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FEDERAL ENERGY ADMINISTRATION

WASHINGTON, D.C. 20461

December 3, 1976

MEMORANDUM FOR FRANK ZARB

FROM: BRUCE PASTERNACK B‘P
SUBJECT: STATUS OF POLICY WHITE PAPER/INITIATIVES
WORK

The following represents both a status report on the
policy white paper and initiatives, as well as a summary
of what I expect to get to you (and Secretary Richardson)
in the next two weeks.

Policy White Paper

A first draft of the white paper is now prepared and is
being reviewed by Frank Hodsoll/Ed Miller at Commerce (for
Darmon). I expect about half of their comments today and
the rest on Monday.

I intend to give selected sections of the paper to key staff

at FEA in their area of speciaity for review (e.g., Clem

Malin will get the international section; Rosenberg the utility,
financing, and energy development sections; etc.). These

are a few key sections that I would like to give to specific
people in other agencies for review:

R&D priorities - Roger Legassie (AA for Planning, ERDA)

Nuclear - Dick Roberts (AA for Nuclear Energy, ERDA)
Financing ~ John Niehuss (Treasury)
International - Steve Bosworth (State)

There is a real question in my mind about review of the
whole white paper by OMB and Schleede prior to release.
I need your guidance on whether to give them the drafts
quickly.

I will provide you with this first draft today in accord
with the attached outline, so that you have a feeling for
what the paper will look like, but caution that it is a
first draft and has not even been proofed.
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Recommendations in White Paper

Prior to our Tuesday meeting with Secretary Richardson,

I will prepare a brief policy issue/recommendation paper.

It will just contain the issues, options and a tentative
recommendation from myself, but will not be a "pro/con

type" issue paper. I will review the paper and tentative
recommendations with Richardson's staff prior to the Tuesday
meeting.

Testimony

We will work over the weekend and early next week to pre-
pare testimony for both Secretary Ricahrdson and you. Al-
though the structure of the testimony has not been finalized,
I would expect to have the Secretary talk about the broad
energy policy issues (probably highlighting the key issues
as major headings in the white paper outline) and discussing
how the policy environment has changed in the past two years.
You could then discuss the current energy situation, outlook;
and more specific policy issues/recommendations.

Tuesday Meeting with Secretary Richardson

I would like to cover two major subjects at the Tuesday
meeting:

-- Structure of testimony and review procedure
-- Policy recommendations on key issues

We will probably need at least 1-1 1/2 hours for the meeting.
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THE ENERGY PERSPECTIVE

Background

The oil embargo in late 1973 was a shock to most

of the "merican people and demonstrated the ex-
tent to which our energy situation had detericrated.
Until tnen, the United States had supplied almost
all cf its own energy and had dominated the world
0il pricing system. However, beginning several
decades earlier, the roots of our current energy
problem were beginning to take shape.

-- (Coal is the United States' most abundant
enerqgy resource (about 90 percent of our
reserves). During the early part of this
century, coal supplied most of the nation's
power. As the popularity of the automobile
increased, as environmental protection became
a nztional concern, and as railroad travel
deteriorated, the demand for petroleum an
natural gas grew and replaced coal in man
uses. As a result of these trends, coal
production has only recently exceeded levels
reacned in the 1920's and its percentage of
total energy demand has fallen dramaticzily
{(from accounting for almost 80 percent of
our energy in 1920, cocal had fallen to less
than 20 percent by 1973).

-- Domestic petroleum production increased initially
in response to rising demand. However, Dbegin-
ninc in 1966, U. S. 0il reserves, excluding
those discovered in Alaska, began a decline
that has yet to be arrested. This is a direct
res:lt of a decrease in 0il drilling which
commenced in 1959 and continued until 1574.
Driiling activity declined primarily for
two reasons. First, domestic oil production
had beccme less profitable because of rising
coscs and depressed prices caused by the
availability of inexpensive foreign oil.

Seccnd, exploration and development by the

0il industry in frontier areas was restricted
beciuse of environmental concerns. The cecline
in reserves, however, was not felit until after
197, whan U. S. production reached its all-
time peck of 9.6 million barrels per day (MMB/D),
as compared to 8.2 MMB/D this year. At -this
time, ocur existing reserves were being pro-
duced to full capacity, and this production

was nct being replaced by additions to roeserves.
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Thu:, domestic oil production becanr to

decline. An encouraging trend this year

has been the increase in exploration activity.
Drilling in 1976 reached a 14 year high. Crude
0il and most product inventories are also

at record levels.

At the same time domestic oil producticn was
declining, consumption continued to climb in
response to declining oil prices, growth in
autcmobile usage, and environmental standards
energy consumption grew at a rate of 3.6
percent annually; oil demand at 4.6 percent.
After the embargo, petroleum demand was re-
latively constant in 1974 and 1975, but re-
sumed growth in 1976 as the economy improved.
Nevertheless, as a result of relativeiy flat
demend for two years, our petroleum consumption
is now about 3 MMB/D less than if pre-embargo
trends had continued. MOst of the decline

was due to the economy and warm weather, although
about 1 MMB/D of the reduction was because

of higher prices and conservation.

As a result of rising demand and declining
supply, U. S. imports grew. Imports were:

-~ 0 in 1950's

- 3.4 MMB/D in 1970 or 23%

- 6.2 MMB/D in 1973 or 35%

- 7.0 MMB/D (est.) in 1976 or about 40%

With rising imports and rising prices came a
higher bill for foreign oil. In 1970, the

U. S. paid about $2.7 billion for imported

oil; in 1975, the bill had risen to $27 billion
and it will be about $34 billion in 197¢. Most
of the increase in imports has come from Arab
sources, since those are the sources of extra
capacity.
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-~ ¥Whilc natural gas production rose sub-
stantially during the 1960's its c¢rowth
rate began to decline in 1969, mainly
due to prije controls on the interstate
markset. WNatural gas production peaked
at 22.6 Tcf in 1973 and had declined to
under 20 Tcf in 1976. Most of the decline
has been in interstate sales, causing
grovwing natural gas curtailments which
threaten jobs and households.

