These include:

(1) Prompt and adequate rate relief by state and Federal regulatory agencies
to permit building necessary nuclear and coal facilities while maintaining the
financial integrity of the industry and minimizing the cost of capital needed to,
serve the electricity consumer.

(2) Modification of the Clean Air Act to: recognize alternative strategies in
meeting health-related, primary ambient sulphur oxide standards (i.e., tall stacks
and intermittent controls) and require cost-benefit justification of stringent state
implementation plans, no significant deterioration and non-attainment iterpre-
tations.

(3) Governmental commitment to the immediate additional leasing, develop-
ment, transportation and utilization of western coal in those areas now primarily
dependent on natural gas, including the possible conversion of coal to low Btu
gas for boiler fuel use.
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(4) Resolving the major issues relating to the nuclear fuel cycle to keep thisenergy option viable.
(5) Resolving the continuing uncertainty over nuclear plant design and safetystandards which risks driving both utilities and equipment fabricators away

from nuclear power.
(6) Requiring the users of natural gas to pay for the scarcity value of thisfuel and permitting electric utilities obliged to surrender rights to gas suppliesto sell these rights at prices which cover the full cost to electric consumers ofany forced conversions.
(7) Enacting legislation to permit the construction and use of coal slurrypipelines where feasible.
(8) Establishing a permanent investment tax credit at 12 percent and per-mitting the credit to be offset against the full tax liability, as in 1976, ratherthan reducing it at the rate of 10 percent per year until only 50 percent of theliability is usable.
(9) Eliminating the double taxation of dividends. If this cannot be achieved,at a minimum, dividends reinvested should be exempt from taxation until

the stock is sold.
(10) Encouraging the inclusion of construction work in progress (CWIP) inthe rate base with a commensurate rate of return.
(11) Allowing higher book depreciation rates.
(12) Normalizing the tax benefits resulting from accelerated depreciation.

Conversion of exi8ting convertible capacity
Measures which could hasten the reconversion to coal of industrial and utilityboilers originally designed for its, use must deal essentially with existing airquality control regulations which effectively preclude many reconversions. Neces-sary modifications include allowing the use of: Tall stacks for SO2 emissiondispersal; intermittent control as a means of maintaining ambient air standards;and natural gas when availble is part of an intermittent control technique.

III. THE IMPRACTICALITY OF ATTEMPTING AN OIL AND GAS PHASE OUT THROUGH THERECONSTRUCTION OF BOILERS NOT ORIGINALLY DESIGNED TO BURN COAL

Discussions of phase-out strategies frequently include reference to the possi-bility of converting to coal those oil and gas fired boilers which were not origi-nally designed and constructed for use of this fuel. In order to achieve any suchaccelerated conversion of industrial and utility boilers, a number of significantproblem areas would have to be dealt with and various incentives consideredwhich are at the heart of national energy policy decisions and which potentiallyconflict with policy options in the environmental, economic and Federal-statepolitical areas. In addition, several threshold factors require recognition: (1)almost no new base-load oil or gas electric generating capacity has been plannedsince 1973; (2) existing oil and gas generating capacity represents substantialinvestment being paid for by electric consumers, based on government energypolicy existing at the time of construction; (3) much of the industrial and utilityboiler capacity is impractical to convert to coal and has substantial economic liferemaining; (4) electricity is supplied to consumers on a "cost of service" basisand the full economic costs of forced conversion from oil and gas will have to beborne by those served by systems now using these fuels, including the cost of:forced conversion and associated pollution control, replacement power duringconversion, and the loss of efficiency or reliability resulting from conversion;(5) conservation of energy to be effective and accepted must he accomplished onan economy-wide basis and not solely through an individual fuel, energy sourceor industry, with its economic costs and benefits carefully studied beforehand;and (6) the role of state governments and Federal pre-emption will have to beresolved.
All of these factors must be considered against the background of the massivephysical and financial undertaking which a forced draft conversion to coal wouldrepresent for the American economy. The dimensions of such an undertaking forthe electric utility industry are outlined in the following discussion.

A. Steam electric generating capacity 1using oil and gas exi8ting installations
In 1976 some 93,000 MW of steam electric generating capacity in the UnitedStates was oil-fired. This total included approximately 20,000 MW in unitscapable of burning coal without complete reconstruction of boilers and fuel han-
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duing facilities. Gas-fired steam capacity amounted to nearly 59.000 M1W of which
only 2,000 MW was convertible to coal without major rebuilding.1

Planned additions
Between 1977 and 1985, utilities have scheduled for commercial operation a

further 16,500 MW of oil burning steam electric facilities and 1,000 MW of gas-
fired steam plant. Virtually all of this capacity will be in service by 1980, reflect-
ing the fact that since 1973, the uncertainty of future oil and gas supplies plus
government restrictions have effectively excluded these fuels as planning options
for steam electric generation.
B. Coal requirements for total conversion

If it were possible to-convert existing oil and gas burning steam capacity which
will still be in service in 1985 to coal utilization, the incremental coal requirement
would be on the order of 275 million tons by 1985. Were the planned 17,500 MW
of gas and oil using capacity also converted to coal, an additional increment of
coal supply of approximately 40 million tons would be required. These estimates
are based on the following assumptions:

Capacity eoetising in 1976 and still in service in 1985.-137,500 IMW to be
converted; utilization of 3,800 hours per year in 1985; average effective heat
rate of 10,500 Btu/Kwhr; and coal with an average heat content of 20 million
Btu/ton.

Additional capacity planned as of 1976.-17,500 MIW to be converted: utilization
of 5,000 hours per year in 1985; average effective heat rate of 9,500 Btu/Kwhr;
and coal with an average heat content of 20 million Btu/ton.

Of the existing 152,000 TMW operating on oil and gas, only 22,000 -MW are con-
vertible to coal without major reconstruction. The coal requirement of these
"easily" converted facilities could total about 30 million tons in 19S5 if the
following were assumed: Utilization of 3,000 hours per year in 19S5: average
effective heat rate of 11,000 Btu/Kwhr; and eastern coal with an average heat
content of 24 million Btu/ton.

The total coal requirement implied by complete conversion is thus some
31,4'million tons of which only 30 million tons would be for use in plants subject
to conversion without major reconstruction.
C. Coal requirements for planned new coal burning capacity

Any incremental coal requirements resulting from conversion of existing or
planned gas and oil burning facilities would have to be supplied by a. mining
industry already straining to expand production necessary to fuel some 111,000
MWIW of new coal-fired capacity planned for operation by 19S5.' This new capacity:
will have an annual need of nearly 358 million tons fuel by year-end 19S5. Thus,
presently projected coal output from new and expanded mines supplying utility
fuel would have to be augmented by S8 percent if the 315 million tons of "con-
version" coal requirements were to be satisfied.
D. Mining industry requirements to handle total conversion

The additional 315 million tons of coal required by total conversion of existing
and planned gas and oil capacity would necessitate the development of some 40
new surface mines of 5 million tons annual output and some 75 underground mines
of 1.5 million tons of yearly production. These estimates are premised on an incre-
mental expansion pattern similar to the coal industry's present expansion profile
which calls for 65 percent of all new capacity in the form of surface operations.!

Capital costs for such an incremental expansion would approximate $12 per ton
of annual surface production and $35 per ton of underground annual capacity.'
The total capital burden on the coal industry would approximate some $6.3 bil-
lion of which: $2.45 billion for surface mines ($12/ton X 205 million tons of
annual capacity) and $3.85 billion for underground mines ($35/ton X 110 mil-
lion tons of annual capacity).

Labor requirements in 1985 to man the "conversion" coal production could

Total capacity figures from "Fossil and Nuclear Fuel for Electric Utility Generation-
Requirements and Constraints" 1976-1985. NERC June 1976.

Convertible Capacity data from "The Potential for Conversion of Oil-Fired and Cas-Fired
Electric Generating Units to Use of Coal"-Staff Report, Bureau of Power. FPC November
1978.

2 Status of Coal Supply Contracts for New Electric Generating Units, 1976-19S5-Staff
Report by the Bureau of Power, FPC, January, 1977.

3 "Coal Mine Development and Expansion Survey"-Coal Market Commentary andl
Research Service, Appalachian Coals. Inc.. February 10, 1977. Vol. XXXVII. No. 6.

'"Project Financing"-J. A. Self. Vice President, Chase Manhattan Bank, Southern
Coals Conference, Cincinnati, October 21, 1976.
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approximate 73,000 men (50,000 underground-23,000 surface) based on the
following assumptions:

Underground-.220 work days/year X 10 tons/man day and 110 million
tons annual production.

Surface.-220 work days/year X 40 tons/man day and 205 million tons
annual production.
E. Transportation

Moving the incremental cost supplies necessary for a total conversion program
would present economic and physical problems as great or greater than those
associated with increasing coal output. The bulk of these problems would rest
on the railroads. Since most of the additional fuel would come from Western
sources, the capacity of rail lines linking the coal regions of the West to the
Northeast, Southwest and Pacific Coast would have to be increased considerably.
Quantifying the cost of the incremental expansion needed is difficult because
these rail arteries are already in need of considerable rebuilding simply to handle
presently projected coal, grain, and other goods movement. To these costs, how-
ever large, would also have to be added a sizeable investment in rolling stock
and power units.
F. Electric utility financial requirements to handle total conversion

The additional financial burden placed on the coal industry to meet a total
conversion of utility gas and oil use would be dwarfed by the capital require-
ments which the electric industry would have to face. To convert the 155.000 MW
of existing and planned oil and gas burning capacity expected to be still in serv-
ice in 1985 would necessitate an expenditure of $50 billion in 1976 dollars. Of
this total approximately $28 billion would represent conversion of oil facilities
to coal and $22 billion would be accounted for by gas to coal conversion. These
expenditure requirements are based on the following assumptions:

Oil to coal
Reconstruction'l Billion 9

89,500 MW X $300/kW ------------------------------------------ $26. 9
Easily Converted'

20.000 M1V X $80/kW-1---- -- - I. 6
Subtotal oil to coal- - ________________________-__-____________ 28. 5

Gas to coal
Reconstruction-Units of 150 MW or smaller'

10,000 MW X $600/kW------------------------------------------ 6.00
Reconstruction-Units of more than 150 AIW 2

33,500 MW X $475/kW- -16. 90
Easily Converted'

2,000 MW X $80/kW -------------------------------------------- 0. 16
Subtotal gas to coal… ______________--_________________________-22. 06
Total cost of conversion-Oil and gas to coal- - _______________ 50. 56

'EEI estimates based on cost figures appearing In the Preliminary Report of the FPC
Technical Advisory Committee on Fuels on the "Fuel Oil Conservation Targets for the
Electric Utility Industry Outlined in the President's October 8, 1974 Economic Message
and the Accompanying Fact Sheet", October 18, 1974. Scrubbers are assumed needed on
one third of reconstructed capacity and half of convertible capacity.

