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FEDERAL ENERGY ADMINISTRATION
WASHINGTON, D.C. 20461

January 18 , 1975 OFFICE OF THE ADMINISTRATOR

MEMORANDUM

SUBJECT: Analysis of Senator Jackson's Economic
Assessment of President Ford's Program

FROM: Eric R. Zausner

TO: Frank G. Zarb

There are a number of fallacious and irresponsible analyses
in Senator Jackson's release of today.

(1) The Senator's analysis uses a misleading estimate
of the number of households. He assumes 53 million families
of four when, in fact, there are 67 million households which
average closer to three people than to four. Using his
inflated total consumer costs but dividing by a more realistic
number of households, the cost is not $810 per family, but
only $640 per year.

(2) Senator Jackson's estimate of total consumer costs
is $43B of which $23.8 is associated with our oil proposals,
$17.2 with natural gas, and $2.3 with coal. He further
estimates that of the total $43B cost increases, energy
producer profits would increase by $14B.

(3) With respect to oil consumer costs, we do not
disagree with Senator Jackson's estimate of $23.8B of
consumer cost increases. However, his estimate of 2.2B of
additional producer profits is inaccurate. He mistakenly
assumes that the Administration's windfall profits tax only
applies to old oil. Hence, he shows increased profits on
0ld oil when it is decontrolled. This is absolutely correct.
However, imposition of our windfall profits tax would, in
fact, collect substantial profits on currently uncontrolled
0il. Hence, the net effect of our proposal is not increased
profits of $2B but an absolute decline of :$3B when the effect
of our proposal on both new and old oil‘afé”iﬁgluded.
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(4) Senator Jackson's natural gas estimate involves
perhaps the most extreme and inaccurate element of his cost
analysis. By our estimates, total consumer costs would only
be $7.6B not $17.2B and windfall profits to producers would
be $600M not $10B. The reasons are several-fold:

(a) A Foster Associates study indicates that
slightly over 1 TCF of intrastate gas can be renegotiated
in 1975 even with decontrol. This is less than half the
2.3 TCF that Senator Jackson estimates.

(b) Most important is Senator Jackson's estimate
that intrastate gas prices will rise to $2.21 per MCF and
that 60% of all intrastate gas contracts could be renegotiated
to that price. This is ludicrous. Current spot prices for
natural gas are about $1.50 per MCF. If Senator Jackson's
calculations were correct (that 60% could be renegotiated) and
given that world oil prices did jump to roughly $1.80 to $2.00
more than one year ago, then the average intrastate price
today should be $1.30 per MCF. 1In fact, it is only 50¢ per
MCF indicating quite conclusively that intrastate natural gas
prices will not rise dramatically as a result of our proposals.

(5) Senator Jackson assumes that half the total coal
producers will also increase coal prices by the equivalent
of the $2 per barrel excise tax on oil. By our estimates,
80% of all coal is under long-term contract where no such
escalation provision is allowable. Further, our current
belief that coal is limited by markets would indicate that
even the remaining 20% of coal producers might be unable to
renegotiate any increase profit as a result of higher oil
prices.

Conclusion

Senator Jackson's "conservative" estimates are overblown,

both with respect to consumer price effects and producer
profits. Based on more reasonable assumptions, we still believe
that average household prices will increase by under $250,
including both direct and indirect. The total CPI would still
be increased by under two percentage points.
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EXECUTIVE SUMMARY

Background

The Presidént has proposed a gradual removal of price
controls from "old" crude oil, at the rate of 1 1/2
percent a month for 12 months, 2% percent a month for
the next 12 months, and 3% percent a month for the next
15 months ending Novcmber 30, 1978. 1In addition, it is proposed
that there be a cap on all.: new oil of $11.50, on September 1, 1975.
and that the cap will increase at 5¢ per nonth beginning:
October 1, 1975. 1Initially this will cause a decrease in
the price- of crude oil at the refinery, but the average
prlce will increase more rapidly as the rate'of decontrol = .
increases. In the middle of 1976, the average price of cruds
0il due to the phased decontrol program will be
approximately equal to that_under the case of continued
controls. The ceiling would ensure that further OPEC
price increases would not trigger additional domestic
crude o0il price increases during the phase-out period.
Finally, the President has proposed other energy taxes,
" including a windfall profits tax on the revenues that
accrue to producers as a function of the decontrol of
old oil. The revenues from these taxes would be returned
to consumers to maintain consumer purchasing power in
the face of higher petroleum prices.

The reason for decontrclling old oil is to remove regu-
lations and the two-tier price system from the petroleum
industry market. These regulations have tended to imhibit
the production of new supplies of crude oil.

Benefits of Decontrol

With the decontrol of old oil, additional supplies of
domestic crude will be LOTthCOman over the next decade

In addition, the eventually hlgher energy prices caused by
decontrol will stimulate additional energv conservation by 1978.



Including the supply aspects of the program that the
President has proposed, approximately 1.24 million

barrels per day by 1977 would be saved in imports over and
above what would have occurred without any tariffs or other
components .0of the .President's program.