-~ Altrough nuclear power has accounted for
an increasing share of electricity
generation, its growth has been slowed
by the lengthy licensing process and
siting problems. The United States now
has 62 operating nuclear plants, supplving
about 9 percent of electric power.

- Other sources of energy, such as solar, geo-
thermal, and hydropower, are growing, but
do not contribute a significant share of
U.S. energy needs.

The Rise of OPEC

- The domination of the Organization of Peitroleum
Exporting Countries (OPEC) over world oil pro-
duction ard prices has been largely a phenomenon
of increased world demand and abundant OPEC
resourcesg. The Middle Eastern and North African
members of OPEC possess 70 percent of the
world's known, easily recoverable o0il reservec.
The fact that these reserves are located in
the Middle East and North Africa, however,
made little difference before 1960 because
of the overwhelming dominance of these
resources by the major international oil companies.

- In 1960, Venezuela, Saudi Arabia and severail
other Middle Eastern nations formed OFEC to
gain control over the price and production
levels of crude o0il in their respective
countrics. Ultimately, OPEC gained such absolute
control over its oil that oil company con-
cessions began to be nationalized and the
price for their oil was increased sharply.
In October 1973, the Arab members of OPEC

precipitated an oil embargo.

5
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-~ The offect of the embargo was appreciable.
GNP dropped by between $10 and $20 billion
and approximately 500,000 workers wecre
unemployed. Consumer prices increased
by almost 10 percent, one-third of this
due directly to higher world oil prices.
The embargo demonstrated clearly the
need to re-evaluate our domestic and
international energy policies.

U.S. Reactions to the Embargo

- Government Energy Organization. An initial
reaction to the embargo was to reorganize
government energy functions, which until
then had been widely dispersed. During the

embargo, the President established, on
December 4, 1973, the Federal Energy Office
(FEO), and delegated to FEO all of his

authority wunder the Emergency Petroleum
Allocation Act (which provides for the

mandatory allocation of crude oil and petro-
leum products) and the Defense Production

Act of 1950. FEO also took over the authorities
cf the Cocst of Living Council regarding
petroleum pricing and allocation controls, and
some energy activities from the Departmen

of the Interior.

-- The Administration subsequently submitted
to Congress legislation to create a
Federal Energy Administration (FEA) as an
independent agency to deal with energy
matters, and legislation to re-organize
the existing Federal energy structure.

The Congress passed these two pileces of
legisiation. On May 7, 1974, the Fecderal
Energy Administration was created and on
October 11, using the authorities of the
Energy Reorganization Act, the President
issued Executive Order No. 11814, creating
the Energy Resources Council; abolishing
the Atomic Energy Commission; and creating
the Energy Research and Development
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Administration, and the Nuclear Regu=
latory Commission. The ERC brought
togzather the heads of more than 20

Fedezral departments, agencies and executive
offices to develop, coordinate and assure
the implementation of Federal energy
policy.

Project Independence. During the embargo,
President Nixon announced a program called
Project Independence to achieve energy self-
sufficiency by 1980. In March 1974, the rEG
began work on a report to assess the feasi-
bility of Project Independence. The report
was backed up by a major analytical effort

to forecast energy supply and demand growti
through 1985 and to examine the constraints
affecting energy. The Project Independence
Report (PIR) indicated that energy seif-
sufficiency by 1980 was impossible, but that
an aggressive program of resource development
and conservation could eliminate any adverse
impact of future embargoes. It was the first
major attempt to integrate available infor-
mation on supplies of and demand of energy

in the United States, and to develop an
analytical framework to assess new initiatives
and changing conditions.

Administration Strategy. The fundamental
approach taken by the Administration to solve
the energy problem was to remove restrictive
governmaent controls from the energy market-
place; encourage conservation through pricing
and, where appropriate, regulation; and possible
standby authorities to deal with a future
embargo. The Energy Independence Act of 1975,
proposed by President Ford, embodied these
principles.

--  The major efforts to increase domestic
supply were the elimination of price
controls from crude oil and authorization
of production from the Naval Petroleum
Reserves; reduction of regulatory lag
in the licensing and siting of nuclear
plents; conversion of power plants from
0il and gas to domestic coal; acceleration -
of Federal coal and of leasing programs;



.

and a program of financial suppor:z for
syntnetic fuel commercialization.

-- To encourage conservation, the Admin-
istration proposed mandatory thermal
standards for all new buildings; appliance
labeling; an insulation tax credit; a
system of import fees, taxes, and
decontrolled prices; voluntary automobile
fuel efficiency goals; and a weatherization
ascistance program for low income families.
In addition, programs were adopted to try
to make the Nation aware of the critical
nature of the energy problem and to provide
information to private citizens, i1ndustry
and commercial concerns on how to more
effectively use and conserve energy. The
attempt to educate the Nation regarding
the seriousness of the energy situation
was uncdermined by public suspicion that
the energy crisis was a creation of the
0il industry to justify higher price
and generate windfall profits.

-— To protect the United States from the
severe 1mpact of another embargo or
other supply disruption, the Administration
also submitted legislation to the Congress
for the creation of a strategic petroleum
reserve, and emergency standby authorities

Rrugtag

to reduce the economic impact of a cutoff.