I EEI estimates based on unit cost figures for use of low sulfur coal appearing in the
submission by "The Utilities of the State of Texas pursuant to Texas Railroad Commis-
sion Docket No. 600-Reducing or Eleminating Natural Gas as a Boller Fuel in Texas,'
EBASCO Services Incorporated, May 1975. If scrubbers were required or reconstructed
gas-fired boilers, unit costs could equal or exceed $700/kW.

If an annual inflation rate of 7 percent were assumed and conversion expendi-
tures were staged uniformly over the nine years, 1977-1985, the $50 billion con-
stant dollar capital requirement would equate to a current dollar outlay of $71
billion. Present estimates of electric utility current dollar expenditures on elec-
tric plant and equipment over the same period total some $345 billion. Thus a
total conversion program would increase presently projected capital require-
ments by more than 20 percent. Virtually all of the additional funds would
have to be raised externally if present rate and regulatory practices were mnin-
tained. In the case of investor-owned electric utilities, an external financing
rate of 60 percent is presently being envisioned based on existing expansion plans.
Tills rate would probably increase to nearly 70 percent if a total conversion pro-
gram were undertaken.

A dependence on money markets for up to 70 percent of total construction
expenditures would produce extremely serious financing problems for an in-
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dustry burdened with financial difficulties engendered by the inflation of recent
years and the effects of inadequate rate relief. Maintaining such an external
,financing rate for any length of time would likely prove to be impossible. At some
point companies with inferior credit would just not be able to obtain funds. At
-any rate, coverage ratios would drop precipitously and the cost of all new finan-
-cing increased significantly with a concomitant impact on the prices ultimately
'paid by electricity users. Moreover, these burdens would be concentrated essen-
tially on utilities and electricity users in the Northeast, Southwest, and Pacific
'Coast regions of the country.
'. Constraints on conversion through reconstruction

A number of constraints in addition to financial limitations would tend to
-hinder any accelerated phasing out of oil and gas as boiler fuel through recon-
struction. These include:

Sites and plants restricted from the standpoint of zoning requirements and
the availability of land for fuel delivery, storage and handling facilities as well
as the storage and handling of wastes.

Present system designs and operational reliability which will not tolerate
the 2 to 3 years of outage time required for the conversion of an existing steam
generator to burn coal. Insufficient capacity would be available to meet peak
obligations and many utilities would be obliged to install additional combustion
turbines and/or reinforce transmission interties in order to maintain reliable
service. The cost of these interim measures would only aggravate the financial
problems posed by the first order costs of conversion itself.

The limited ability of boiler manufacturers and the fabricators of the neces-
sary auxiliary equipment to produce equipment, of coal suppliers to mine and
transport coal, of engineers to plan and design, and of craft manpower to do
construction work.

Air quality controls by Federal, state and local regulations for both primary
and secondary standards which could require use of SO, scrubbers which are
characterized by reduced reliability, high operation and maintenance costs, and
waste disposal problems.

Regulatory lag due to proliferation and division of responsibility for approving
utility construction projects.

Environmental and regulatory limits on access to coal supplies for future power
generation.

Federal and state environmental restrictions on the construction of trans-
mission interconnections needed to assure reliability during conversion or to
implement any coal-substitution-by-transmission policy.

The age of many plants which would have been reduced to only peaking service
before their conversion could be completed.

IV. ELECTRIC UTILITY PLANS FOR PHASING OUT OIL AND GAS BY THE CONSTRUCTION
OF NEW NUCLEAR AND COAL FACILITIES

The magnitude of the physical and financial prerequisites for a total "forced
draft" conversion to coal by reconstructing existing utility coal and gas-fired
generating facilities clearly indicate that such a course of action is not to be
recommended. Phasing out of even half of the present oil and gas use through
reconstruction would entail a reallocation of capital and other resources in the
economy which cannot be justified. Instead, the optimum way to reduce oil
and gas as rapidly as possible lies in expediting the electric utilities' planned
expansion program which is focused on the construction of new coal and nuclear
facilities.

National Electric Reliability Council (NERC) studies conducted in response
to questions posed in the Joint Hearings on Greater Coal Utilization before
the Committee on Interior and Insular Affairs and Public Works of the United
States Senate, pursuant to S. Res. 45. 94th Congress, National Fuels and Energy
Policy Study on S. 1777, indicate that the electric utility industry is already
phasing out installation of new oil-fired and gas-fired generating units. No new
major generating units are planned for natural gas-firing in the years ahead
and installation of oil-fired units is essentially phased out by the early 1980's.
The bulk of this capability is already committed and under construction. The
following charts indicating the substitution of coal and nuclear planned by
utilities are taken from the NERC "Review of Overall Adequacy and Reliability
of the North American Bulk Power Systems (Sixth Annual Review-July 1976)."

Figure 1 reveals that next year will mark the installation of the last gas-
fired unit of more than 300 MW. The last unit of this size using oil is due for
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-completion in 1983. Figure 2 delineates the shifts In the relative importance
eof oil and gas in the electric utilities' generation mix. From 30 percent of gen-
'eration in 1976, the share of these two fuels in total output is projected to fall
by nearly half by 1985. More importantly, gas use is forecast to account for
only 3 percent of electricity production in that year compared to almost 13
,percent in 1976. This draconian reduction in gas' percentage share will be due
in part to a 60 percent decline in absolute gas use from 2.9 TCF in 1976 to
1.1 TOF in 1985.
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V. CONCLUSION

The minimizing of oil and gas use in industrial and utility boilers is a desir-
able objective for a national energy policy. This objective can best be attained
by facilitating the construction of new coal and nuclear capacity sufficient to
cover load growth requirements while permitting a steady and rational with-
drawal from base load service of existing oil and gas burning plants. Assuring
the timely installation of this new capacity will require the removal of regula-
tory obstacles to its construction and operation. It will also require Federal
and state actions in the realms of tax policy and rate regulation designed to
enable the electric utility industry to mobilize the necessary capital resources.

Senator KENNEDY. Why don't we proceed with your other com-
ments? Would you like to proceed with your summary of other com-
ments, Mr. Maier?

Mr. MAIER. I think my testimony is a matter of record, Senator. The
main plant is that in Louisiana, where most of our gas is used in our
production facilities, our gas contracts will terminate over a period
of time and we will convert to coal in Louisiana regardless of when
the tax starts. In the mid 1980's, we will have converted to coal re-
gardless of the type of tax program. We are sympathetic with the
program of converting to coal, but we are concerned tremendously
about the timing of it and the tax penalties our company would have
to face.

Representative LONTG. Senator Kennedy.
Senator KENNEDY. Yes.
Representative LONG. Mr. Maier, you recall the question I asked

Mr. Schlesinger about the treatment of large industrial users which
in many instances use as much energy as small utility systems. I also
pointed out that Congress has in many instances in the past treated
these users as utilities. Mr. Schlesinger gave some rather strong argu-
ments as to why that should not be the case and why they should
not be so treated. What are your views on this matter?

Mr. MAIER. I disagree with him completely. The powerplant we
have outside of New Orleans is one of the largest privately owned
industrial powerplants in the United States. It is a plant that is
capable of supplying most of the major cities in this country with
all of their power.

This plant alone could supply a city of 750,000 to 1 million people
with all of their power requirements. It is the same as a utility for
all practical purposes. We just happen to use the power to make
aluminum rather than supply energy to homes. I think the same
problems exist.

He implied that the utilities were regulated and business was not
regulated and that was the difference. I was disturbed with that be-
cause I though it was in conflict with what the administration has been
saying. The administration has been saying that the program is not
very inflationary. If his implication is that private industry can go
ahead and raise prices to offset those costs, I think that is disturbing
and an indication that the program is extremely inflationary. As I
indicated, to pay for the increased taxes in 1979, Kaiser would have to
increase the prices of aluminum 20 percent just to cover the costs of
the gas and oil consumption tax. I consider this extremely inflationary.

Representative LONG. Members of the Ways and Means Committee
asked Secretary Blumenthal to comment on the energy plan's in-
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Ha'ionary impact on the aluminum industry, in particular. Mr. Maier,
perhaps you can give us the benefit of your views on this. Secretary
Blumenthal said, in his opinion, that the studies showed the in-
flationary impact would be around 4 cents a pound. How does that
relate to your studies?

Mr. MAIER. I do not know the basis for his calculations. Our calcula-
tions show that over the period 1979 through 1987, we, our company,
would have to have a price increase of approximately 15 percent start-
ing in 1979 to cover that entire period of time. As I have indicated, in
the early years we pay the high tax but cannot use the money to build
coal plants. So we do not get significant rebates. Therefore, if you
just look to 1979, you would have to have a price increase of ap-
proximately 20 percent to equate in that year. Over the period of time,
it would be approximately 15 percent.

