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SUMMARY

For 1975 as a whole it is estimated that the President's
program will:

-- reduce aggregate petroleum demand by
548 MBD;

. == Increase domestic production by 101 MBD;
—- reduce petroleum imports by 6u3 MBD.
The effects of each component of the President's program grow
over time. As a result, for the fowrth quarter 1975 the impact will .
be greater than when averaged over the entire year. For fourth quarter 1975:

- aggregate petroleum demand will be
reduced by 880 MBD;

—— domestic production will be increased by 160 MBD;

-~ petroleum imports will be reduced by
1040 MBD.

By December 1975 the President's goal of reducing petroleum
imports by one million barrels per day will be surpassed under the
President's program. For December under the program

—— aggregate petroleum demand will be
reduced by 934 MBD;

-- domestic production will be increased by 160 MED;

—-— petmlewn imports will be reduced by
1094 MBD.

The import savings in December 1975 are accounted for as follows .(MED):

160 Elk Hills development
98 conversion to coal "
147 suspension of gas curtailments
.689 effects of higher prices

~The reductions in petroleum demand by pmduct in December 1975
will be (in MBD): :

motor gasoline . -278 ‘
distillate -238 PR
residual -310 \ K
all other products -108 S 7T

Total ~-934



INTRODUCTION

This Technical Report presents the results of implementing
FEA's short term petroleum product supply/demand balance simulation
under two sets of assumptions: a Base Case scenario which documents
petroleum product supply and demand using a current macroeconomic
simulation and updated price and weather data; and a Policy Option
Scenario which incorporates the particulars of the President's energy -
program into the Base Case scenario. The supply and demand forecasts
presented here are slightly different from those brepared in
December 1974 and early January 1975 in that:

-- the particulars of the President's
program (rather than its general structure)
are accounted for explicitly;

== more recent macroeconomic forecasts
are available; and o

— price and weather data have been
updated. -

The impact of the President's program on aggregate petroleum .
- demand and petroleum imports for 1975 as a whole, fourth quarter. 1975,
and December 1975 are presented in a summary section. Other .
sections of the report present the scenarios and associated supply
and demand forecasts, the derivation of the effect of the President's
program on petroleum prices, and the derivation of forecast: inventory
policies. The forecasting procedure utilized for this report is
documented in National Petroleum Product Supply and Demand,
October 1974 Through 1975, Technical Report 74-5, FEA, November 8, 197y.

Appendices present a comparison of alternative forecasts
documenting the effects of prices and other important factors,

alternative elasticity estimates, and factors influencing a determination
of the price of imported crude oil. '



SUPPLY/DEMAND BAIANCE SCENARIOS AND FORECASTING RESULTS -

Two supply/demand balance scenarios are presented a Base Case
and a Policy Option Scenarlo The two scenarios are specified as
follows. ; :

Base Case: The petroleun product demand simulation
docurented in Technical Report 74-5 was utilized.

" Based upon recent economic indicators, a DRI
macroeconomic simulation prepared in December was
incorporated in the demand forecast; this simulation
projected relatively weak consumer demand over 1975
with a decline in real GNP of 3.5 percent over the
year. The relative prices of the products were held
constant at their last observed level.

Policy Option Case: This case differs from the .

Base Case through the incorporation of the President's
energy policy as given in the State of the Union
Message. .

The price assumptions occasioned by the imposition
of import fees and deregulation are given below

in the section on prices. In addition it was ,
assumed that: . -

~—- domestic production increases by 160 MBD by the
end of 1975 due to the development of Elk Hills;

- petroleum demand is reduced by 98 MRBD due to
switching from oil to coal, .

-~ petroleum demand due to natural gas curtailments
ceases after May 1, 1975 due to the deregulation
of new natural gas at the wellhead;

~~ price changes due to the President's policies are
held constant in real terms at their May 1975 levels.

The Base Case supply/demand balance scenario is presented in
Table I and the Policy Option scenario in Table II. Tables III through
VII itemize the impact of the various components of the President's
program by product for each quarter of 1975 and for 1975 as a whole.