Congressional Response. There was an immediate
negative reaction in the Congress to the
Administration's energy program. With the
econony in the midst of a recession and the
public not vet ready to adjust to even higher
prices, the Congress fought the decontrol/
import fee program successfully.

~— The initial approach put forward by the
Congress involved increased regulation.
There were proposals for further allocation,
more stringent price controls, rationing,
and import quotas. Each of these programs-

, -
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rajor drawbacks and ultimately werc
cnacted or were changed radically.

In particular, import gquotas would drive

up the price of petroleum and severely
affect areas of the country reliant on

0oil (such as New England) or require an
even bigger cost equalization procramnm

than now exists. Allocation and ratiocning
woulcé also affect certain parts of the
country disproportionately.

The Congress (especially the House Ways

and Means Committee) conducted a long
debate over energy taxes. Various tax
proposals were considered, including

taxes on gasoline and all petroleum
products. Most of the attention focused

on a gasoline tax. The United States'
gasoline tax is much smaller than that o=z
almost every other consuming nation. Fcr
example, Japan's gasoline tax 1is about

55 cents per gallon; Italy's is about $1.70;
but ours is only about 12 cents. The

House considered gasoline taxes varying
from 2 cents per gallon to over 30 cents,
but all were rejected. This reaction points
out the difficulty of imposing higher
prices of energy.

After a long debate over crude oil pricing
stalled most of the pending energy legis-
lation, a compromise was reached in

December 1975, when the President signed

the Tnergy Policy and Conservation Act
(EPCA). It was a controversial piece of
legislation. The o0il companies felt that
the vrice rollback in the bill would

hamrer domestic production and exploration
activity, while consumer groups argued that
the rollback was not enough. Three major
pieces of energy legislation have sub-
sequently been passed in the last year--

the Naval Petroleum Reserves Production Act,
the Energy Conservation and Production Act
(ECPA), and Alaskan Natural Gas Transportation
Act. As a result of these Acts, the Federal
Government now has the authority to and .
is in *the process of: i
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avproval of sanctions;

- Implementing a three year, $200 million
weatherization grant program for the
insulation of homes of low-income,
elderly, and handicapped persons;

- Establishing a demonstration progran
to test various mechanisms for encourag-
ing energy conservation improvements
or use of renewable resources, such a
solar heating or cooling, in existing
residential buildings;

S

- Providing grants to States for testing
irnovative utility rate structure designs
to achieve a higher degree of conservation.

Standby

- Building a strategic petroleum reserve
of at least 150 million barrels of
retroleum by 1978 and up to a billion
barrels by 1982; ‘

~ Establishing standby measures to deal
with severe energy emergencies that
may arise in the future;

- Developing cooperative contingency and
pianning programs with the Internationa
Enexrgy Agency (IEA).

for the ruture

The precise course of near-term consumption
and proauction of crude oil is uncertain because
the effects will be closely related to final
implementation of energy legislation enacted
by the Ccnogress in the last year. In the
short-tcrm, domestic consumption of petroleum
products will continue to increase, although
at a slower rate than pre-embargo trends, as
the economy recovers and before conservatiocn @
programs take effect. "Lower 48" crude pro-
duction will continue to decline, until
Alaskan North Slope o0il comes to marketi in
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late 1577. Imports may reach over 8 ¥Mz/D
in this period. It is unlikely that anvy-
thing can be done in the short-term to alter
the supply and demand relationship between
OPEC and the consuming nations in order o
weaken the 0il cartel's exclusive contrcl
over oil prices. And it will only be through
aggressive resource development and conser-
vation measures that downward pressure can

be exerted on the OPEC pricing structure.

By 1985, however, this Nation can greatly
expand its domestic energy production and

cut the rate of growth in energy demand, and
still meet its economic objectives. But,

if we do not establish policies to stimulate
domestic energy production and cut energy use,
or if because of restrictions on energy
development, fewer reserves are developed than
expected, or price controls are extended,

our depenrdence on foreign oil could rise
immediately above today's level.

The amount of o0il discovered and produced denends
upon the extent of reserves and whether cil prices
are hicgh enough to justify their production.
Domestic crude oil production could increase

to considerably over 10 MMB/D in 1985 (from

8.2 MMB/D in 1976), if today's market prices

are allowed to stimulate domestic production

and if there is an aggressive OCS leasing and
developmant program. While total production

will increase from today's level, oil supply

from existing onshore reserves could decline

to 2.4 ¥HMRB/D by 1985, as older fields are
depleted. But, more intensive use of secondary
and tertiary recovery in current fields and

rew discoveries can keep onshore production

about constant. If aggressive OCS leasing and
developrnent schedules are followed, OCS
production could increase substantially by 1985.

-- If world oil prices fall or domestic prices
are regulated over a long period, pro-
duction could be at about today's level
in 1985. This decline would occur beca
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72 expensive enhanced recovery
technigues and some frontier area pro-
duction, such as that from Alaska,

would not be economic at lower prices.

-l

Total domestic supply is forecast to increa
substantially between now and 1985, wi
major fuels besides petroleum playing
large role:

o ot
o
)
b1 f

-- Coal production could increase to over
a billion tons, from current levels of
about 670 million tons, unless long-
term utility demand alters significantly
and environmental and transportation issues
are unresolved.

-— Natural gas production could reach over
22 Tcf, if deregulation occurs, but could
decline from current levels if current
regulations persist;

-~ Nuclear power could grow from current
levels of 9 percent to about 20 percent
of e@lectricity generation; however,
uncertainty in demand growth, financial
difficulties and licensing delays can
lower this projection significantly.

Fach of these supply increases, while technically
and economically feasible, requires significant
growth of the energy producing sectors and

will not ke forthcoming unless pricing and
government ragulatory policies encourage 1it.