In 1977 the cost of a future embargo without a program
would be approximately $33 billion, whereas the cost of

an embargo with the President's program would be approxi-
mately $12 billion. By 1985, the cost of an embargo
without the President's program would be approximately
$110 billion whereas with the President's program there
would be essentially no costs imposed on the United States
economy by an Arab oil embargo. In addition, the reduced
reliance on imports will reduce the dollar outflow from
the United States economy for the purchase of foreign oil.
In 1978 approximately $7 billion more would flow out of
the economy without the President's program than with the
President's program just in terms of higher cost of ‘
imported crude oil. By 1985 the additional dollar outflow
from the economy without the President's program would be
approximately $41.;billion. These dollar outflows clearly
would have an adverse effect on the balance of payments
and hence would exert adverse pressure on the wvalue of

the American dollar overseas.

Costs of Decontrol

The phased decontrol of c¢ld cil will increase petroleum
prices to the refiners and hence to consumers. By the

end of 1977 total costs to consumers per household will

be approximately $30 annually. Direct costs will be
approximately $14 and indirect costs approximately $16

per household. Due to the nature of the program, costs
will be reduced for the remainder of 1975 by approximately
$8 per household. Gasoline prices will initially decrease
and theén increase by approximately 2¢ per gallon by the end
of 1977 and 5¢ to 6¢ per gallon by the end of 1978.

il



In order to ascertain the impact of the President’'s pro-
posed decontrol program on the national economy, a macro-
economic simulation was performed using the President's
program with respect to energy prices as a basic input.
This analysis indicated that the President's program would
insignificantly affect the unemployment level in 1975

and would decrease the unemployment rate (over what

it would have been without any program) by approximately .1
percent during 1976 and an average of about .1 percent
during 1977. The rate of inflation would be increased by
less than one-half of one percent through 1977. How-
ever, the windfall profits tax and the import fees would
be rebated to consumers and hence consumer purchasing
power would be maintained in the face of these higher
prices. The analysis showed that real GNP would increase
on average in 1976 and 1977 and would probably decrease
insignificantly in 1978.

In doing large simulations of an economy as complex as

the United States' economy, there are considerable
uncertainties involved. The levels of impact determined
are small relative to the .other uncertainties and various
small changes in other policy variable and would eliminate
the adverse effects indicated. For example, <mall changes
in monetary policy could completely negate any adverse
effects of the President's program both on real GNP and
prices and on unemployment in 1978. In addition, the
level of the effect on real GNP is clearly within the
random. variations of the performance of the econcmy as
measured by analytical models. And in fact, the
statistical error of national income accounts 1s close to
the level of the effect on real GNP.

Conclusions

In summary, the President's proposed phased decontrol of
old oil together with a windfall profits tax and the re-
bates  to consumers of the windfall profits revenues and-
the crude and import fees collected will dampen demand

and increase supply by 1978, hence reducing U.S. reliance
on insecure imports without adverse economic impact. This,
in turn, reduces our vulnerability to future embargoes.
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TALKING POINTS

1. Need for decontrol plan.

<]

All agree on necessity of reversing growing

dependence on foreign oil.

Decontrol would give incentives to both increase

supply and conserve.

This plan is a good faith attempt to meet

Congressional concerns of last plan.

President has chosen compromise, not confrontation.

2. Elements of the plan.

o

Thirty-nine month decontrol.

Gradual escalation:

First year -- 1.5% per month
Second year -- 2.5% per month
- Last 15 months -- 3.5% per month

$11.50 ceiling on the price of uncontrolled oil.

Would represent a rollbaék of about $1 (from
present $13 price of uncontrolled oil).
Would not apply to stripper wells.

Ceiling would increase by 5¢ per month,
s%arting October 1, 1575.

T
e f0. &

Reach $13.40 - $13.50 by end of 39 fionths.%,
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Windfall profits tax, with plowback provisions.
- Would provide incentives to expand domestic
production, without excessive gain to

producers. j
'

- Would allow rebates to consumers.
- Would ensure minimal impact on consumer and
the economy.
° Emergency Petroleum Allocation Act (EPAA).
- President would sign three-month extension.
- Will recommend further modifications for the
remaining period of decontrol.
3. Decontrol costs and benefits.
° Benefits
- By 1978, reduce imports 515,000 barrels per
day.
- By 1985, increase domestic production
1.4 million barrels per day.
° Costs
- Petroleum prices would actually be reduced
by 1/2 - 1¢ per gallon by end of 1975 from
levels otherwise allowable under FEA
regulations. f; wa?i“q
- Petroleum prices would incfease tﬁéfeafte'“-
2¢ by end of 1977; 5 - 6¢ by end o"f\‘1>978/
- No effect.on GNP and unemployment through

- end of 1977, and negligible effect thereafter.
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Mr. Chairman, Members of the Committee: I am pleased to
meet with you again to discuss the critical issue of oil
decontrol. Exactly th weeks ago, I was here to discuss
the President's 36—month decontrol plan. When that plan
was disapproved;by the House of Representatives last week,
the President was faced with a choice: either to veto the
proposed extension of price control authority scheduled to
expire‘on August 31, or to seek a further compromise with
Congress. The President chose to make a last attempt to

achieve accommodation.