Table I

Base Case (1/25)

Supply and Demand Forecast

(MBD)
Forecast without 1975
Implementation of the

President's Program 1Q 2Q 3Q 4Q Year

D MOGAS - 6178 6715 6880 6614 6597

E Distillate 3916 2546 2215 3457 3G34

M Residual 2654 - 231¢ 1835 2401 2250

A Kerojet oo 769 812 815 838 809

N Naphthajet 211 ‘248 244 276 245

D Petrochemicals 333 338 337 350 339
LPG 1560 1076 1025 1470 1283
Other products . 2029 2127 2383 2178 2179

stal all products 17650 15872 15834 . 17583 - 16735

18 Domestic: Crude 8663 8622 8575 8540 8600
P NGL 1676 1637 1650 © 1656 1660

|p o — :
m . Gain 413 399 357 407 353
Y . "
Total Domestic Supply 10752 10678 10582 10603 10653
Change in inventories -229 +165 +323 -260 0
Imports 6669 5359 5575 6720 6082
Total all products 17650 15872 15834 17583 16735
3




Table ITI

Supply and Demand Forecast
with the President's Program

. (MED)
Forecaét with full 1975
Implementation of the
President's Program 1Q 2Q 3Q 4Q Year
D MOGAS . 6139 6489 6603 6336 "6392
E Distillate 3915 2462 2055 3243 2919
M Residual 2625 1879 1718 2118 2085
A Kerojet 767 803 - 797 816 796
N ‘Naphthajet 211 T 245 238 269 241
D Petiochemicals 332 330 322 333 329
LPG 1559 1068 1009 1445 1270
Other .products 2027 2108 2344 2143 2155
2tal all products 17575 15383 15085 16703 16137
S Domestic: Crude 8703 8702 8695 8700 8701
U . . . )
P ~RGL __ 1676 1657 . 1650 ‘1656 1 1660
P . '
L S Gain 413 369 357 407 393
- ) — - -
iotal Domestic Supply "10792 10758 10702 10763 10754
C.inge in inventories -229 +165 +323 -260 0
Imports 6554 4790 4706 5680 5433 ..
Total all products 17575 15383 15085 16703 116187
- L




~— : Table III

Impact of the President's Program
First Quarter 1975
(MBD) -

Demand Changes

Suspension f
Price Coal of gas .

Product Effects Conversion __Curtailments Total
MOGAS -39 0 0 -39
Distillate -1 0 0 -1
Residual - 4 -25 0 -29
Kerojet o ‘ -1 0 0 -1
Naphtajet ' - 1 0 0 -1
Petrochenicals -1 0 0 . -1
LEG ' | -1 0 0 - 0
Other - 2 0 0 -2
\\/1Tota1 all Products =49 =25 0 =75
Elk Hills Developaent ' _ - 40

-t - | ‘.
Current change in consumption - |
Demand for petroleum imports =115

-




Table IV
impapt of the President's Program

Second Qhatter 1975
(MBD)

Demand Changes

N1

- ‘ . Suspension
Price Coal of gas
Product : ) Erfects ~_Conversion Curtailments Tota:
MO0GAS -227 0 0 - -227
Distillate 7 . - 20 - 0 -62 - 82
|Residual L - .48 -49 -34 -131
Kerojet ' - 9 0o . - 0 - 9
Naphtajet T~ 3 0 o - 3
Petrochemicals - 8 0 0 - 8
LPG - 9 0 0 - 9
Othgr ' - 20 0 0 - 20
Tot?l all Products -344 -49 ' -96 —489
Elk Hills Development , : ’ = - 80
Current change in consumption . _ o
Demand for petroleum imports . N _ 569

-



~— Table V
Impact of the President's Program

Third Quarter 1975
(MBD)

Demand Changes

. ! : Suspension
Price i Coal of gas
Product ) Effects i Conversion Curtailments Total
i ‘ o
MOGAS -278 ' 0 0 o -278
Distillate . - 64 0 . -96 _ -160
Residual _ - 89 . -74 | - —54 .  -217
Kerojet ' ‘ - 19 0 - 0 - 19
Naphtajet - 6 0 0 . - 6
Petrochemicals - 15 0 0 4 - 15
LPG - 16 0 0 - 16
Other - 38 0 0 - 38
. fotal all Products -525 -74 ' -150 ~-749
Elk Hills Development - 120
B N
Current change in consumption _
Demand for petroleum imports B -869

-



Table VI
Impact of the President's Program

Fourth Quarter 1975
(MBD)

Demand Changes

. Suspension
Price Coal of gas
Product Effects Conversion Curtailments Total
MOGAS -278 0 0 . —-278
Distillate -120 0 -94 -214
Residual -131 -98 -53 -282
Kerojet - 22 ' 0 - 0 - 22
Naphtajet - 7 0 0. -7
Petrochemicals - 17 0 0 - 17
LPG ' - 25 0 0 - 25
Other - 35 0 0 - 35
fotal 211 Products | -635 -98 ~ -147 -880
Elk Hills-Development ‘ - 166
Current change in consumption _
Demand for petroleum imports - 1040