I do not know where he received his figures. I am using our calcula-
tions, averaged over our entire system. Our costs in Louisiana would
go up considerably more than that. Averaging over our entire sys-
tem, brings us to the lower figure I indicated here. I do not know where
they received their figures. I would be very happy to discuss the
figures with them or anybody else. I think our figures are quite
realistic.

Senator KENNEDY. Mr. Maier, the recent data by Charles Rivers &
Associates indicates that the power costs comprise about 10 percent
of the costs of making aluminum in 1969. This may increase, let's
say, about 20 percent. Now, the industrial oil and gas consumption tax
would add about 15 percent to the price of oil, perhaps somewhat more
to the price of gas. So, if we assume a 15-percent rise and a 20-percent
cost component, we get a 3-percent rise in total cost. Yet, you state you
would raise prices by 20 percent. Could you explain the figure more
fully?

Mr. MAIER. I have simply taken the administration's bill, projected
what it would do to our costs, and divided those costs by the total
pounds we would produce in our entire system; that is, averaging those
cost increases over our entire system, even in those areas where our
costs would perhaps not increase.

Senator KENNEDY. Could you submit a more full explanation of
that?

Mr. MAIER. We would be happy to submit to the committee addi-
tional information on that; yes, sir.

[The following information was subsequently supplied for the
record:]

KAISER AL-UMINUM & CHEMICAL CORP.,
May 31, 1977.

HIon. EDWARD M. KENNEDY,
U.S. Senate,
Washington, D.C.

DEAR SENATOR KENNEDY: Last week in our discussion of the inflationary im-
pact of President Carter's energy proposal before your Energy Subcommittee of
the Joint Economic Commtitee, I indicated I would provide further information
on the effects of the proposed natural gas consumption tax on Kaiser Aluminum &
Chemical Corporation's ingot costs. As you recall, I indicated that Kaiser Alu-
minum would require a 20% increase in aluminum prices in 1979 to offset the
effects of the proposed energy consumption tax. You asked me to elaborate on
this point, indicating that approximately 20% of the cost of aluminum is energy
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and with a 15% increase in cost from the proposed taxes, the impact would only
be 3%.

The 20% figure represents a 1979 Kaiser Aluminum impact and was derived asfollows:
Estimated 1979 cost of the President's energy program to Kaiser Alumi-

num & Chemical Corp., including the net effect of coal conversion
rebate (million)… -$172

Kaiser Aluminum's annual U.S. aluminum sales volume (billion lb.)------ 1.7
Program cost per lb. of aluminum (cents)----------------------------- 10.1
Percent increase in ingot price required to offset the taxes (present ingot

price is 51¢ per lb.) (percent)…-------------------------------------- 19.8
The average effect on Kaiser Aluminum over the years 1979-1985 would be-approximately 15%, as I indicated in my testimony.
Energy costs differ widely between plants and regions, depending upon energy

source; however, we estimate the average energy cost of producing aluminum
ranges from 20 to 30%. This component of the figures you quoted is reasonably
close. The problem lies in the increase which will come from the President's energyprogram. In his proposal, the oil and natural gas consumption tax will be derived
as the difference between the present delivered cost of natural gas or fuel oil and
a figure which is tied to the national average price of distillate oil. In calculatingthe effective oil and gas price which consumers like our corporation would pay,
the Administration used a national average distillate oil price in 1979 of $3.00per million Btu's. They assumed this would rise to $3.30 by 1985. Using the Ad-
ministration's formulas, this would result in the following effective natural gascosts to large consumers:

Effective natural
Administration gas costs including

Base distillate proposed the tax (per thou-Year oil price adjustment factor sandfcubic feet)

1979 ------------------------------------------------- 5$3.00 $1.05 $1.95.1980 ------------------------------------------------- 3.05 .40 2.65.1 981 ------------------------------------------------- 3.10 .35 2. 75.1982 - - - - - - - - - - - - - - - - - - - - - - - -- 3. 15 .25 2.90-1983 -3.20 .20 3.001984 _ 3.25 .15 3.101985 and after…3.30 .00 3.30

We believe these base distillate oil price figures may be significantly low, andthat the resulting natural gas costs will be proportionately higher. However, wehave used the above figures in calculating the 20-percent impact in 1979.
Kaiser Aluminum has a number of long-term natural gas contracts in Louisi-

ana, negotiated in the mid- and late 1960's, which have a fixed price and are lowin terms of current-day market prices. Our largest facility, the Chalmette reduc-
tion plant, was construted during the Korean war at government request. All ofour large Louisiana investments were originally made to utilize natural gasXwhich at the time was a by-product of crude oil production. The Administra-
tion's proposed natural gas tax applied to these contracts would cost Kaiser
Aluminum several hundred million dollars. We believe we are typical of many
other important industries and utilities which have located in the Gulf Coastarea to take advantage of natural gas. The impact of these steep taxes on air
these industries would be very damaging.

As I indicated in my testimony, the imposition of the natural gas and oil con-
sumption taxes at the early date proposed by the President is counterproductive.
If the tax were imposed beginning in 1979, we would be facing heavy and highly
inflationary tax burdens and the resulting draining of large sums of money at
the very time we need it to try to expand to meet energy-stimulated market de-mands and to convert to alternate fuels. Since we are already committed to con-
verting these facilities to alternate fuels by 1985, the imposition of this tax can
not materially affect our timetable. We urge the deletion of the consumption tam
from the plan. or, at the very least, deferral of the effective date to 1985.

Sincerely,
CORNELL C. MAIR,

President and Chief BEecutive Offlcer.
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Senator KENNEDY. Mr. Lewis, why have you not switched to coal
before?

Mr. LEWIS. The reason we have not switched to coal before is that on
each of the plants that we were building, we were looking at the
lowest cost source of fuel to produce the lowest cost to our electric
consumers at the time we were designing the plant and committing to
construct it. In the case of all our plants up until the coal-fired plant
we now have under construction, other fuels were available and were
lesser in cost, and there was no way we could explain to the State Pub-
lic Service Commissions on the one hand or our customers on the other
why they should pay more for a fuel we chose that was more costly
than some other option that was available to us.

We went in 1967 to a nuclear plant which was the first such com-
mitment by any utility in the whole South and Southwest area of the
country because our studies showed at that point in time that it would
be lesser in cost for the life of the plant than the traditional gas and
oil that we burned in that area. We are very pleased, in hindsight,
with that decision. All our decisions do not turn out that well. That
one has been proven by time to have been a very good decision. It
now produces some of the lowest cost energy on our whole system. I
wish we had put in two then rather than one.
* One other comment I would like to offer if I might, Senator, relat-
ing back to Mr. Schlesinger's comments is this question of equity in
the impact of the oil and gas user taxes insofar as utilities are con-
cerned. It seems quite clear to me that the impact of this, if and when
it is collected from the customer, is going to be concentrated in the
Northeast, a bit in the Mid-Atlantic, the State of Florida, the Central
and Southwest part of the country, and California, depending upon
the mix of oil on the one hand or gas fuel in those areas.

Those people are going to bear the cost of this huge tax program
rather than the people of the Nation generally.

Senator KENNEDY. Why is that?
Mr. LEWIS. Because of the imposition of the taxes on the fuel. These

are the places where your oil and gas are used as major fuels for
electrical generation. The other areas are basically coal fueled al-
ready. Coal provides on the order of 45 percent. That is not precise,
but it is in that range of total fuel for the whole country.

So the people who are from the areas that are already coal fueled
are not going to have to pay any part of this tax. It is going to fall on
the others. I might mention that in the case of our own system, since
1970 we have spent about $180 million on converting gas-fired boilers
to the point where they can use oil on a continuous basis because of gas
becoming unavailable, even though we had contracts for it. Our cus-
tomers in that period of time from 1970 through 1976 have already
paid $610 million of additional fuel costs over and above what they
would have paid if our original contracts had all been performed. So
it is not as though we have been immune to any of the problems of the
changes in the fuel picture. We are already experiencing it, and we
think that if this burden of conversion costs on the one hand is to be
borne for public policy reasons, it ought to be generally distributed,
and yet the source of the funds for that conversion, according to my
understanding of the administration's program, will be from the cus-
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tomers who get the energy that is generated with oil and gas through
Youir oil and gas use tax.

Senator KENNEDY. Wlhat do you estimate it will increase in terms of
cost to your consumers?

Mr. LEwis. I am perplexed about that, Senator Kennedy. The figure
that Mr. Schlesinger used, $12 billion through 1985 for the industry as
a whole-of which $6 billion he said would be rebated, which would
-mean a $6 billion net charge to customers during that period, is about
three times higher than our figures.

Our figures for the whole industry are about $1.2 billion per year
for oil use and $50 million for gas use. So I have to go back and look
4it my numbers.

It may be three times as bad as I thought it was. [Laughter.]
Senator KENNEDY. Well, would you go back and take a look at it and

let us know?
Mr. LEwIs. You better believe we will be looking at it.
[The following information was subsequently supplied for the

record:]
The White House Energy Policy Staff has advised us that the impact of the

oil and gas use consumption taxes on the utility industry, cumulative through
1985 would be $7 billion gross tax. and $300 million net tax after rebate accord-
ing to their calculations. Our calculations indicate a gross tax of $2 billion
per year, which would amount to $6 billion through 1985; we are unable to cal-
culate the extent, if any, of the rebate for investment in facilities to replace or
phase out generating facilities using oil and gas.