When he announced his 39-month decontrol plan, the President
stated that the Nation desperately needs cooperation, not
confrontation on this critical energy issue. This latest
plan is the result of extensive discussions we have had
with Members of Congress, including many of the members of
this Committee. Legitimate concerns were raised, and the
President'é plan is a good faith attempt to meet these con-
cerns, while not losing sight of the essential goal we all
agreed upon - the absolute necessity of reversing our grow-

ing dependence upon foreign oil.

The present plan;would decontrol domestic 0il over a 39-

month period and’would roll back present uncontpoiféd?g}l

prices. This decontrol would be gradual. The'amountef%
tage

0il under controls would be decreased by a fixea&peﬁg



o

per month of a "decontrol base production level” (which

is a property's average monthly production of old oil
during April, May and June of this year). fbr the first
year, beginning September 1, 1975, the amount decontrolled
will be 1.5% per month; for the second year, 2.5% per month;
and 3.5% per month for the remaining 15 months of the plan.
Thus, the plan would have a limited effect on domestic oil
prices in the early phases, with a greater impact being

felt in 1977 and 1978.

The President also would establish a ceiling on uncontrolled
0il prices at $11.50 a barrel, which represents a rollback
from approximately $12.50 a barrel. This $11.50 ceiling
would gradually increase, starting in October 1975, by 5¢
per month over the length of the program. The purpose of
such a ceiling is to assure that future increases in the
prices of imported oil will not dictate the price of our

domestic oil.

The $11.50 ceiling would not apply to domestic o0il produced
from stripper wells - wells producing less than 10 barrels

per day - which ar

(¥

now statutorily exempt from price controls.
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An essential element of this decontrol plan is a windfall
profits tax, with appropriate plowback provisions, which
would ensure that this decontrol plan would have a minimal
effect on the Amgrican consumer and the American economy,
while providing the vital incentive for expanding domestic

production.

The President also indicated that he would sign a three-
month interim extension of the Emergency Petroleum Allocation
Act, to permit immediate implementation of the decontrol plan,
and to allow time to reach agreement on the modifications
which should be incorporated in a longer extension covering

the entire 39-month period.

I reiterate what I mentioned before this Subcommittee two
weeks ago - gradual decoantrol is being proposed to reduce

any sudden economic impacts associated with rapid decontrol.
This course will allow the Congress additional time in which
to enact necessary energy measures while, at the same time,
gradually eliminating the economic disincentives caused by
the present two-tier price system. While the control is more
gradual, the ultimate effect of this plan is the same as the
effects of the p;evious Pfesidential decontrol proposals.
First, the petroieum industry will be given the necessary
incentives to increase the production of domestic supéiiés .
as oil prices are permitted to rise gradually; secondly, thé;

increased overall price for petroleum products will reduce-

demand.
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The phased decontrol of old o0il alone could save us an

average of approximately 515,000 barrels of oil import§

per day by 1978. Petroleum product prices, such as gasoline,
could be expected to increase 5 - 6¢ a gallon by the same
year. The impact of the $11.50 cap on domestic o0il, which
effectively reduced by approximately $1 per barrel the
current market price of that o0il, could result in an overall
decrease in the average product price per gallon by the end
of this year. The effect of this phased plan on GNP and
unemployment will be negligible if the windfall profits tax
and rebates proposed by the Administration are enacted by

the Congress.

Mr. Chairman, during my last visit, much was said about the
Congress and the Administration coming down to the last mile

on this issue. The President has offered reasonable approaches
to the concerns raised by Congress, first on January 14, then
on July 14, and now on July 25. I believe that we have
attempted to bridge the gap between the Congress and the
Administration with a progrém which can result in considerable
energy savings, increased domestic production, and eventually
the dismantling of a complex and counterproductive set of

regulations.

S

A

Particularly since the embargo, and even years prior to that
crisis, we have been acutely aware that time is not on our

side. We must act without further delay. With the exp&fﬁ%ion
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of price controls on August 31, coupled with the impending
August Congressional recess, I cannot express strongly ‘
enough the need for cooperation and compromise on decontrol
now. I would hopé the Congress would approve the President's

decontrol proposal.






 TOR-IMMEDIATE RELEASE July—25, 1975

Office of the White House Press Secretary
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THE PRESIDENT'S COMPROMISE OIL DECONTROL PLAN/

THE PRESIDENT'S ANMOUNCEMENT

The President today announced a new compromise plan to gradually
decontrol the price of old oll (0olil now under federal price con-
trols) over a 39-month period. In addition, the President
announced fer the same period a celling on the price of all
uncontrolled domestic oil (other than from wells which produce
less than 1@ barrels per day which are currently exempted from
controls) of approximately $11.58, increasing at $.05 per

month beginning @cteber 1, 1975.

The President also called for enactment of energy taxes includi
a windfall profits tax (with approopriate plowback provisions) an
a 3 month extension of the Emergency Petroleum Allocation Act to
implement the decontrol plan. The energy taxes collected would
be rebated to each energy consumer. These actions will result
in substantial. energy savings, provide an incentlive for expand-
ing domestic production, and ultimately remove a complex and
counter -productive set of regulations.

n
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Under the President’'s plan, imports will be reduced and pr

ices
will increase gradually. Phased decontrol will thus not impede
gconomic recovery.
BACKGROUND e
~ The price of old oil 1s currently controlled at an average

of about $5.25 per barrel, while the average price of new
domestic oil is now uncontrolled and 1s about $12.50

- Controlled oil currently represents about 60 percent of
domestic 0il production. New, released, and stripper
» wWell oll account for the remainder.