In addition, if one or more domestic energy
sources do not achieve these projected levels,
imports will make up the shortage because

other domestic fuel sources could not compensate
for the locss.

Higher energy prices should cut energy demand
growth during the next ten years, reducing the
growth rate to 2.8 percent from the historical
rate of 2.6 percent. An active conservation . .
orogram could further reduce energy demand By
the equivalent of 3 million barrels per day,
reducing the annual energy growth rate to-a
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little cver 2 percent through 1985. Electri
generation will continue to grow about tuice
as fast as overall energy demand, but at
reduced levels from historical rates. Con-
sumption patterns will gradually shift from
0il and gas to coal and nuclear power.

city

- At current import prices (in real dollars;,
and with removal of price controls after
40 months, natural gas price deregulation,
implementaticn of the conservation measures
in the enacted energy legislation, ana no
negative energy actions, import needs could
be reduced to approximately 4 MMB/D by 1985.
If 0il and cas price controls remain in effect
through 1885, however, imports could be closer
to 10 MrB/D and 1f energy development cannot
proceed as planned, imports could be mcre than
10 MMB/D.

- Emerging technologies will not play a signi-
ficant role in stabilizing our energy situation
in the next ten years. Eolar, geothermal and
synthetic fuels will make only a small con-
tribution to domestic energy supplies by 1985--
about 1 percent of total use. While the
technology for these sources exists, they
must be vrcven economically viable on a
commercial scale. Since it will take several
vears to build the first full-size plants, a
large industry will not be p0551ble during
the next decade. Further, it is likely that
few, if aq$ synthetic fuel plants will be
built by 1985 without Federal financia
assistance. Unless commercial size pla 1ts are
started now and proven economic by 1985, it
will no: be possible for these new sources
to replace dwindling supplies of o0il and gas
in the post-1985 period.

Post-1985 Outlcok

- The post-1985 prospects for maintaining
independence are less certain unless te
nological and economic breakthroughs occur..
Declining reserves of oil and gas will neegd
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to be offiset by significantly increased use
of nuclear power, synthetic fuels, solar,
geothermal, and other emerging technologies.
However, the major contribution from solar,
geothermal, and synthetic fuels will not be
felt until after 1990.

Electricity is projected to continue to
increase its penetration. It could represent
about 37 percent of energy use in 1990, as
compared to 28 percent in 1974. The major
economic choice in electricity generation by
1990 will still be between nuclear power and
coal. THcowever, actual capacity additions
will be determined by other factors as well,
such as environmental standards, financial
health of utilities, and infrastructure to
transport coal. Coal and nuclear power could
amount to 77 percent of electric generation
in 1990, as compared to over 70 percent in
1985 and 50 percent in 1974.

If electrical energy grows at the anticipated
rate, there will be a strong need to increasc
coal prcduction (to over 1.6 billion tons

in 199C) and to resolve the nuclear fuel cvcle
problems. Nuclear capacity additions will

have to occur at greatly accelerated rates

in the 1985-1990 period to meet electrical
generation needs, and installed nuclear

capacity in 1990 could be over 200,000 megawatts.

0il and gas production is likely to decline
again around 1990; Alaskan production would
also decline in this period, unless significant
NPR-4 regserves are proved and produced.

As consumers adjust to higher energy prices,
che growth rate of energy consumption could
increase once again to over 3 percent in the
post-1985 period. Almost half of the total
petroleum usage in 1974 was for transportation
and this percentage is expected to remain
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unchanged through 1990, unless major modi-
fications are made in the transportaticn

system. While automobiles are likely to

be made much more efficient over the next

decade, gasoline demand will ultimately

increase again as the number of autos

increase, unless there is a basic change in

the pattern of usage or transportation fuel

use is shifted, probably to electricity.

Both alternatives involve large capital
investment, technological uncertainties,

and difficult social and environmental decisions.

With demand increasing and supply of oil

and gas either stable or declining, oil
imports in 1990 could be over 10 MMB/D,
unless synthetic fuels or other new tech-
nologies expand more rapidly than anticipated
However, by 1990, a number of existing OPEC
countries can be expected to have dropped
out as exporters of large quantities of

oil. Manyv or the countries will have passed
their peak of production and/or will have
developed domestic markets of such size that
they will not have substantial production
available for export. The reduced number

of major exporters could present a physical
difficulty in meeting U.S. import require-
ments by 1930, unless major new sources

of oil are found in countries that are not
currently active as exporters.

Natural gas appears to be the fuel most likely
to be in short supply in the 1985-19%0 period.
Unless an economically feasible approach can
be found for producing synthetic gas from

coal in large quantities, either growing
quantities of imported liquid natural gas may

have to be used or intensive conservation
pursued.
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NATURAL GAS

Background

Natural gas 1is a vital fuel that is consumed bv over
40 million residences, over 3 million commercial
establishments and almost 200,000 industrial users.

- Domestic natural gas production peaked at
22.6 trillion cubic feet (Tcf) in 1973, but
has declined to an expected 19.5 Tcf in 197¢%.
Additions to reserves reached a 22 year low
in 1974.

- Until recertly, the Federal Power Commission
(FPC) has controlled prices for natural gas
shipped in the interstate market (all bu:
the producing states located mainly in the
South) t©o 5Z¢ per thousand cubic feet (Mcf)--
about one-fourth the equivalent Btu price
of o0il. Consequently, demand has outstripped
supply in the interstate market, and cur
tailments of supply have grown.

-- Curtailments have grown from about zero
in 1970 to about 25 percent of firm
reguirements in the current year.

-- Natural gas along curtailed pipelines
is allocated according to FPC guidclines,
w1th residential and small commercia
customers getting highest priority;
followed by large commercial and industrial
feecstock and process users; industrial
users without alternate fuel capability;
and gas used for boiler fuel or by
interruptible customers.