Mr. LEwIs. There are two other aspects that he commented on briefly
that I would like to just say a word about. That had to do with the
question of utility rate design. I have a statement in my paper. The
principle espoused in the President's statement, and then in the pro-
gram, is that utility rates ought to be cost-based. I don't know what
they are talking about if they say that our present rate structures are
not cost-based to the maximum extent possible on the basis of presently
available information. We believe they are decidedly cost-based and
that it is an extremely simplistic approach taken by some people to
simply take the unit cost of energy per kilowatt hour, which is the unit
of measurement, and simply take what that figures out for various
classes of customers and say, "Well, one is paying twice as much as
another."

There are decided differences of costs of serving different classes of
customers. For instance, residential customers, who are the smallest
customers who require the most distribution facilities to reach them
and use in small quantities, are by far the most costly to serve.

In every study of which I am informed, trying to measure the earn-
ings contribution to the utility company of its various classes of cus-
tomers, almost invariably you find that the residential customers class
as a whole contributed less to the net earnings of the utility company
than do either commercial or industrial customers, even though their
units price as it may be figured out ultimately is less than the residen-
tial customer. The costs don't occur that way.

We agree wholly with the idea of having cost-based rates. We just
say let's be sure we get to the cost. It is a very complex subject, one that
we think ought to be left to the regulatory authorities who are charged
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wifh ti .-nsibiity and who have some expertise on their staff.
There is no easy answer to it.

We think it would be a mistake to apply some national rule which
might or might not fit the situation in various States.

One other aspect of that is the question of time-of-day rates, peak
load pricing. Some utilities have fairly good annual load factors,
meaning that their peak requirements of their customers in the sum-
mer and winter are kind of balanced. They are somewhere in the range
of 68 or 70 percent annual load factor. In the case of our companies it
is in the low 50's. The higher a company's annual load factor, the less
room there is to move load off of peak, which you have to build these
big, expensive plants to serve, into the valley, if you will.

Our people tell me that it is very possible that where you have a
high annual load factor, if you move a lot of load from the peak to the
off-peak, you could end up actually having to build additional generat-
ing capacity in order to provide adequate reserves. It is very complex.

I would hope that the Congress in its wisdom would not try to sub-
stitute itself for the people who spend full time struggling with these
problems in the light of the peculiar circumstances of a State and the
service area of each of the utilities they regulate.

Senator KENNEDY. OK. Well, you have raised many troublesome
questions and brought them to our attention. I think there are impli-
cations here in terms of the economic situation in the country that are
extremely significant. Obviously they are ones which we are very
much interested in. I hope we would be able to work with you in terms
of understanding these questions more closely. I want to thank you
very much for your appearance here.

Mr. LEWIS. In one parting shot, if I might, Senator, we felt that
the program definitely slights the supply side of the energy equa-
tion, and that the American public would be best served if more at-
tention were given to how we develop the energy resources which we
do in fact have available in the United States so that we can have
adequate energy for Americans as they want it and need it.

Senator KENNEDY. Are you talking nuclear, or conservation?
Mr. LEWIS. I am talking about undue reliance on conservation. For

instance, we feel like there ought to be good insulation. We have pro-
grams for our customers. We will tell them what they need in their
house, things of this sort. We actually designed a type of construc-
tion in the State of Arkansas which was written up in one of the
Washington papers recently, which reduces the energy requirement
for heating and cooling, just those two applications, by up to 65
percent, compared to conventional construction.

We are committed to conservation. But, we don't believe we can
save ourselves into plenty. We ought not to waste. We ought to con-
serve what we can. But what we need to do in the nuclear era is move
forward with the breeder reactor technology so if and when it is
needed in the 1990's, we know how to do it.

There is now in storage-not speculated-in storage at Ports-
mouth, Ohio, Paducah, Ky., and Oak Ridge, Tenn., uranium U23s
which has a fuel value in the range of 10 to 20 trillion dollars, and
could meet our needs literally for centuries if we perfect and apply
the breeder reactor technology. The rest of the world is going ahead
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with the breeder. I think this is part of the message Mr. Carter got
in London. They are going to go ahead and use breeder technology.

If we deny ourselves that, we throw away from 10 to 20 trillion
dollars worth of fuel.

The shale oil in the Rockies is greater than the total Arab oil re-
serves, if we have the will to find a way to develop it and protect it
against being undercut by the OPEC countries where they have pro-
duction costs of half a dollar, or something like that. That is a risk
that you can't expect private capital to take.

There is a huge resource there.
In the South, in the water stratas, underlying the northern Gulf of

Mexico, south Louisiana and south Texas, it is believed-and I em-
pkhasize the "believed"-that there is more dissolved methane, the
principal component of natural gas, than all the natural gas that has
been developed in this country up to this point in time.

We need to be determining first whether it is there, and how we
can extract it.

I would say to you about coal-everybody says we have hundreds
of years' supply-and yet the chances are we may not be able to pro-
duce what we need for the next 10 years. I say we are not a Nation
deficient in energy sources.

This is not even touching fusion and solar and geothermal, which
we obviously ought to be moving to prove out and to develop, but we
need to put more emphasis on the supply side rather than thinking
about becoming an austere society through continual cutback, cutback,
cutback.

Frankly, I don't know anybody who wants to go back to the good old
days of the wash pot out in the back yard, or the oil lamp on the
mantel.

Excuse me. I get wound up on this.
Senator JAvrrs. Could I ask you a question in that regard? Isn't

the problem-that is what the administration is addressing itself to,
how to piece today to tomorrow until we get this halcyon period
you described. I thoroughly agree with you. I am not a bit afraid by
investing money. I am not a bit scared by $11 billion in a society that
has a gross national product of a $1.750 trillion. That is just beyond
me.

So we have to become accustomed to the concept, but the coal prob-
ably is only to tide us over until that time, and we really have to do
both. That is my only point.

Would you agree with that?
Mr. LEwIs. I certainly agree with that. In the case of our own sys-

tem. I can illustrate that, Senator Javits. We have six baseload gen-
erating plants under construction right now for service between now
and 1984. Four of them are nuclear: two of them are coal. We have
also committed for two more coal plants. We think you have got to
ride both of these horses.

Senator JAVITS. Now, isn't the real guts of that-because we are
going to-at least I don't believe-that we are going to go with the
administration quite the wav it wants us to go on this whole tax
structure. Isn't our real problem, then, to deal both with facilitating
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these various moves which are to be made now, including coal con-
version, and the big new investment through capital? Bearing in mind
that we spent at present prices $200 billion a year in World War II
and it didn't make us poorer. It made us richer.

The question is what do you spend it for. How much brains do you
use? Do you get it back? The RFC ended up with a profit, a big profit.
I think that is where our thinking is deficient. That is why I wel-
come the enterprise and vision of businessmen like yourselves.

Could I ask you, therefore, this question: Given necessary financing,
and considering what you said about energy from the nuclear base
which I think is terribly important, because we have been blocked in
that for years by many well-meaning people but they are not doing
us much good.

Is it a question of financing, and do you believe that the necessary
financing is possible, or must come from Government?

Mr. LEWIS. I think that in most cases the private economy can pro-
vide most of the capital if it is given an opportunity to earn sufficient
income to service that capital. In the case of our own system, the coal-
fired plant that I mentioned, which is located near Redfield, Ark.,
has two 700-megawatt units. We had to shut down the construction
project there simply because our earnings in that company under
a restrictive regulatory climate got so low we couldn't continue to
sell mortgage bonds under the earnings test of our mortgage indenture.

The problem is that you end up in the utilities with such a huge
proportion of your total capital that you have raised from investors in
projects that are still under construction, which are not permitted in
most cases to earn currently, that you cannot show enough good earn-
ings other than the book accounting figure of allowance for funds used
during construction. I apologize for even referring to it, but it does get
into the picture. We don't have enough good earnings, cash earnings, if
you will, to carry out the financing.

In the utility area, I think it is extremely critical that all of the cap-
ital invested in the business be earning currently because you have to
pay interest and dividends currently. In the case of -most of these big
energy projects, they are terribly costly. The figure of "a billion dollars
per" just seems to roll out.

We are interested in a slurry pipeline project, $750 million for a
pipeline project.

I.think that money can be raised in the private sector if there is real
assurance that it will pay out, that the cost of servicing that capital and
amortizing a plant with a fair return to investors can be expected.

Senator JAVITS. Well, if I may, Senator, ask one question of Mr.
Maier: You say in your prepared statement:

While it is true that the administration's bill provides for credits against the
oil and natural gas consumption, taxes for investments in alternative energy prop-
erty, these would be of little benefit in the early years.

If it would be possible for us to fake maximum advantage of the credits, our tax
payments would exceed the credits by more than 100 percent.

You say if it were possible for us to take maximum advantage of the
credit, what do you want us to do with this?

Mr. MArER.. I think what we are saying here is that during the period
1979 through 1985, assuming we could use all the credits that were
available to convert to coal, we would still pay $700 million in taxes in
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excess of the rebates we received. We think the thing to do here is the
thing that Senator Bentsen suggests. It is to delay the time that the
gas consumption tax starts.

Senator JAvrrs. So you could use that as capital?
Mr. MAIER. Yes, sir. We would be paying taxes in the earlier years,

but we really couldn't spend the money in the early years. There would
be a net outflow to our company.

Senator JAvrrs. Could that be conditioned upon some form of good-
faith effort; that is, by contract commitment, planning commitment to
the construction of new facilities?

Mr. MAiER. I think it definitely could. Also, there should be a provi-
sion for carryforwards on those taxes. That would be a way of doing
it. It means they wouldn't be available unless you went ahead with the
project.

Senator KENNEDY. What are you talking about in terms of a tax
subsidy? What magnitude for the new plant?

Mr. MAIER. A tax subsidy?
Senator KENNEDY. Yes.
Mr. MAIER. To convert our coal facilities in Louisiana would cost

approximately $450 to $500 million.
Senator KENNEDY. Of which how much would be taxable?
Mr. MAIER. I assume we would get credit for all of that. We would

pay taxes in excess of that amount. The taxes would be considerably
higher than the 100 percent I mentioned in my statement.