- Domestic o0il production has been declining since 1670
(it is down 11% since early 1973) and 1is now about
8.4 million barrels per day (MIMB/D), a decline of more :
than 500,000 barrels per day from last year (see chart 1).

- g A T . >
Ilmports are predicted to average about 6.5 million B/D,
but are sxpected to rise to up to 7 {B/D by the end of
0 3 17 W o 1 & 1T t 0 & £ iamastio TR CiimmT )

) “I .Lﬁj llafa il - d (=R 26 508 & LI L JF R (e I VR G 1 — ) 19 )
T vy rreil S R i :| - 3 o +
1MPpOTrTsS are expected Tto row CTO & 2
7.5 MMB/D in 1977, if no actlon is
or increase supply. The added imports
years are expected to come mainly from

A 2
could double our vulnerzbility to an embar;
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= The Emergency Petroleum Allocation Act of 1973, w?ich

requires the control of prices and distribution of oil
explres on August 31, 1975.

= None of the measures requested by the President almost
Six months ago in his State of the Union Address has
been enacted by the Congress.

- The President criginally proposed in his State of the Union
Address immediate and total decontrol in April, 1975. In
response to concerns expressed by some Members of Congress,
on April 30, 1975, the President directed FEA to hold
public hearings on a phased decontrol plan 1n May.

- The President submitted a 30~month decontrol plan to the
Congress on July 14, 1975, which also contained a $13.50
per barrel ceiling on domestic oil. The 30~-month plan
was dlsapproved by the House of Representatives on July 22.

- Under provisions of the Emergency Petroleum Allocation

Act, either House of Congress has five working days in
which to disapprove a decontrol plan by majority vote.

OBJECTIVES OF THE PLAN

The plan announced by the Presldent 1s designed to meet the
following objectives:

= Achieve a major reduction in imports by providing an _
incentive to increase domestic production and by cutting
demand through increased conservation.

- Reduce "the power of foreign oil cartels to control the
prices frsricanmg Fay Zox enerzy.

- Provide a compromlse decontrol plan acceptable to the
Congress.

- Remove over a 39-month period the complex, counter-
productive, and administratively burdensome government
regulations.

- Eliminate excessive oil company profits and minimize
consumer and economic impact by rebating energy taxes.

l
ol - i b
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ercent per month

h for the remaining
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The 39-month celling on prices for domestic crude oil proposed
by the President would be equal to the old oil ceiling price
plus $6.25 per barrel, for a total of approximately $11.50

per barrel.

Prices of domestic oil produced from stripper wells -- wells i
broducing less than 10 barrels per day -- are not now controlled
nor would they be under the President's proposal.

The President also announced that along with the decontrol

plan, he would urge the Congress to enact his proposed energy
taxes including a windfall profits tax with appropriate plow-
back provisions and to-extend the Allocation Act with appropriate
modifications to cover this 39-month decontrol period.

The President also called upon the Congress to enact the other
critical conservation, domestic supply, and emergency standby
measures which were included in his State of the Union
proposals of January 15, 1975.

IMPACT OF THE PLAN
- On prices:
The President's phased decontrol plan will increase the

average petroleum product price (such as gasoline) by
a cumulative ‘amount of approximately:

End of

1975 - ~(5-1.0)¢/gallon '
i977 - 2.0¢/gallon

lé?8 - ” 5- 6¢/gallon

- On Import Savings:

Average for year Phased decontrol - Phased decontrol,
alone existing $2 import

fee & other pro-
posals by President

1975 20,000 270,000
1977 190,000 1,240,000
1978 515,000 1,770,000



(3
(2)
(3)
(4)

Impact of Compromise on
Timing
or
Decontrol Cap
Immediate (1) None
30 Month(2) 513 50
39 Months (3’ 11.50

i

Prices

Cummulative Prices Increases,
as of Uth Quarter
1975 1977 1978
6--7¢/zal -
0.5¢/gal 4.5 5.6
~(.5-1.0)/ga1‘®) 2.0 5.6

Proposed on January 15, 1975

Proposed
Proposed

Decrease

on July 14, 1975
on July 25, 1975

from current price levels
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Federal Encrgy Administration
1985 Crude Oil I'roduction
With and Yithout Price Controls

JULY 1, 1876

Backapround

The current crude oil pricing system freezes the price of old

0il at about $5.25 per barrel. . 01d o0il is determined on a
monthly basis and is defined as 0il from a property that was

in operation during 1972 and with current production equal to

or less than the same month in 1972, Since therc is no automatic
adjustment mechanism for old oil prices, the $5.25 ceiling would
2pply for as long as current controls are in effect.