-- A very cold winter this year could create
spot shortages, despite large inventories
of alternate fuels.

- The outlcok is for continued declines in the
interstate market, unless major changes in the
pricing or distribution system occur.



Approaches Tried

In Janueary 1985, the President proposed to
Congress that the wellhead price of new natural
gas (production started after January, 19757?)
be deregulated.

-—- 1If prices were deregulated, natural g
production could reach over 22 Tcf by
1985; whereas, under continuation of 52¢
per Mcf prices, production would drop
below 18 Tcf and the interstate share
would decline from about 10 Tcf to
6.6 Tcf.

a

0

-— Since only new gas would be deregulated,
the price impacts on consumers would beé
gradual. Further, if regulated prices
continued, natural gas would not be as
available to residential users, would have
to be replaced by more expensive oil and
electricity, and residential fuels bills
would be higher than with deregulation.

The Senate, in 1975, passed a phased deregu-
lation bill (S. 2310, Pearson-Bentsen biil)
under which new onshore natural gas prices
would be deregulated immediately and offshors
gas prices after five vears.

The House came within a few votes of passing

S. 2310 (which President Ford had indicated he
would sign), but passed H. R. 9464 (Smith bill)
which did not remove regulation and instead
extended controls to the intrastate market.

The House and Senate bills were never broughrt
to conference. Among the reasons cited for
rejecting deregulation are:

-- The price of natural gas would rise con-
siderably to residential users who arec
already feeling the effects of higher energy
prices.
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-— Since lead times for new producticr are
long, consumers would be confronted with
higher prices and still see rising cur-
tai’ments for a few years. Additionally,
since distributors roll-in (or average)
the price of more expensive gas with less
expensive existing supply, excess demand
would continue. The counter-agreement
to this is that averaging the prices
redaces the consumer impacts.

-- There is no guarantee that increased
prcduction would result from deregulation
and, in fact, there were many changes that
gas producers were withholding natural gas
from the market awaiting deregulation.

[$3]

oy

-- Natural gas producers do not need the
$1.75-$2.00 per Mcf prices that would
result from deregulation in order to pro-
duce new gas. The agreement was made that
allcwing such prices would be letting
OPEC dominate our domestic gas market.

-— The curtailment situation and discussion
of economic effects was manufactured by
the Administration and the gas industry o
bring pressure for deregulation.

The National Governors Conference proposed

an approach sponsored by Governor Boren under
which new gas prices would be deregulated for

a test period of five years, after which the
guestion would be reassessed. While this

plan provides for deregulation until 1930, the

lead times for new production and already declining
reserves would make it difficult to show dramatic
improvement as a result of this program.
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In July,. 1976, the FPC issued Opinion 770
in which the major action was to increas
the national base ceiling rate for new gas
'wells commenced or dedicated to interstate
market after January 1, 1975) from 52 cents
per Mcf. to $1.42 per Mcf.

-- This action could increase natural gas
production to over 21 Tcf by 1985 (about
1 Tcf less than with deregulation) and
would increase interstate share of market
in 1985 from about 6.6 Tcf under the pre-
vious controlled price to about 10 Tcf.
However, the interstate share would be
about 1 Tcf less than with deregulation
and there would still be market distor-
tions in favor of selling gas in the intra-
state market.

~— The FPC Opinion 770 was delayed in imple-
mentation by court action and can now be
implemented only with the provision that
refunds would be given if the courts decide
the rate was not justified.

In September, 1975, the Administration proposed
temporary emergency legislation to the Congress
to alleviate the effects of curtailments. The
legislation would have allowed pipelines and
high priority users to obtain intrastate gas

as unreculated prices for a limited period.
This legislation became embroiled in the de-
regulation debate and was not enacted.

In the fall of 1976, the Chairman of the FPC
wrote to Senator Stevenson indicating that he
would welcome temporary emergency authority to
allocate natural gas between pipelines. Although
such allocation authority would only be used in
severe cmergencies, the natural gas industry
believes it penalizes pipelines and customers

who have been prudent and the first step in a
Federal allocation system.



Remaining Problems

~ The price regulation issue is tied up in the
courts and even if resolved by the FPC, still
leaves market distortions against interstate

users.

- Natural gas curtailments continue to increase.
After alerting the public to the problem last
year, warm weather, and the economic slowdown
reduced the effects of the shortage. However,
the Administration was accused of magnifying
the probliem and distrust continues.

- Natural gas shortages are distributed unevenly,
concentrating in the mid-Atlantic and parts of
the Midwest.

- Along an individual pipeline, one distrubution
may be adding new high priority residential
customers, while others may be cutting back.
Also, the current priority system provides little
incentive for residential conservation, since
gas that is conserved by one distribution company
can be reallocated by the interstate pipeline
for higher priority load in another distribution
area.

- The current FPC priority system, based on end-
use, does not recognize the possible use of
natural gas in boilers to abate hazardous air
guality conditions.

New Initiatives

- Two broad philosophical approaches exist to deal
with the natural gas price and supply issue. The
alternatives are to allow the market price to work
by effectively permitting natural gas wellhead prices
to reach the market clearing level, or to continue
reqgulating price and/or supply.

~—- The Market Approach. There are several options:
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- ©rCerequlate the price of new natural gas.
This approach is the current Administration's
wroposal and the limitation to new gas deregu-

profits and to provide for more gradual increases
in consumer gas costs. However, there is no
guarantee that additional revenues will be used
for increased exploration, consumer impacts

could be greater than expected due to abrogation
of 0ld contracts, and the inherent lag in
exploration and development will inhibit near-
term increases in gas supplies.