Senator KENNEDY. Thank you very much.
Mr. MAIER. I would just like to make a final remark, if I may,

Senator.
I know it is part of the administration's program, but I am dis-

appointed it hasn't been emphasized. I think it is well acknowledged
that one of the best ways to save gasoline is to enforce the 55-mile-an-
hour speed limit. It is also recognized that it saves lives. This, it
seems to me, is a very easy thing to enforce. I hope Congress will put
some emphasis on that program to save gasoline and lives.

Senator KENNEDY. Thank you.
Mr. LEwIs. Thank you very much, Senator.
Senator KENNEDY. Our next witnesses are Hans Landsberg, from

Resources for the Future, and Philip Mause, of the Environmental
Defense Fund.

We will include your prepared statements in the record.
I think it would be useful to comment on what Mr. Schlesinger had.

to say.
We will start off with Mr. Landsberg.

STATEMENT OF HANS H. LANDSBERG, CODIRECTOR, ENERGY
POLICY RESEARCH, RESOURCES FOR THE FUTURE

Mr. LANDSBERG. To begin with, I find there is a contradiction be-
tween some of the attitudes on the future OPEC price on the one hand
and the vision of catastrophe because oil and gas are being rapidly
depleted. I don't think both can have the same odds of occurring.
My own view is that there is no doubt in my mind that the OPEC
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-nrie will risc. Nct catast-bu tiily, bUt it wil irise faster than infla-
tion. I find this, therefore, tobe a problem in the plan.

Second, while the large amount of rebating is motivated, I believe,
by two things, first, a matter of equity; and second, an attempt to
minimize the problems of inflation and depressing the growth rate
of the gross national product, that-

Senator KENNEDY. Would you bring the mike a little closer to you?
Could we have order, please.
Mr. LANDSBERG. While I assume that the amount of rebating to

the public that is in the plan is motivated by concern for equity
and also concern for not increasing the rate of inflation and not reduc-
ing the growth rate of the GNP, it does have, however, an offsetting
effect. That is, it does in some way, which is never specified, affect
the demand-reducing impact. That is, if I know I am going to get
reimbursed, it certainly has an effect on the amount of energy I will
consume, even though I am going to be faced with slightly higher
energy prices.

I think that is not specifically taken into account. I have seen no
calculations, although I am sure the administration has calculations.
They have after all, the largest model in the world. It would be use-
ful to find out what their ideas are on this dampening of the effect
through rebating. I think it is clear in the case of the gasoline tax, for
example, that if the tax were triggered a large number of people
would have a net gain from the gasoline tax rebate scheme.

Third, I would like to learn the expected size of coal consumption
in 1985. It is not clear in the plan. You can get four different figures if
you look closely. The 1,250 million tons that Mr. Schlesinger gave us
is the highest figure that has ever been given out as a tonnage figure.
Even that is on the low side. It does not take into account the low
Btu value of western coal, which is a factor we can not escape, and
probably underestimates the coal target of 1985 by 5 percent or so. We
simply need more tonnage in order to get the same heat value out of it.

On the same point-the whole question of reaching the coal target
about which he spoke-the plan adds an additional obstacle. We all
know the obstacles of manpower, Federal and State regulations, water,
stripping, transportation, et cetera. I won't go into those. But there is
a new one. That is the application of best available technolo.v to
coal-burning facilities. That means scrubbers, and it means scrubbers
for everybody.

Now the main advantage of western coal, which is far from market
and has a low heat value, has always been that it is low in sulfur, and
therefore utilities or industries that use it need not install scrubbers. I
think that by one stroke of the best available technology for every-
body that competitive edge has been blunted if not totally eroded.

On the other hand, if there is any chance at all of reaching the very
high coal target in 1985, it can only be done by drawing very heavily on
western coal. There is no other way. It is the western coal where mines
are planned now to produce 10, 15, and 20 million tons per year. Most
of them are surface mines. Most would have very few labor problems,
if any. Whereas. if yon go east of the Mississippi, you will have largely
underground mines. You will have small mines. I think the largest
underground coal mine now operating is not quite 5 million tons. You
would have very slow growth with such mines.

21-336-78 12
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Since the energy plan intends to shift that competitive edge, it frus-
trates, at the same time, any idea that the coal target could be reached
which one might have entertained until that particular aspect arose.

Now, the motivation is quite clear. I don't quarrel with that. It is
the maintenance of environmental quality, and it leads to another
problem; that is, the administration is not facing any kinds of trade-
offs. It does not even discuss them. It has monolithic goals both in
quantities and in philosophy. There is nowhere in the plan any dis-
cussion of what might have to give. In this instance, the clash is very
obvious: Between environmental quality, not letting it deteriorate any-
place, and reaching a coal target that will enable us to reduce our oil
and gas consumption. This is a very tough problem that is not being
faced in the energy plan.

Next I would like to deal with the administration's refusal to con-
template unifying oil prices 'but staying with tiers.

The great advantage of unifying oil prices and letting them go up to
the OPEC level is that one could do away with an enormously com-
plex administrative machinery, including invitations to loopholes,
maneuvers on the part of industry, and so forth.

I do not share Mr. Schlesinger's view that this would be giving the
producers what they do not really need. I think that poses the wrong
question. I think the right question is how much oil do you want pro-
duced domestically? You can produce some oil domestically at any
price. You can produce some oil at $2, $3, $5, and $10. If you were giv-
ing the OPEC price to the industry for all oil-and you can phase
this in over 2 or 3 years if you wish to, and probably ought to-that
would be the marginal price for domestically produced oil. You
would, in fact, create a great deal of rent income to the industry, and
the Government would be in a perfect position to scoop off whatever
part it desired. Even now, taxes syphon off a large share.

If, on the other hand, you import it from abroad, you are faced with
a $13 or $14 price, and you get nothing out of it as far as this country is
concerned, except oil, of course. You cannot "scoop" anything out of
that price. Therefore, I think that to maximize domestic production
is a very good deal; and one way of doing that is, in fact, to concede
the OPEC price, scoop off, or skim off, excess profits and be able to
dispense with the complicated machinery.

Saying that industry does not "need" that price is simply asking the
wrong question. The country needs it because it is cheaper, in terms of
resource cost, to produce the oil domestically than bringing it in, as the
Secretary has been saying. Keep in mind that the marginal cost of oil
is that of a barrel of imported OPEC oil; every single additional
barrel commands that price.

The next point is that some of the demand projections on the opti-
mistic side, especially, those involving insulation. This raises a general
point. In the entire program there is a heavy stress on conservation
through hardware. It is really a hardware-oriented conservation pro-
gram. If I turn down my thermostat to 60 and wear a sweater, I get
nothing. Yet I may be as conserving of energy as someone who in-
sulates and gets a tax rebate. I understand it is hard to deal with sub-
sidies if you don't tie them to something tangible like hardware. But
there are various process changes that do not involve hardware. The
plan's orientation toward hardware is something that troubles me.
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As for the targets in the 1985 plan for oil, gas, and nuclear, I be-
lieve they are all high. Having written about it, I will not go into the
detail, but I will be glad to answer questions.

In summary, my concerns and quarrels are, first, with the time hori-
zon of 1985 which is far too close. I think we ought to get off the 1985
time horizon. It simply means you have to squeeze developments into
-a time frame that makes the achievement unrealistic. I believe that is
'bad for the plan, for the administration and for the Congress which
-will be held responsible for it.

Next, I think the plan has unnecessarily complex mechanics; and it
is my judgment that they are introduced largely to get away from
seeming to favor the energy industries; that is why you go the tax
route, but then the incentive will not be there: although on the whole
the plan expresses a proper principle, that is, that the replacement
costs ought to be reflected in the price.

Third, I don't think the plan faces tradeoff questions anywhere,
*between environmental quality, growth, inflation, et cetera. What
worries me about this is that the plan therefore ends up with fixed goals
for 1985; goals that the administration is asking the Congress to sub-

-seribe to, for example, the 6 million barrels per day imports, 2 percent
demand growth, et cetera.

I do not like to see these fixed rates. Moreover, I believe they are all
optimistic. all overstated. I would much rather see the Congress change

-these, first of all to reasonable quantities: and second to reasonable
ranges. What I fear is that if it turns out, 2 or 3 years from now, that
-these are not achievable targets, we are likely to get into a panic and
.come to far more unattractive mechanisms in order to save these goals.
'Thinking in ranges and tradeoffs would save us that trouble.

Thank you.
Senator KENNEDY. Mr. Mause.

STATEMENT OF PHILIP S. MAUSE, STAFF ATTORNEY,
ENVIRONRMENTAL DEFENSE FUND

Mr. MAUSE. Thank you, Senator.
Just by way of very brief background, my career as an environ-

-mental attorney has probably been somewhat unusual. I have been
-engaged mostly in efforts to promote energy conservation-most spe-
cifically through pricing reform, and utility rate structure reform at
-the State level. We have been before a number of State commissions
over the years advocating the adoption- of marginal cost pricing.

In reaction to Mr. Schlesinger's comments, we share Mr. Schles-
inger's overall view- that the -short-term alternatives available to the
United States increasingly appear to be nuclear power, coal, OPEC
.oil, and energy conservation including within energy conservation,
solar heating and cooling. For this reason, we feel that it is an impera-
-tive objective of the environmental movement to encourage rapid
implementation of an energy conservation strategy.

We applaud the President's commitment in principle and in practice
to the notion of replacement cost pricing. I think the case is made
.eloquently in the National Energy Message. ...
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As I discussed in my prepared statement, I feel that we will never
resolve the energy problem in the United States unless we have a com-
mitment to replacement cost pricing.