Domestic o0il production has heen declining sincde 1970. Whereas
production in 1970 was about 9.6 MMB/D, it averaged 8.8 MMEB/D in
1974, and is still "declining. The production declines have )
resulted from a2 combination of factors ineluding the draining of
existing fields, limited incentives and unavailability of lands
for exploration, and uncertainty over national energy policy.
Production from existing fields will continue to decline under
current regulations; it is expected to decline from about 5-MMB/D
in 1975 to less than 1 MMB/D in 1985. :

Additional 1985 Production

z

Even under current controls, some new production will result.
First, the Trans Alaskan Pipé€line is expected to deliver zbout

pX e o L 5 e e o o RS sy A e B e Y 2
2 MME/D o the lowor 45 States by the snd of this dacade. 011

may also be produced and delivered from NPR-4 and the Gulf of
Alaska a2nd will be considered new oil and exempt from any price-
controls. Further, additiconal production from the lower 48
States will be forthcoming from lower cost enhanced recovery

and snne newv fields,

As indicated in the table below, nev o0il fields, loceted primarily
in the offshere areas, would produce about 3.7 MMB/D in 1985,

0ld o0il fields would produce 4.8 MMB/D under controlled conditions
and 6.2 MMB/D if -controls were removed,

E¥pected Lower 48 Crude .0il Preduction (C00b/d)

Type of Field at $5.25/bbl at $12.50/bbl
New Fields: s

new primary 3345 3345

new secondary 3172 312

new tertiary 83 . 85

.01d Fields:

primary 2210 2259 :
new secondary 2N 2260
new tertiary . 0 1714
exempt oil 400 0 2

Totals 8544 9975



——

The major differences botueen the controiled and uncontrolled
casen ure in the expected production from tertiary recovery
Ands esieapt ofl. T izry TCCOVury generally costs substantially
more thoan $5.25 pe ¢l to preduce and will only be initiated
if the 0il weuld bLe ezeupt {rom price controls. Since old
fie]ds are expectad to decline by 4 MM/D, the expectad rertiary
ecovery wdcld o1 l rceulL in production below 1972 bas
eell for $5.25 per barrel. Since tnls is
a0t occur. '
EeenpE ©il, e oil wirich is not subject to price controls, would
occur in ‘strigper™wells and with released oil. Stripper wells,

g

which produce less than ten barrels per day, are expected to be

about 157 of 1985 o0ld ¢il producticn; whe reas new and relieased
0il from o0ld fields during this period could be as much as 5%

of production Erom those flClGSo

There arc certain impoxtant factors which could make the asscss-
nent of producti under controls vf1u3 ELe . 1t assumes that
2ll sccondary recovery projccts or old f£ields that are profitable
will be iwitiate at 1s, that producers will not delay or
otherwise ratard procuction in ordexr to avoid the $5.25 old oil
price in anticipation of rela¥ed controls in the future. TI£f this
agssumnticon ic optiwmieric, the di:ferential hetween anticipated se
ary recovery with and without centrols could be as high as 1 MM/
The aHdJWS s alsc does not fully take account of the dl%fow ztonsg
created by long-term price (iffEY: ttials between old and new
oil. Undcr a continually spreading two-tier price systenm the
ratural ‘production decline is likely to be accelerated since it
woul-d be advisable to curtazil production frowm any property
producing betweer 10 and 30 barrels per day to render that
property eligible for the stripper well exemption.

Finally, this znalysis assumes that large quantities of offshorc
areas are made available for exploration and development aund
that significant amounts of o0il are produced in rheqo—cregao
Of the 3.7 I143/D of oil produced from new fields, 1.8 HHB/D

is from the Uuter Continental Shelf, Since a large part of this
production 1s 1in prev1ou ly undeveioped areas, any estimate of
potential is specuiative.

SOV
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JEC STUDY

Does not include a windfall profits tax and rebates
to consumers.

Does not consider the transfer aspects of increased
prices due to decontrol to different sectors within
the economy.

Full passthrough immediately of all price increases.

Base cost phases out fees over the next two years
as OPEC prices increase.

Accommodating monetary policy to affect growth.



FEDERAL ENERGY ADMINISTRATION

Per: July 11, 1875

G. L. Lagace

or o Joint Economic Committee Staff Evaluation of the
Economic Impact of 0il Decontrol and OPEC Price Increases

T As ‘B: Agkin

The Joint Economic Committee (JEC) has released its
July 10, 1975 staff study entitled "Economic Impact of
0il Decontrol and OPEC Price Increase." The objective
of the study is to determine the economic impact of the
expiration of the Mandatory Petroleum Allocation Act

on August 31, under which the price of "old" oil is
controlled, and of an increase in the price of OPEC oil
on October 1.

The study was made by the JEC staff and by the Congressional
Research Service of the Library of Congress using the short-
term Wharton and Data Resources macroeconometric models of
the U.S. economy, respectively.

The procedure followed was to generate a base case
solution and to then generate an "Administration Case"
soiution first using the Wharton and then the DRI models.
iES et Since. the assumptions incorporated into both models were
~...  similar, only those for Wharton are shown here, but solutions
———— o for both are presented later.