Table VII

Impact of the President's Program

™

Annual 1975
(MBD)

Demand Changes

* : Suspension
: Price Coal i of gas

Product Effects Conversicn Curtailments Total

MOGAS -205 0 0 -205

Distillate - 52 0 -63 -115

Residual. -].. .- .69 -61 . ~35 ~165

Kerojet - 13 0 0 - 13

Naphtajet - 4 0 0 - 4

Petrochemicals - 10 0 0 - 10

LEG - 12 0 0 - 12

Other - 24 0 0 - 24
x\TIotal 21}l Products -389 -61 -98 -5%48

Elk Hills Developzment

Current change in consumption

Demand for petroleum imports .. ... .

-

101

-649



PRICE ASSUIV[PTIONS

The petroleum pnoduct demand simulation aDplles price
elasticity assumptions to deflated wholesale price indices for all
products except motor gasoline. For motor gasoline prlce effects
are measured in terms of the deflated, ex-tax retail price per
gallon. For all products except motor gasollne the price effects
are lagged with respect to how long a price change is assumed to
be sustained. This lag structure (assuming constant elasticities) is
given for a one, two, and three quarter duratlon The assumed
elast1c1t1es are:

Product 1Q . 2Q 3
Distillate . =.09 -.12 -.12
Residual ' -.15 -.18 -.21
Kerojet - -.06 = -.07 -.08
Naphthajet -.06 -.07 -.08
LPG -.04 -.04 -.05
Petrochemicals -.12 - 14 -.16 ..
Other products - -.05 -.05. -.05

For motor gasoline the relationship between market price and
demand was included as part of the regression estimating the demand
fbrecastlng equatlon. The specification of the forecasting equatlon
is such that the price elasticity of.motor gasoline demand varies
samewhat dependlng upon the values of price and quantity demanded
at which it is measured. Generally, for the year 1375, the price
elasticity of motor gasoline is -.15.

Using the results of analyses conducted with the Office of
Economic Impact, FEA, the implication of the President's policy of -
import fees, and deregulation was traced for nominal prlces measured
by month fbr January through May 1975. These nominal prices were
then converted into the appropriate indexed and deflated format
- for incorporation into the petroleum product demand simulation. The
derivation of the nominal price time series is given below.

10
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Construction of May 1, 1975 Petroleum Prices

The end of year 1974 crude oil price was derived as follows

$8.4425 = .75 [.6 x 0ld 0il Price + .4 x New 0il Pricel
+ .25 x Imported 0il Price

proportion of crude & NGL domestically produced

where .75 =
.25 = proportion of crude & NGL imported
.6 = current proportion of domestic supply that is 01d 0il-
.4 = current proportion of domestic supply that is New Oil

0ld 0il Price = $5.25 per barrel
New 0il Price = $11.00 per barrel
Imported 0il Price = $11.00 per barrel®

The May 1, 1975 crude price was obtained by equating the 01d
Price to the New 0il Price, and the Imported Oil Price to $13 to
account for decontrol, the domestic excise tax, and the import fee..
It was assumed that the price of NGL would be equivalent to the
price of crude oil, even if a smaller- BTU equivalent tax were to be
placed on it. After May 1, 1975, all petroleum prices were assumed to
rise nominally by the rate of inflation; that is, not to change in real terms.

The refined product average was constructed using the crude .

01l series plus estimates of refining costs and other cost factors.

- The distillate and residual price series were constructed from the
crude series with the rule that increases in the domestically
produced distillate and residual would equal increases in average
crude prices. Imported residual and distillate were assumed to
increase in price by an amount equal to the import fee. The average
price indices constructed for the products are the weighted by .
their domestic to imported ratios. Since nearly all gasoline is
domestically produced, its price increases only reflect crude increases.

. These rules produce straight pass through of costs to products without
shifting costs from one product to another. As an alternative to this
Slmple, pro-rata "cost pass through" price construction, historical price
relationships were also examined. Historical ratios of the various
product prices to the refined products average were used"to forecast
prices. The results of forecasting prices on the basis of historical
ratios was little different from that given by the simple pass thraugh
assumptions. Since it is expected that regulations will be enforced
to equalize product price increases, the equalized cost pass through with
lmmediate adjustment was used to forecast prices. The nominal price
forecast assumed is given in Table VIII.

* Although higher imported oil prices are quoted, $11 is fhe
estimate of the average econamic cost of imports to refiners.
See Appendix B. '

11



First Four Months of 1975 -

For the transition period February 1 to April 30, 1975, the
following prices were used.