- Complete deregulation at the wellhead coupled
with a windfall profits tax. This approach
eliminates the problems of defining new gas
equitably, encourages recompletion cf wells,
and produces government revenues. The consumer
impacts would be substantial, even if a rebate
system is used with the windfall profits tax,
designing such a tax equitably is difficult,

nd the industry's loss of revenues could

ffect adversely new development plans.

o

0

- Five year experimental deregulation cf new
natural gas. This approach would reduce the
impact of uncertainties in production response
since it would be reassessed in a five year
period and may be more palatable to the Congress
"than complete deregulation. This approach
may not stimulate offshore and frontier area
gas production due to the uncertainties in
the future price potential; with lag times
‘nherent in the system, five years may be
too early to judge accuately future price
potential.

-—- Federal Regulation

- Maintain current regulations (given upholding
cZ Opinion 770). While this alternative
imposes the least consumer impact, it sustains
the distribution distortion between the inter-
state/intrastate market, does nothing tc_alleviate
-he curtailments situation, will stimula@é less
production by 1985 (1Tcf) than under deregulation,
and will increase the average annual residential
fuel bill by 1985 by over $20 because of
substitution of higher priced alternate fuels.
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intain current regulations and impose
I'aderal excise tax on wellheaq pr.c ce to
d

ate prlces. This alternative allows the
ee marketplace to operate at the end-user
vel, thereby reducing curtailments. It
rduces the potential for producer windfall
rofits, as compared to deregulation, and

he revenue gain could be rebated to con-
sumers and/or used to finance other energy
projects. This approach, however, does not
ensure attraction of new onshore gas to the
interstate market. In addition, the Congress
has showed little inclination to pass excise
taxes of this nature and the potential for
Congressional disapproval is high given its
effect on consumer costs.

- Extension of regulations to intrastate market
at recent FPC announced level for new gas (or
current intrastate market average price). This
alternative would require both State and local
distribution priorities to be consistent with
Federal priorities and extend Federal pricing
and allocation regulations to the intrastate
market. It would eliminate the intrastate/
interstate market distortion and would not
increase consumer impacts over those associated
with recent FPC price action. The production
increases would be the same or less than with
the FPC price increase, but a larger share
would move into the interstate market as there
would no longer be a price advantage in dedicating
rrew reserves to the intrastate market. This
alternative does, however, require government
intervention into the intrastate market, and
may raise constitutionality questions. It does
not eliminate the inherent inequities of the
current curtailment priority system, nor does
it eliminate the need to allocate availabkle
supplies. It will not stimulate as much ihcreased
production ( 1 Tcf less) as under deregulat%on.
o
The Administration and the FPC have sought two )f
emergency measures from the Congress to alleviate’
curtailments: direct end user purchases rfrcm the
intrastate market and 180 day emergency purchases
by pipelines at free market prices. The new Adminis-
tration will have to decide whether this approach
is still applicable:
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-— Direct end~user purchases from the intrastate
market are already sanctioned by the TPC, although
the issue of its legality has never been tested.
Emergency purchases at free market prices are also
currently allowed, but only for 60 days. To date,
the Nation has been able to handle the curtailments
situation without any emergency legislation, and
distribution companies and end-users are preparing
themselves better to offset potential curtailments
by storing a higher inventory of alternate fuels.

-—- Nevertheless, severe economic impacts can still be
encountered, even with this legislation, as there
is no guarantee that individual pipelines will
voluntarily assist each other. This ‘legislation
could provide only about 200 Bcf into curtailed
areas due to the limited spot intrastate market
for gas.

The following other potential measures exist:

-—- Seek standby mandatory allocation authority
between pipelines. The small volumes of gas
needed to be allocated among pipelines would
preclude severe impacts of curtailments and
would ensure government protection of high
pricrity end-users during an emergency. However,
this alternative provides a strong disincentive
to pipelines to secure added gas supplies and
to take high financial risks for supplemental
gas supplies (LNG, SNG). The establishment of
equitable criteria for allocation would be difficult
and reimbursement problems with pipelines would
be encountered.

-- Place a ban on new growth of firm customers,
particularly high priority customers at the
distribution level, where distributors are
servaed by pipelines experiencing curtailments.
While this approach would limit high priority
vulrerability to existing customers and would
prevent distributors from securing more gas
supplies by industrial to residential load
switching, it would require Federal pre-emption
of State and local authorities. It would also
encourage continued use of available gas for
existing low priority uses. Further, it would
make a business decision that gas compan;és could
not expand markets in the years ahead .enhd thus
stifle the free enterprise system.
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Due to increasingly apparent inequities in imple-
menting existing priorities for availakle interstate
gas suponiies, and other administrative problems in
implementing the Natural Gas Act, several regulatory
reform measures are currently under consideration

by the ¥PC:

-~ "Conservation Gas" Distribution. Distribution
companies have had success in inducing high
pricrity customers to conserve natural cas.
However, under the current FPC priority system,
the gas that is conserved ("conservation gas")
can be reallocated by the pipeline to another
distribution company in order to maintain uniform
priority end-use allocations along the pipeline
and to prevent use of the conservation gas by
lower priority users. This, in effect, stifles
the incentive for distributors to induce conservation
since the gas will ultimately be consumed by another
high priority user. The FPC could adopt a policy
of prohibiting reallocation of conservation gas 1in
order to encourage conservation. Such a policy could,
however, increase energy "regionalism" and would
relincuish conservation gas for lower priority
users. This policy can be implemented by FPC
rulemaking and does not appear to reguire new
legislative authority.