= CHARACTERISTICS OF BASE CASE

1. Mandatory Petroleum Allocation Act is extended
throughout 1976._

2. The price of imported petroleum remains at about
$13.50 per barrel, in the sense that the OPEC oil
price increase that may occur 1s matched by a com-
pensating reduction in the present duties on imported
petroleum.
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ASSUMPTIONS FOR APPROXIMATE ADMINISTRATION CASE
1. The present duties on imported oil remain in effect.

2. Deregulation of "old" oil beginning in September 1975
at the rate of 4 percent a month and extending over
a 25-month period.

3. Approximately 15 percent ($1.56 per barrel) increase
in the price of OPEC oil effective October 1, 1975.

4. An increase in the price of coal and of some
natural gas in response to the deregulation of
the price of "old" oil and the OPEC price increase.
These increases are also phased in.

5. The increased price of oil is assumed to be passed
on, on a dollar-for-dollar basis, with no additional
markup.

6. Federal purchases of goods and services increase
by $3 billion per year because of higher energy
prices.

The Joint Economic Committee staff evaluations of the
affeocts of the "Administration Case" are within the
“range of effects generated from use of the two models..
1he—results<generated from- the- Wharton model are in
Table--1, those fromData Resources in Table 2 and
those from both the models and the flnal staif evaluatlons
are in Taole 3

-lhe Jge—s;aif~coneiudes—tnat the—-annual Tate of growth -
in real GNP-will be. 2.8 percent less during the last

- quarter of 1976 than it would be without the President's
program,‘that the unemployment rate will be .6 of a
percentage point greater, and that the rate of increase

in prices will be 2.4 percent greater.

The assumptions employed by the JEC staff are similar

but not identical to those of similar studies released

by other Congressional groups. The results appear
reasonable. Of particular note in the JEC study is the
introduction of an accommodating monetary policy to offset
owth.

Enclosures
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Summary Table Using DRI Model

Annual Rate of Growth

" Real GHP
e Baseline
Administration
Difference

Uncemployment Rate¥ .
Baseline
Administration

- Difference

Consumer Price Index
Bageline
Administration

Difference

Money Supply - M3

Impact of 01l Decontrol hnd OPEC Price Increése

75: 4 76:1 &  76:2 76:3 76:4

~3
b

N

27 i eI, S WG T 9.7
w2 8.7 o 6.1 5.5 5.8
.0 1.0 o By : Py 3.9
8.1 o 48 Re3L L1539 7.4
©9,2 8.9 B 8.3 8.0
i Ol "-l -2 074 06‘
4‘3 4:6 407 ) 4.5 4v3
5.9 6.0 8,41 6.5 6.6
.6 4 % 2.0 2.3
¢
) ' ( ‘l i

Lo {05 lee]
VIS N

Hi o
O W

Noy S
(oo =N o

.r

o

Annual
Average
1975:4-

1976:4

NIy o
(o B ol |

.L

(@) PN
¢ @
S0

=
\D



~ TPLE S

Reduction in Real Economic -
Growth (percentage points)

Wharton
DRI

JEC Staff

Increase in Unemployment Rate
Wharton
DRI

JEC Staff

Increase in Consumer Price

Index (percentage points)
Wharton ' 32

DRI

JEC Staff

Probabie"Raﬁqe of

.' ”5

.0
.1

0

1.9
118

L S

"v.l <
Lo

Ecdﬁomidempact

16:1 .

76:2 76:3 76:4

4’9‘ | .8 148 lu8
1.0 1.9 3.5 3.9

f il 1.2 2.7 2.8

ok o2 5. .4

o ) va .4 .6

P 'Ol 02 . .3 ¢6
2.5 2.1 3.1 2.6
Tk e 2.3
1.9 1.8 2,5 2.4







© - JUN 01"9 1975'” | | ~ DRAFT

Analysis of Alternative
Petroleum Price Strategies
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INTRODUCTION

The analyses included in this report have been manually
calculated from data which was originally used for the Pro-
‘ ject Independence Blueprint. The macro-economic simulations
| referenced were created to operate on the basis of generalized
assumptions, e.g. that crude o0il will maintain price "x"
i with stability through the simulation. It was not contemplated
that they would be called upon to assess the effects of
J dynamic, multi-tiered price systems; indeed, to attempt
such modifications would require a considerable time invest-
| ment which was simply not available.

This paper represents an attempt to analyze the most
prominent petroleum pricing alternatives which have been
considered by the House Interstate and Foreign Commerce sub-
committee during the past few weeks. It was prepared at the
request of the subcommittee. The following scenarios are
contained in this package:

- CURRENT CONTROLS

Under this scenario the current two-tier crude oil pricing
system would be maintained indefinitely. 01ld o0il would be
price controlled at approximately $5.25 per barrel and new,
released and stripper well prpoduction would be permitted to
be sold at free market levels. A windfall profits tax is
not contemplated in conjunction with this alternative.

25 MONTH PHASED DECONTROL

This scenario would involve the decontrol of old oil over

a two year period and generally reflects the plan issued as
i a proposed rulemaking by the FEA, May 2, 1975 along with a
i} windfall profits tax. e
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" MR. KREUGER
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Keyed to a windfall profits tax which would have to be‘ .
Q;EH“///

P

i 'legislated, this plan allows for immediate decontrol of

i all domestic crude except o0ld oil which would be mainta

‘ at $5.25 but which would also phase out through a declining

i base. Some oil from old wells would be decontrolled as

| "incentive" oil, but revenues above $5.75 would be subject

i to a 90% tax. For new oil, the 90% tax would start at $7.50.
| . .