The energy market is peculiar and requires Government attention
because it is largely dominated by regulated monopolies whose earn-
ings are limited to a fair rate of return on existing investments.
Roughly one-half of the energy in the U.S. economy is sold through
regulated electric or gas utilities which do not operate in any sense in
a free market form which would guarantee that their current prices
equal or approximate replacement costs. We thus have a situation in
which prices for energy in many parts of the country are dramati-
cally below replacement costs.

Just in response to Mr. Maier's comments, let me give you a brief
example.

The price of natural gas according to a recent FEA release in theFederal Register in the southwestern region of the country, which
includes Arkansas, Louisiana, New Mexico, Oklahoma, and Texas, to.
industrial users is $1.25 per thousand cubic feet.

Senator, you are probably aware that in your region of the coun-
try the price is substantially in excess of that. Without any changes in
national energy policy, the price in the southwestern region is pro-
jected to go up 94 percent in real dollars, not counting inflation,
between 1977 and 1987. So an aluminum industry, based upon $1.26
per thousand cubic feet natural gas, and producing aluminum proba-
bly used partially to produce nonreturnable cans is not really part of a
stable economic future for this country anymore.

Let me just review the implementation of the replacement cost
pricing strategy and our reaction to it. We generally agree with what
has been done with petroleum pricing. We have some disagreement in
the natural gas area. On the supply side, it appears that we will con-
tinue to have two prices for new sources of natural gas production.
Conventional producers will be limited to a price in- the $1.70 to
$1.75 -area while we will continue to add liquefied natural gas and
synthetic naural gas at prices ranging between $3.50 and $5.50 for new
sources.

If some of that liquefied natural gas could be replaced by some con-
ventionally produced natural gas which would cost $2.50 a thousand
cubic feet, we would all be much better off. This will not happen unless
the price for new conventional sources of natural gas is allowed to rise
closer to the replacement cost price. In my testimony I deal in more
detail with what we think the formula would be for arriving at such a
price, but our general reaction is that it would be above the price cur-
rently set in the administration's plan.

Simultaneously, we would continue tight restrictions on the addi-
tion of SNG-the conversion of petroleum to natural gas-and LNG
additions to the supply.

With respect to electricity, I think the administration and the coun-
try faces a very critical dilemma. I agree with Mr. Lewis' comments
that the situation varies tremendously regionally, and that to state that
rates should be based upon costs is a very simplified statement of an ex-
tremely complicated problem. But leaving the problem of electric
utility rate structure completely to State regulatory commissions opens
the door to industrial blackmail, as industrial users of electricity about
to be faced with the full costs they are imposing on the system threaten
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to leave the State and take jobs away. I think this is the kind of situa-
tion which prompts a need for national standards. Electricity-under
any plausible scenario-is going to become a more and more important
part of our energy mix. Roughly one-half of the increment in energy
added between 1977 and 1985 will be in the form of electricity. For this
reason it is essential that electricity rate structure be rationalized. The
basic dilemma is that electric utilities are limited to a rate of return on
relatively inexpensive embedded capacity which does not allow rates
to rise to the level of the marginal costs of expanding that capacity.

My testimony contains an illustration from a recent Fortune maga-
zine article showing how an industrial user, because he was confronted
with a low average price rather than the marginal price of new elec-
tricity capacity expansion, determined not to make an investment in
cogeneration which would have saved considerable oil, considerable
capital in the long run, and would have reduced air pollution. This is
because the rate was simply too low to call forth the appropriate en-
ergy conservation investment from an industrial customer. I make it
a practice to subscribe to the publications that are issued to industrial
users of energy. These publications are constantly ifilled with various
technologies which promise to reduce energy consumption by indus-
trial users. Very frequently the stories describing these technologies
indicate that while the technologies are widely adopted in Germany,
Japan, or Sweden, they are not being adopted in the United States be-
cause they are too expensive.

In many, many cases this simply means that electricity and nat-
ural gas being sold to industrial users is too cheap.

With respect to State-Federal relations, we would also propose that
the "finders keepers" formula for natural gas be adopted to give State
utility commissions the option of reducing residential consumption
and keeping the gas which they generated through conservation efforts.
We would also propose that the tax incentive formula for energy con-
servation investments be revised to give greater advantages to a State
which elected to adopt the plan proposed by William Rosenberg of the
Federal Energy Administration to allow for direct utility investments
on the customers' side of the meter.

In summary, we feel energy conservation technologies have to be a
key part of the solution. Cost comparisons for-between solar water
heating and new sources of electricity in areas that have summer peak-
ing electric utilities-indicate that solar is a very promising; but in
order to get there, to get to the conservation strategy, to get to solar
heaing, and cooling, we have to be rational about the prices of the
alternatives and get those prices as close to the level of marginal cost
to create a sufficient incentive.

I think my final remark would be that as we have viewed national
energy policy over the last 5 years, we have consistently thought that
the worst alternative, and one which we are very glad the President
has rejected, would be to subsidize new supply ventures and thereby
miarantee that energy will continue to be underpriced and therefor
inefficiently used.

Thank you very much.
Senator KENNEDY. Thank you, Mr. Mause.
[The prepared statement of Mr. Mause follows:]
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PREPARED STATEMENT OF PHITIP J. RAUSE

Thank you for the opportunity to testify concerning an issue of increasing
national importance.

By way of brief background, the Environmental Defense Fund is a national
environmental action organization of 45,000 members dedicated to the application
of scientific analysis (including economic analysis) to environmental and natural'
resource problems. We have a staff of some 20 attorneys and scientists located in
offices in Berkeley, California; Denver, Colorado; New York, New York; and'
Washington, D.C.

The Environmental Defense Fund is in some respects unique. We have devoted'
a substantial portion of our staff resources since the early 1970's to the demand
side of the energy problem. Even before the OPEC embargo, EDF staffers andl
Trustees realized that unless some effort was made to reduce the rapidly increas-
ing demand for energy, It would be difficult for the country to pursue a sound'
environmental policy. We determined that it would be more useful for us to
devote our limited resources to efforts to increase the end-use efficiency of energy,.
rather than the piecemeal effort to wage environmentalist battles against specific-
supply projects. This insight was In part due to our feeling that stopping any
single supply project would simply Increase the pressure for its alternatives-
in the absence of a concerted effort to understand and modify the rapidly increas-
ing demand for energy which this country experienced in the 1950's and 1960's.

As we analyzed the demand for energy, we began to see-even in the early
1970's and before the OPEC embargo-that the costs of new energy supply sources
were dramatically higher than the prices consumers were paying for energy.
This disparity between marginal (or replacement) costs of energy and the prices
confronting consumers led to economically inefficient increases in demand for
energy and the neglect of economically efficient technologies for end-use conserva-
tion. It is important to remember roughly one-half of the energy market of the
United States consists of regulated gas and electric utilities, and thus the normal
free market mechanism which generally guarantees that prices equal or approxi-
mate replacement costs does not operate in large sections of the energy market.

Our first efforts with respect to energy were interventions before the state
regulatory commissions and Federal Power Commission to assure that gas and
electric rates more accurately reflected marginal costs.

'My testimony today will attempt to trace the marginal-or replacement-cost
philosophy which the President has adopted as one of his principles for national
energy policy through the various legislative proposals included in the National
Energy Plan.

At the outset, I must say that we at EDF are encouraged by the President's
political fortitude in trying to attack the pricing dilemma which characterizes
the energy market. Energy conservation requires, as one of its supporting policies,
a commitment to replacement (or marginal) cost pricing. In our free market
and highly diverse society, there is simply no other mechanism as effective at
inducing people to use a commodity more efficiently as raising the price for that
commodity. The President's willingness to pursue this policy-in the face of
obvious political difficulties-indicates substantial political courage. It evidences
a concern for those who are unrepresented by the various special interest lobbies
which dominate Washington-future generations of Americans, those Americans
presently unemployed who will obtain jobs due to the increased economic growth
in the energy conservation sectors of the economy, and the American taxpayer.
who would face an open-ended burden were we to embark on a strategy of
increasing subsidies for energy supply projects.

1. THE REPLACEMENT COST PHILOSOPHY

The pricing of energy is a particularly difficult problem for the United States.
This is because the United States not only imports enormous quantities of energy,
we also produce and have produced large quantities of energy domestically.
Unlike many other industrialized nations.- we have become accustomed to very,
very low prices for energy. In addition, it is tempting to average in those low
cost domestic sources of energy with the more expensive imports to produce
an intermediate price. In the end, this rolling-in of inexpensive with expensive~
sources of energy will only lead us further down the road to OPEC depend-
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eOce. It is vitally important to understand that increased consumption of
most forms of energy means-at the margin-increased requirements of energy
imports. Thus, the cost-or saving-to the American economy of an increase-
or decrease-in energy consumption is generally the price of energy on the
world's market. To maintain energy prices below that level is to encourage
inefficient use of energy and to render economically impossible those opportuni-
ties for the more efficient end-use of energy which will reduce our dependence
upon foreign sources. Under-pricing energy will lead us into a never-ending
spiral of administered shortages, dependence upon foreign cartels, makeshift
efforts to subsidize energy supplies, and environmental deterioration. As long
as we are unwilling to bite the energy pricing bullet, an efficient resolution of
the energy problem consistent with American free enterprise principles is
impossible.

I will now try to trace through our analysis of the application of the replace-
ment cost philosophy to various sectors of the energy economy.

II. PETROLEUM PRICING

In this area, the President's energy proposals faithfully incorporate notions
of replacement cost pricing on both the supply and demand side. The world
price of petroleum is used as the price signal both to encourage energy conserva-
tion measures and to reward new supply ventures. Thus, "exotic" sources of new
supply (oil shale) are given the world's market price (and no further incentive)
to encourage their development. Likewise, conventional new petroleum develop-
ment is given the same price. We view this as a rational policy. There does not
seem to be any justification for discriminating in favor of oil shale and against
conventional petroleum development.