-- Pricing of Supplemental Gas. Another issue which
must be resolved is how to price higher cost
supplemental gas, including synthetic gas from
coal, substitute gas from oil products and natural
gas liquids, and imported liquefied natural gas.
FPC's current pricing authority extends to the
prices charged by interstate pipelines to its
distributor customers, but not generally to the
burncr-tip since the prices charged by distribution
companies are under the jurisdiction of State and
public utility commissions. A new legislative
amendment to the Natural Gas Act could be considered
to require that distribution companies adopt the
same pricing procedure as the interstate pipelines.
This approach would ensure conformance by all
regulatory bodies and ensure that end-users pay
full cost of consuming supplemental fyels where
the 7PC deems it practicable. Tt would eliminate
the artificially high demand for supplementdl
fules created by rolling their price with lower
cost supplies. The disadvantages to this approach
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are that it involves a pre-emption of State
and local authorities; it is not vyet clear
that incremental pricing to the burner tip
is administratively feasible, in any case,
where curtailments exist; and it may reduce
supplemental gas supplies at the same time
a natural gas shortage exists.

-- National ING Siting Authority. Importers,
pipeline sponsors and State and local govern-
ments have asserted that the current Federal
regulatory procedures for determining site
selection for LNG facilities are inadeqguate
and have led to long delays. A new legislative
initiative could require Federal LNG siting
standards and/or criteria for site selection.
However, since each project is different,
national standards may have little meaning,
and could pre-empt local jurisdiction. It
1s not likely that such a proposal would
receive immediate favor by the Congress.
However, national siting criteria could be
established administratively through FPC
rulemaking.

Recommendations
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CRUDE OIL

Background

E-Q petroleum product price con rOols
by the Cost of Living Council 1
and were codified by the LEmergency

ocation Act of 1973.

were 1mposc
August, 19
Petroleumn A

o~

- Only controls over petroleum prices remain
since since the price freeze of the early
1970's; the o0il industry claims that contrcls
are inhibiting production incentives, an
consumer groups contend that controle ar

-

0] Q)

holding domestic prices below cartel rrices,
while still vroviding sufficient production

incentives.
- Despite prics controls, the average petrcleunm
cost to American consumers has risen by

percent since 1973. o

Approaches Tried

- In January, 1975, President Ford proposed to
the Congress a plan to remove price and
allocation controls from crude oil and petrols
products by April, 1975, in conjunction with a
windfall profits tax.

3
!

um

—-—- TFEA estimated that immediate decontrol
could reduce imports by . MMB/D by 1977.

-—- There was an overwhelmingly negative
reaction to this proposal in the Congress,
mainly kecause Congress feared the econcmic
impact of decontrol during the recession
and because of an inherent distrust of the
0il industry by much of the public.

- A long, often bitter debate ensued over crude oil
prices end after several alternative onroposals
{e.g., extending the price control phascecout
over a jv-month period) were offered by the
President and rejected by Congress, a compromise
was reached with the signing of the Energy Policy
and Conservation Act (EPCA) in December, 1875.-:

3

I

he oricing provisions of the EPCA were its
most controversial features. ‘
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-— Under the EPCA, average domestic crude oil
prices were rolled back to $7.66 per barrel
{(frcem cver $8 per barrel). This “conposite”

price was allowed to escalate over a 40 month
period at no more than 10 percent annually to
keep pace with inflation and provide production
incentives. Price controls are due to expire
in April, 1979.

- Building upcen the EPCA, the President signed the
Energy Conservation and Production Act (ECPR} 1in
August, 197¢.

-—- The ECPA assured that a 10 percent annual rise
in the composite price would be allowed and
released stripper wells from price controls.
Stripper wells are those wells producing less
than 10 barrels per day and represent about
70 percent of the wells in this country,
although only about 12 percent of production.

- Using authorities provided in these laws, the FEA
has proposed and Congress has allowed price and
allocation controls to be removed from residual
fuel oil; middle distillates; naphtha jet fuel;
and naphtha, gasoils, and other products. Thus,
about half of refiners' output has been deccntrolled,
with gasoline, propane, kerojet fuel, and aviation
gasoline being among the products still controlled.

Remaining Problems

- As a result of an error in the estimated prices and
proporticns of "new" and "old" oil, initial estimates
of the composite price were about = wvpercent too low.
To compensate for "overshooting"” the com0u51Le prlce
and to account for other regulatory changes made in

the past year, FEA has frozen the price of upper and

lower tier o0il since June, 1976. The extra revenues
gained by the 0il industry must be returned to the
public.

- There is some unceéertainty about the ability to hold
to the April, 1979 termination date for controls,
given the likelihood that domestic prlces are likely
to be considerably below foreign prlceb at that time,
and the 2American people may not be willing to accept
an immediate price rise of $ per barrel. Further,
the composite price system has proven difficult to
administer, as three tiers now exist (upper 1er'at
$11.63 »ner barrel; lower-tier at $5.18 per Darrel and
stripper and Naval Petroleum Reserve o0il at market
prices of about $12.50 per barrel) and many

ulatory charges continue to have to be made.




-3-

- While price controls are in effect, the FEX has
administered a crude oil "entitlements procram"”
to attempt to egualize regional costs of crude
0il. Under this program, refiners with access
to lower—-tier oil are required to purchase en-
titlements (worth about $2.80 per barrel) from
other refiners to egualize costs. The program
has resulted in an income transfer of about
S million per year, mainly from the southwest
to the East Coast.

- With about half of petroleum products still under
controls, the ability to decontrol such products
as gasoiine, jet fuel, and propane is in doubt
and failure to decontrol some of these products
may cause distortion in the market place.

Possible Initiatives

- ©New price control phase-out schedule. There are
three basic options to modify the current price
control formula:

-- Propcse a new phased decontrol schedule of
about 2-2 1/2 years, with no composite price
formula. A simple phase-out schedule may be
more palatable now that economic conditions
have changed and in light of experience with
the composite price system.