Both tax references would rise by an inflation factor from
month to month. Tertiary production would be exempt from
controls and tax. Production from stripper wells would
be-treated like new oil. .. Provision.is made for a 100%
plowback tax credit applicable to new oil.

MR. DINGELL

This plan would utilize the principles of a declining base
for production from old wells yielding "incentive" oil
above the declining base but below the current base; a

set of taxes against incentive o0il and against new oil

and stripper o0il from revenues above the tax reference
levels; and a ceiling price of $11.50 for all domestic oil.
The tax rate would be 95%, but a $1 per barrel credit for
plowback could be taken from the tax on new and stripper
oil. In effect, a three-tiered proce system would result,
considering the price of imported crude. The o0ld oil base
decline rate would be 12% per year based on the last eight
months of the base year, 1972. The tax reference bases
would be $5.75 and $7.50 for incentive and new/stripper
respectively, adjusted upward by .67% per month. Tertiary
production is entirely exempt.

MR. ECKHARDT: REVISED

This proposal sets three ceiling prices for domestic crude
production. 01d o0il, which is phased out at 12% per year
based on 1972 prodiction, is held at $5.25. Stripper oil,
new oil and oil from old wells above the declining base is
fixed at $7.50. Alaskan, tertiary and "high cost" oil is
priced at $8.50. After forty-five months, the $7.50 price
is increased by an inflation factor of 0.67% per month
compounded. The $8.50 price is similarly increased by the
same percentage after the sixty fourth month. There is no
windfall profits tax.

Supply and Demand Sources

The demand projection for each alternative is based on
an FEA simulation model originally developed by Data
Resources, Inc. and modified for the purposes of the Pro-

. ject Independence Study. Production figures for each

program are determined by a supply simulation model based
on data from a Natlonal Petroleum Council study of d




For supply projections, an initial supply rate for the
base case scenario was produced based on the weighted

* average price of domestic. oil from year to year.. The split

between 0ld and new oil is in turn a projection of decreas-
ing production from old wells based on historic rates of
production decrease from such wells. The weighted average
prices were adjusted to reflect this split and then total
production was rechecked against these refined prices to
yield a final base projection.

In each succeeding case, the methodology was consistent.
A rough estimate of, production as it would vary from the
base case was projected, and weighted average prices were
calculated from this projection. Then the simulation model
produced yearly production based on the first cut average
prices, and the prices were recalculated based on the
refined projections which were in turn further refined until
the production and resultant average prices were consistent
from year to year.

As the entire exercise is based on major uncertainties
of economic climate, investment experience and rates of new
0il discovery, the method of successive approximations
yields results which would appear consistent with the general
underlying motivations and disincentives of the various
alternative price schemes.

In those scenarios which déveloped the concept of
"incentive" o0il, the applicabde percentages were applied to
projections of o0ld o0il production and then increased by .1l
to .2 million barrels to reflect increased secondary recovery
activity in those areas.

One plan, the revised Eckhardt Plan, results in a wide
range of weighted average prices over the next ten years.
Thus the simulation-produced estimates of production in the
later years had to be modified by -a lag factor representing
decreased availability of investment capital in the relevant
years. The lag utilized was a restriction on the growth
rate of new discovery production to a maximum 12% a year,
an exceptionally liberal estimate compared to recent years'

. experience.

FOR EXAMPLE

. The following explanation details the methods QSed tb

determine supply and demand for the Kreuger altern&tlve. éﬁ

>
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In this case, the near term incentives for production are
better than the Base Case, but not as good as the 25-month

..Rhaseout. Production from 1975 through 1977 reflects this.
Beyond 1977, the net weighted dverage revenue after windfall
tax of domestic crude rises to $12 per barrel (in 1975
dollars) in steps through 1985. Thus production for the
years 1978-1985 comes from the simulation projections for
the related yearly crude prices, adjusted to 1975 dollars.
The original NPC model did not include Alaskan North Slope,
so in this case the Project Independence projection for
Alaskan production at an $12 crude price was added in the
appropriate years.

In order to break total production into its component
parts, some forecasts had to be made from other sources.
"Incentive" o0il resulted from applying the declining base
against projected production from "old" wells, which was
in turn projected from the Base Case old oil production.
0l1d and incentive o0il were reduced proportionately by the
amount of tertiary oil. It should be specifically noted
that tertiary production, for purposes of this analysis,
is considered to be all production from a property that
employs an approved tertiary recovery technique and not
just the incremental production which may be attributable
to the tertiary: application. Stripper production was as-
sumed to keep pace with rising overall production, increasing
from the current 1 million to 1.5 million barrels per day
by 1985. New oil was then the difference between total produc-
tion and the sum of the other, categories. Once the relation-
ship between the categories was determined, successive approxi-
mations of total demand required adjustments to the categories,
with new o0il usually absorbing most of the variation. While
t@e method for determining total production is reasonably pre-
cise with existing resources, attempts to predict, say, in-

centive 0il in 1981 or tertiary oil in 1984 must necessarily
be inexact. '

In order to compare this supply data with demand,
it was necessary to produce demand figures from the DRI
model. In this case, the model was able to predict con-
sumption levels through 1985 at various crude oil prices.
- Demand under the Krueger scenario is based on the same
weighted average crude prices as was the supply estimate.