Similarly, barrels of oil that are found through energy conservation and'
efficiency improvements by industrial users of energy are also rewarded by
receiving the world oil price. This is achieved by raising the effective price to
users to the level of the world oil price through a tax.

III. NATURAL GAS

In the natural gas area the President's plan tends to move the market toward
replacement cost pricing-but does not achieve the result nearly as quickly nor
as symmetrically as it does with respect to petroleum. Let us examine the
supply side first.

New conventionally produced natural gas will, under the President's plan,
receive a price in the neighborhood of $1.70-$1.75 an Mcf. This appears to be
much lower than the "replacement cost" of natural gas. Natural gas is-in
reality-"replaced" by OPEC oil. This occurs as industrial natural gas consum-
ers who are curtailed switch to petroleum products-and the increased demand
for petroleum occasioned by this switch results In increasing demands for
OPEC oil. Because this switch is not to crude petroleum-but rather to refined
petroleum products-the replacement cost of delivered natural gas is in reality
the Btu-equivalent price of a substitute refined petroleum product made from
OPEC oil. Interestingly enough, this seems to be the theory underlying the
"natural gas target price" adopted by the Administration for purposes of taxing
natural gas to encourage coal conversion.

It should be noted that the replacement cost of delivered natural gas is not
the replacement cost of well-head natural gas-the costs of transmission must
be subtracted. It is also arguable that-due to the environmental and handling
advantages of natural gas-an increment should be added to the petroleum re-
placement cost. On balance. it appears clear that the replacement cost philosophy
would suggest a higher price for new natural gas production than the price the
Administration has adopted.

While conventional producers of natural gas will not receive a price equivalent
to the replacement cost of natural gas-it appears that we continue to pay a
price for "exotic" sources of natural gas far in excess of the replacement cost
of natural gas. Thus, the plan appears to liberalize the standards for adding
SNG (from petroleum conversion) and LNG to the natural gas supply. New gas
from these sources generally costs between $3.50 and $5.50 an Mcf. It also involves
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increased dependence upon OPEC-and in some cases substantial environmental
risks. We would all be better off if we could replace some $4.00 an Mcf LNG
with some natural gas produced conventionally at a cost of $2.50. Unfortunately,
this will not happen as long as domestic producers of new natural gas are not
given a price equivalent to replacement costs.

The other important source of natural gas-energy conservation-must not
be neglected. We are becoming increasingly aware it is quicker, cheaper, and
cleaner, to produce new natural gas by insulating homes, retrofitting furnaces,
removing pilot lights, and adopting various energy efficiency improvement meas-
ures than it is to produce natural gas through virtually any of the available sup-
ply technologies. Once again, natural gas produced through improvements in
end-use efficiency should receive the same price as natural gas produced through
new supply production ventures. The Administration plan-in the long run-will
achieve this objective. But for a considerable length of time, rates to large users
of natural gas will remain significantly below replacement costs. The average
price -paid by an industrial user of natural gas who took directly from a pipeline
company was $1.12 per Mcf as of November, 1976. This is a price which is dra-
matically below the marginal cost-or replacement cost-of new gas supplies
being added to the system. We would have preferred a more immediate effort to
raise prices to the level of gas replacement costs.

IV. ELECTRICITY

Under the President's energy plan, and indeed under most plausible energy
scenarios, electricity will become a more and more important part of the
nation's energy economy. As is indicated in the National Energy Plan publication
issued by the Executive Office of the President with or without the President's
energy plan, by 1985, electricity will increase from roughtly 25% of the nation's
use of energy to roughly 33% of the nation's use of energy. Another way of
looking at this is to analyze the increase in national energy consumption between
19T6 and 1985 and the proportion of that increase which is accounted for by
electricity. Without the energy plan the increase is 11.3 millions of barrels of oil
per day equivalent of which 5.8 (roughly Y2) is due to increased demand for
electricity. With the plan, the increase is 9.4 millions of barrels of oil per day
equivalent of which 5 (more than Y2) is acountable due to increased demand for
electricity. Thus, electricity is destined to become a more important sector of
the energy economy of the United States, and therefore, appropriate pricing pol-
icies with respect to electricity will become more and more important.

The statistics cited above may appear to be abstract products of computer
printouts unless coupled with concrete details of current energy trends. A very
striking statistic-which is important for us all to reflect upon-is that while only
9% of American homes are currently heating with electricity, in 1976 roughly
50% of new housing units built were equipped with electric heating. The combina-
tion of high oil prices and new hookup prohibitions for natural gas has led to a
dramatic increase in the proportion of residential energy usage accounted for
by electricity. There is no indication that this trend will be abated in the near
future.

Electricity is sold by publicly or privately held utilities regulated largely at
the state level by regulatory commissions. These utilities are limited to a fair
rate of return on their existing capital investment-and the dominant issue in
most utility rate cases has been the level of earnings appropriate to achieve that
rate of return. It is fair to say that the general result of this process-in recent
years-has been rates for electricity which are dramatically below the level of
marginal (or replacement) costs.

Analysis of marginal (or replacement) costs for electric utilities is somewhat
more complicated than analysis of such costs with respect to natural gas or oil.
Such costs consist of: (1) the fuel costs associated 'with generating somewhat
more electricity at a given time; and (2) the capacity costs associated with
adding to the generation, transmission, and distribution system of a given utility
In response to increased demand. Thus, achieving replacement cost pricing for
various fuels does not necessarily guarantee replacement cost pricing for elec-
tricity-because the capacity component of electricity may not be priced correctly
even if the fuels used to generate electricity are priced correctly.

The past several years have seen rapid escalation in the costs of new electrical
generating capacity. Marginal cost studies, performed to indicate a level of rates
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necessary Lo give consumers tthe correct signal about the marginal (or replace-
ment) costs associated with increased use of electricity, have generally shown
that rates based upon a fair rate of return on embedded capacity are too low to
present consumers with a correct signal concerning the marginal costs associated
with the use of somewhat more electricity.

The Administration's proposals with respect to electric utility rate structure
go part of the way toward achieving marginal (or replacement) cost pricing.
They encourage-and in some cases require-peak load pricing for electric
utilities. This recognizes the fact that the marginal cost of electricity usage is
higher at times of system peak-because ussage at such times generally requires
the addition of more capacity. Peak load pricing is a concept which is already
achieving widespread acceptance at the state level. The Administration's pro-
posals concerning electric utility rate structure will further encourage the accept-
ance of this concept.

Even with peak load pricing, however, the rates charged by electric utilities
may still-in many areas of the country-be dramatically below the costs associ-
ated with additional use of electricity. The consequences of this disparity are not
trivial. A recent example presented in an article concerning energy conservation
in Fortune Magazine indicates the kind of inefficient investment incentive caused
by the existence of this disparity:

"Late last year, a major cement company investigated buying a co-generating
system to tap waste heat from some of its kilns and generate 4,700 kilowatts of
power. The cost of the equipment would have been around $2.7 million and the
'fuel,' of course, would have been free. But partly because of the low 'average'
price that the company currently pays for purchased power, it decided against
the project even though the purchased power is subject to unforeseeable rate in-
creases. Even so, the rate of return on the co-generation project would have been
a very attractive 22 percent. But this company, like many, had a double standard,
-insisting on a 30 percent return from cost-cutting projects while settling for
only 15 percent on those that expand capacity.

"What made sense to the cement company, however, makes no sense for the
country. An equivalent amount of new generating capacity, including fuel-supply
facilities, transmission lines, etc., will eventually have to -be built, at a cost of
more than $7 million to the electric utility that supplies the company's power.
Thus the nation will waste at least $4 million of scarce capital, burn the equiva-
lent of 180 barrels of unnecessary oil per day, and get some additional air pollu-
tion in the bargain." (Fortune Magazine, May 1977, p. 198)

The kind of decision illustrated above-and recurring hundreds and thousands
(and perhaps even millions) of times, as consumers decide to purchase appli-
ances of various efficiency levels, determine to make investments in energy con-
servation technologies, and make day-to-day decisions about electricity usage-
will result in an economically inefficient excessive demand for electricity. This
will produce an inefficient distortion in the capital market toward investments in
central generating facilities, insufficient incentive toward energy conservation,
and an economically sub-optimal pattern of investment.

Unfortunately, once we are aware of the dilemma, it is not simple to devise a
solution. The gap between rates (based upon embedded costs) and true marginal
costs varies tremendously in different sections of the country. In some areas,
rates may now be nearly at the marginal costs; in other areas of the country,
where cheap hydroelectric power is averaged in to produce a very low price-
while expensive nuclear or fossil fueled capacity is being added at the margin-
the gap may be enormous.

We recently analyzed the growth trends of a utility on the west coast, and
determined that a very significant factor in the gap between marginal costs and
current prices was the investment tax credit.

We would urge careful examination of this problem, and an effort to devise a
variety of strategies to ensure that prices more closely reflect true marginal
costs. These strategies might include: 1) a tax on kilowatt hour consumption of
electricity; 2) the inclusion of construction work in progress in the rate base of
electric utilities for the purpose of determining a fair earnings target: and 3)
where indicated by marginal costs, the adoption of progressive-or life-line-
rate for electric utility consumption to ensure that at least the "tail" blocks (to
which consumers respond when determining whether to use more or less electric-
ity) reflect marginal costs.
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V. STATE/FEDERAL RELATIONS

Because both gas and electric utilities are largely regulated at the state level,
we believe it important that the states be given a rational set of incentives by
the Federal government to regulate these utilities so as to maximize economic
efficiency. There are a number of talented and energetic people operating at the
state level-but they are increasingly frustrated by the irrational policies of
the Federal government in fashioning sensible energy policies. Let me give two
important examples.