-- DMaintain composite price systems, but provide
greater vearly adjustments to move prices
closar to world levels in a shorter period
of time.

-— Announce that price controls would ke main-
tained indefinitely and that escalation would
continue solely at the rate of inflation.

- Product decontrol. Each of the remaining prcducts
under controls must be considered separately if
removal of controls is proposed. Initial findings
are indicated below:

~— Motor gasoline can probably be decontrolled
without any price increases. The impacts
of removal of allocation controls could be
miticated by a form of dealer protection
legislation, such as was finally considered
by the House of Representatives in the 84th .
Congress.
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-- Kero-jet fuel and aviation gasoline seem to
satisfy conditions for decontrol (as set forth
in the EPCA). While opposition could be expected
by certain groups, standby regulations could
reduce objections.

-—- Propane, butane, and controls over allocation
of naptha to SNG plants may not meet decontrol
standards since there appears to be declining
supply and rising demand.

Recommendations
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ENERGY

TAXES

Background

The taxing power of the Federal Government
provides an adaptable tool for modifying irvest-
ment behavior, stimulating conservation,
discouraginc use of particular fuels, and
raising revenues for social redistribution

or funding energy development.

Approaches Tried

In Januvery, 1975, President Ford asked Conﬁrbss
for a variety of energy taxes to reduc
consunption immediately. These 1nclude:

~-- An excise tax of $2 per barrel on all
domestic crude oil production, accompenied
by ecuivalent import fee.

-—- A 372/Mcf excise tax on natural gas.

-- A wi ‘if:ll profits tax on petroleum to
coupled with price decontrol.

-- A tax credit of up to $150 for homeowners
to buy and install insulation in existing
residences.

@ease in investment tax credits and
in accounting rules for utilities.
-— Rebates of the energy tax revenues.
Congressional attention focused initiaily on
the impo-st fee and decontrol provisions and
those ware defeated or rescinded, the rest of
the President's energy tax proposals were not
enacted. The opposition stemmed mainly from
concern over ralsing energyv prices to consumers
during & recession and soon after the OPEC price
increases, as well as a failure to be convinced
that hicher prices really do dampen demand.
The homeowner's insulation tax credit was deleted
twice in conference.

fter

3]
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- The House Ways and Means Committee conside:
a wide range of energy taxes including vari
gasoline ancd petroleum excise taxes, energ
conservation trust funds, and a graduated
on new cars linked to wvehicle fuel efiicier
Only minor energy taxes were passed.

- A gasoline tax was considered as a means for
discouraging discretionary use of automobiles.
For every 10¢ per gallon the tax is raised,
consumption would drop by about 150,000 barrels
per day. The United States has the lowes t '
(check?) gasoline prices and taxes of an
nation in the International Energy Agency.

soline tax would need a clear rebate
a to reduce regressive effects.

-—- A casoline tax accounts for only 40
of the o0il use, thus concentrating on
automobile use which may be less elastic
than other uses.

nercent

e}

-- A gasoline tax would have imbalanced
regional effects (particularly effecting
rural and western consumers) and would also
affect adversely the recreation/tourism
industry and automobile manufacturing.

Remaining Problemns

- While there are no significant problems that
must be overcome by energy taxes, such taxe
can relieve the energy problem.

w0 H'

Possible Initiatives

- Broadly zased or Btu taxes. Substantial recductions
in enercgy use could be achieved by a very
large tax on all energy use (e.g., $1.00 per
million Btu), with offsetting income tax
rebates.

-— While such a tax could raise large revenues
and reduce consumption, energy prices would
go up dramatically and the whole tax
system might have to be revamped.
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Bxcise taxes for specific conservation objectives.
A major dertect of the Btu tax--its broad focus--
could be corrected targeting a conservation
excise tax on specific fuels (e.g., oil and gas);
specific Zuel using equipment (such as auvtomobiles);
or speicifc uses of a particular fuel (e.g.,
outdoor gas lights; gasoline or taxes for

boiler fuel use of o0il and gas). Although such
taxes would be more specific than a Btu tax,

they could be discriminatory against certain
users.

Import fees. Imposition of substantialliy
increased import fees can reduce consumption
and discourage imports, but would provide
windfall profits for some domestic producers

=

and wouid affect some regions inequitably.

Market adjustment taxes. Under continued price
regulat:icns, both domestic o0il and interstate
gas will ccntinue to be sold to end-users at
prices substantially below marginal import
prices. A basis exists, independent of national
energy conservation and import reduction
objectives, to correct such distorticas by
taxing controlled fuels which compete with
imports, to bring them into price parity.
Revenues from these taxes could be rebated
through inccme tax reductions, used as income
transfers and social adjustment factors, or ear-
marked for specific energy related expenditures
(such as R&D or financial assistance).

~-—- Although the adoption of such taxes could
tend to perpetuate and institutionalize
existing price regulations, 1f controls
continue without some adjustment, the cost
of the existing distortions will beccmne
increasingly substantial with the passage
of £time. When distorted prices are frozen
into the structure of the economy, as in
the case of enegy intensive capital goods
with long lifetimes, theyv can have particularly
advcrse effects. For example, a large car
purchased today under controlled gasoline



rices may continue in operation lc
fter the low-price signals which c¢
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- Investment incentives. Favorable depresciation
schedules, tax exemptions and tax creidts can
be used for the purpose of providing invest-
ment incentives for improved energy-reiated
capital ecuipment. Potential targets of such
policies range con51derably in both size and
risk. Beneficiaries of previously considered
proposals have ranged from individual home-
cwners to large utilities, and credits have
been considered for items ranging from
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