PETROLEUM DEMAND R

. : | - (Source: Project Independence) P
Crude Price ' §1 E $ll
1977 16.7 15.1 S
- 1980 18.5 : 15.4 : -
1985.  21.6 16.9

”.?_(NGL's subtracted)



.-ESTIMATING PRODUCTION

-,

The basis for production estimates in this study is an
NPC model which analyses production possibilities in each
NPC region under different economic conditions. 1In the
analyses of alternatives, NGL and new technologies like shale
oil, tar sands and heavy crude were not included. Also,
since the model was formulated in 1973, some adjustments
were made to convert the economic environment to a 1975
standard. Finally, some additional minor adjustments were
made to reflect the effects of recent events and greater
knowledge in certain areas of production.

In the analyses of alternatives, NGL and new technologies
like shale o0il, tar sands and heavy crude were not included.
Also, since the model was formulated in 1973, some adjustments
were made to convert the economic environment to a 1975
standard. Finally, some additional minor adjustments were
made to reflect the effects of recent events and greater
knowledge in certain areas of production.

Elsewhere,: the methodology for determining production
under different pricing plans was discussed, using the Krueger
plan as a detailed example. Every other scenario analysis
followed the same format. Based on general expectations of
weighted average price behavipr in a given plan through the
years, an initial plot of production activity can be extracted
from the NPC model. Then, the actual components of the plan
are superimposed on total production to plot the production
of various categories of o0il. (This is the most inexact
operation in the process, depending as it does on novel
producer behavior which will be motivated by the components
of the plan selected.) This breakdown is then used to pro-
duce a more accurate sequence of weighted average prices,
which in turn leads to a fine tuning of total production
figures and internal adjustments among the categories.

The result is a ten year production estimate with break-
. downs of the differently priced categories of production and
the resultant weighted average crude price. The 'chart is
internally consistent, consistent with the source model and
comparatively consistent from plan to plan on the basis of
.the weighted average crude price through the years and/§p§p$§
the plans. _ AT T

There is no precise method for gauging the actual break-il
downs of categories of o0il in future years beyond the\mechizi/
cal methods for, say, the declining base production curve,


http:behavi.or

Estimates of tertiary fecovery production in a decontrol
atmosphere are highly speculative. In this part of the

.. methodology, the only guide is experience, a knowledge

of the past trends and stimulus-response, and common sense.
Analysts may differ on these numbers, but the work presented
here was done by professionals with the background of
similar analyses in devising the Crude Equalization Program
and the President's energy proposals. The work rests on a
solid foundation.

A NOTE CONCERNING EQUALIZATION

Since domestic’'crude o0il of the same grade and quality
currently sells for two different prices because of the
two-tier price system, it was necessary that FEA formulate
a program to allocate the price controlled o0il among refiners
to prevent companies with privileged access to cheap oil .
from gaining an unfair cost advantage over their competitors.
The program, even though modified with special exemptions,
is basically simple in design and operation. Refiners earn
entitlements, based on their volumes of crude runs, which
allow them a quota of price controlled oil. If a refiner
has more controlled oil than entitlements, he must buy a
sufficient number to compensate for his excess from refiners
with excess entitlements. The entitlement value is the
difference between the weighted average prices of controlled
and uncontrolled oil.

The program is simple because the price control system
is simple. Since there are only two price levels, the pro-
gram need only equalize the two categories of o0il. Designers
of any new: price control formula should take careful note
of the fact that any situation in which the same commodity
sells for different prices under regulations must have a
mechanism for equalization to protect the purchases. A
complex price system automatically creates a complex
equalization system.

In particular, any system which creates more than two
price levels will result in. severe administrative difficulties
for all participants in the equalization program. A system
which creates'n'price levels must be equalized by a system

‘using'n-1'types of entitlements. Refiners who would purchase

the various categories of 0il would have to report the
quantities received of each and would have to shop around for
sellers of the specific types of entitlements they had to- . |

-



purchase. Some refiners could have an excess of one type

and a deficit of another. Exemptions and special allowances
would be more complex and more arbitrary. All this complexity
and added detail creates more work for government and for

the refiners, causing the expenditure of additional time and
money to comply with the increased involvement of government
in the oil business.

Pricing plans which emphasize control of receipts to
producers through special taxes and maintain at most two
price tiers retain the simplicity which makes the current
equalization program workable and effective. Those plans
which proceed toward a single price would ultimately allow
the total dismantling of the equalization system.

EFFECTIVE COST

Several charts contained in these analyses refer to a
concept related to the purchase cost of crude oil which is
referred to as the "effective cost." The éffective cost is
calculated to be approximately eighty percent of the purchase
cost on the following basis.

:0ut of the gross revenue from sales of crude oil, producers
must immediately pay out approximately 12.5% to the lessors
and owners of the producing properties as royalty fees. As
this money is not retained b