Natural gas distribution companies-through which a large percentage of the
natural gas in the United States is sold-have both their rate structures and
investment policies regulated by state utility commissions. Many of these com-
missions-especially in light of the events of the past winter-are aware of the
need to conserve natural gas. Unfortunately, the present array of policies adopted
by the Federal Power Commission gives states little or no incentive to adopt
policies promoting natural gas conservation. This is because gas conserved in
one state (through an insulation, retrofit, or pilot light replacement program)
is likely to be reallocated to another state. It is vital that we adopt a "finders-
keepers" policy-which gives each state the incentive to use gas efficiently. In
the event of an emergency, excessive gas from one state could be transferred to
another state-but only at a free market price. The adoption of such a policy
might render less necessary efforts to adopt Federal standards for natural gas
rate structures promulgated at the state level.

Last winter, the Federal Energy Administration unveiled on interesting
proposal for implementing energy conservation. Under this proposal-"Energy
Conservation Investments Be Considered A Natural Gas Supply Option," pro-
posed by William G. Rosenberg, Director, Energy Resource Development, Fed-
eral Energy Administration, December, 1976-natural gas distribution com-
panies would be allowed to make investments in energy conservation under
basically the same standards which are applied to investments in new energy
supply. The utility would pay for insulation, furnace retrofit, pilot light replace-
ment, and other energy conservation measures which would conserve natural

gas-and thus produce gas in just as real a sense as in investments in liqulfied
natural gas, SNG, or new conventional production. The cost of the energy
conservation investments would be spread over the price of all gas sold by the
utility.

This is a concept which we at EDF have long advocated. Indeed, we would
extend this concept to investments by electric utilities and to investments in
solar heating and cooling by both electric and gas utilities. This plan makes~energy conservation available to the poor immediately-something which tax
credits for energy conservation do not accomplish. It also resolves the extraor-
dinarily complex problem of energy conservation in the landlord-tenant situa-
tion. We have agonized over this problem for a long time-there is simply no
easy way to give both the landlord and the tenant the correct economic incentive
to adopt energy conservation measures. Finally, it does not involve the creation
of a Federal bureaucracy-or the appropriation of one penny of Federal money.
It also allows the utility (supervised by the state regulatory commission) to
achieve equality between investments in new energy supply and investments in
energy conservation-that is, a gas utility which is adding $3.37 per Mcf liquified
natural gas can simultaneously make investments in energy conservation (insula-
tion, furnace retrofit, etc.) which are cost-effective at $3.37 per Mcf. In the
absence of such a program, it will be difficult to cause such investments to occur
unless all consumers are charged $3.37 per Mcf for all gas used.

Federal policy should probably be to leave it open to state regulatory
authorities to determine whether or not this plan makes sense as a local option.
It is probably not appropriate for the Federal government to force this option
upon state regulatory authorities.

In order to give state regulatory authorities the maximum freedom of action
to determine whether or not to adopt this type of program, it is necessary that
Federal tax policy be neutral with respect to the adoption of this program. It
appears that the President's energy plan would create some disincentives which
would discriminate against a state which elected to adopt this program. Most
-importantly, the tax credit provided to energy consumers who make energy
conservation investments might not be available to states which had elected to

adopt this program. For example, if a state determined to adopt the program
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~and allowed the lutility to make Iuvestments on the customer's side of the meter,
the energy conservation tax credit might not be available. We would suggest a
provision in the energy plan which would allow investment tax credits to be
,utilized by every energy consumer served by a utility which was allowed to
-adopt this plan. The consumer would be allowed to utilize the tax credit for that
portion of his electric or gas bill allocable to the utility's investments in energy
-conservation. Thus, the state would be given an unbiased incentive to adopt
the program of energy conservation which it determined best fit its local situation.

It is important to note that there are important advantages associated with
the proposal that utilities be enabled to invest in energy conservation-it is the
,only way (short of raising all prices to marginal costs) to guarantee that energy
conservation investments at costs per unit of energy saved equal to new energy
supply are actually made. It should not be foreclosed by discriminatory Federal
ttax policy.

Vi. CONCLUSION

Energy conservation-a concept once viewed by some as radical or associated
-with "no growth" economics-has now become part of the conventional wisdom.
Its virtues are preached in the pages of Fortune magazine; it has become the
cornerstone of Federal energy policy.

Those of us who have worked for a number of years on its implementation
are at the same time encouraged and disturbed. Energy conservation is in serious
danger of becoming one of those catch phrases-diluted by political rhetoric,
Madison Avenue promotion, and media oversell-which loses all substantive
meaning through reduction to a lowest common denominator.

The technologies (more efficient appliances, cogeneration, industrial invest-
ments in end-use efficiency, and solar heating and cooling) for using energy more
wisely are available now. Their implementation requires investment decisions
made by literally millions of businessmen, homeowners, and government officials.
Although the economic benefits to our society of having these investments made
-can fairly easily be demonstrated, there is no painless mechanism for causing
the decisions necessary to implement these technologies to occur.

Higher prices are never popular. It is essential to recognize, however, that
-once higher prices are rejected as a mechanism toward achieving energy con-
-servation-the alternatives are also very difficult. Utility investments on the
customer's side of the meter may not 'be popular in some quarters. Government
programs to provide subsidies to millions of homeowners and businessmen are
likely to be fraught with possibilities for corruption, bureaucratic delay, ineffi-
ciency, and increased government involvement in day-to-day consumer decisions.
'Government standard-setting-especially for the industrial use of energy-may
-add a bureaucratic burden to our already over-regulated economy.

Criticisms of the President's proposals should include concrete alternatives de-
signed to implement energy conservation. There is no simple, easy, and painless
way out of the hole which we have dug for ourselves by consistently underpricing
-energy. Thank you.

Senator KENNEDY. Mr. Landsberg, you mentioned in your article
that was in the Post recently, about the shortages of coal, coal produc-
tion. What do you think about the principal constraints, the constraints
in terms of production? Is it environmental standards? Is it coal cars?
Mines? Roadbeds? What are the problems?

Mr. LANDSBERG. I don't know that I can say what the principal one
is. I think at the moment the principal prospective deterrent is again
-demand because of the widening of the application of the scrubber and
-therefore the decided slide in the competitiveness of western coal and
the impossibility of getting enough coal out of fields east of the
Mississippi.

Senator KIENNEDY. What is your reaction. Mr. Mause?
Mr. MALusE. I am not very familiar with the coal market. I think one

factor reducing the demand for coal in the last 2 or 3 years between
'earlier projections-well, Senator, I was about to say one of the factors
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reducing the demand for coal was the reduced demand for electricity
we have seen in the last 3 or 4 years.

I think demand projections of electric utilities have gone down
dramatically since around 1973. How that balances with the scrubber
in terms of reducing the demand for coal is something with which I
am not very familiar. Simply increasing the demand for coal by in-
creasing consumption of electricity, although it does increase our coal
production, is not necessarily a desirable thing. There is a danger
that we will lose sight of the ball here. The objective is to reduce
consumption of oil and gas, and I think that is consistent with a
very aggressive conservation effort with respect to electricity.

Senator KENNEDY. Mr. Landsberg, you mentioned about hardware
and the emphasis on it. Do you have any suggestions about things
that ought to be included to move us in a different direction?

Mr. LAN-DSBERG. Well, without the price spur, I think for the pri-
vate citizen, it is going to be very difficult, while for industry there
is a possibility of trying to assess energy savings in some way regard-
less of whether they are brought about by hardware or otherwise.
I think it is easier for industry than for the private citizen, private
consumer who heats or cools his house; but I do think it bears thinking
about because -we do not want particularly to push hardware. That
is the wrong way to go.

It is an old problem. I think it came up in the problem of pollu-
tion control where there had been a great emphasis on hardware, even
though there are other ways of dealing with it. Yet when you deal
with it in other ways, it becomes very difficult to prove that you are
in effect doing the right thing. It does encourage people, or gives them
an incentive, to buy a piece of machinery that has an invoice that can
be subjected to inspection on the basis of which you get some money.
I am simply mentioning this as worth investigating.

Mr. MAUSE. It is hard to think about a way of inducing the non-
hardware energy conservation effort without talking about higher
prices for energy. I think this is an area where at least in certain
regions of the country the lifeline proposal becomes attractive. It
tends to raise the price of energy at the margin where somebody is
deciding to use a little more or a little less by turning down his
thermostat or turning up his thermostat while keeping the total bill
relatively low.

I am not sure that is appropriate every place in the country. I
think it is appropriate where marginal costs are dramatically higrher
than embedded costs, perhaps in the Pacific Northwest, perhaps on
the TVA system.

It is striking that the parallel is drawn to pollution control, be-
cause the wviy of resolving that dilemma with respect to pollution
is quite similar. I would think effluent charges would be more likely
to lead to a better balance between hardware and other ways of re-
ducing pollution than any other scheme.

Mr. LANDSBERG. As a matter of fact, there is one general answer. It
was just suggested, and it derives precisely from the idea of an effluent
charge, an idea that has never gone very far. Like higher prices a gen-
eral "Btu tax" leaves the energy user totally free as to ways of getting
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out of that tax or paying little of it, or less and less of it. It leaves him
free to use less energy, to change equipment, or to change the process.
He can redirect the flow of heat from point A to point B which involves
practically no hardware. Or he can buy a new piece of machinery. I
think it is the whip of the tax in general that will be effective, and will
leave the person that is taxed wholly free as to how he gets to where
he wants to get; and where he wants to get is to pay less tax. That route
is not even being considered or being exposed to view by the adminis,
tration.

Senator KENNEDY. Thank you very much for your helpful testimony.
This concludes our hearing.

The committee will stand adjourned.
[Whereupon, at 12:27 p.m., the committee adjourned, subject to the

call of the Chair.]
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