The per barrel incregges in crude prices in February, March, and
April reflect the $1; $2, $3 import fee on imported crude. DomestlcalLy
produced crude 1is still averaced under the 0ld-New 0il Scheme. The
product average, residual, distillate, and gasoline prices during
this period reflect the change in crude prices due to the $1, $2, $3
crude import fee and the $0, 60¢, $1.20 fee on imported products,®
as well as the ratio of domestically produced to imported products.

These ratios are assumed to be:

Petroleun Product Average

Domestically Produced .82
Imported as Product .18
Residual A §
Domestically Produced . .35~
Imported as Product .65
Distillate '
- Domestically Produced = . .85
Imported as Product .15

Gasoline - All Domestically Produced.

Product prices are calculated as follows:

Petroleum Product Average = $10.15%%
Wholesale Price : .82 (Average Change in Crude 0il Price) +
' .18 (Change in Product Import Fee)

$ 7.75%%
.35 (Average Change In Crude Oil Price) +
.65 (Change in Product Import Fee)

Residual Wholesale Price

Distillate Wholesale Price= $11.98%% +
.85 (Average Change‘ln Crude 0il Price) +
.15 (Change in Product Import Fee)

" Gasoline Retail Price = $0.41%* + Average Change in Crude 0il
Price per gallon

% See The White House, Fact Sheet (January 15, 1975) The President's State
of the Union Message, p. 33, items (A) 1(a) and (A) 1(c). The system
of rebates on products nullifies the February fee on products.

#% Latest observed price per barrel - except gasoline (per gallon).

12



Crude®

All Products®

Distillate®
Residual®

Gasoline®#®

Table VIII

Price-Assumptions

Jan. Feb. March April
8.4l 8.99 9.5n | 10.09 13.00
10.15 10.60 | 11.16 11.72 14.25
11.98 12.44 | 13.00 13.56 16.15
7.75 7.94 8.52 9.10 10.6u
A1 423 .436 49 .519

% Wholesale prices per barrel

#% " Retail price per gallon excluding taxes. The natural average
for gasoline taxes is 12-1u¢. ‘ ‘

13
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INVENTORY ADJUSTMENTS FOR 1875

A comparison of forecast and observed inventory policies for the
‘months of October, November and December 1974 has revealed higher than
forecast stock levels. In fact the stock levels observed at the
beginning of December 1974 are believed to be near the industry's
sustainable capacity as that capacity was measured in September 1973.
As a result, the inventory profiles assumed for the supply/demand
simulations presented here were changed in the aggregate to be
consistent with recent observations. A more careful analysis of
expected product by product inventory behavior will be incorporated in
the implementation of the regionalized, shortfall minimizing supply/demand
simulation to be prepared in February 1975.

Stated simply: the inventory changes projected for 1975 in
Technical Report 7u4-5 and subsequent applications of that report
showec a net drawdown in 1975 of over 200 MBD for 13975 as a whole.
The estimate of this reduction in inventories arises from the
imposition of "minimum operable" as compared to "historically normal"
bounds on major product inventories.® The inclusion of more traditional
inventory piofiles will be reflected in the results of the next
application of the full regional model.

For the forecasts given above the following assumptions were
imposed upon the aggregate inventory profile assumed:

== a zero net change in aggregate stock
levels over 1975; A .

~- inventory build-up in the second and
third quarter 1975 was constrained
such that the largest assured aggregate
stock level was that observed on
December 1, 1974 ;%% '

—- the relative rate of first quarter to fourth
quarter drawdown and second quarter to third
quarter build-up was set at that given by the
Base Case simulation in Technical Report 7u-5.

The assumed inventory profile for 1975 is as follows (in MBD):

Quarter Stock Change

1975:1Q -229

1975:2Q +165

1975:3Q +323 o
1975:4Q -260 -

L
3
Ky
3
‘\

ES
Rl

* Such an inventory policy is appropriate.to a period of embargo
. related shortages; but not appropriate to the current supply situation.

*%  Aggregate inventories are estimated to have changed by-770 MBD
during December 1974.

1



APPENDICES

Appendix A: Comparisons of Forecasts of
Petroleum Product Demand Illustrating
the Effects of Prices and Other Factors-

Appendix B: Domestic New 0il and Imported
Crude Prices . ‘ h
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APPENDIX A

Comparisons of Forecasts of Petroleum
Product Demand Illustrating the Effects
of Prfices and Other Factors

_ The time series describing the consumption demand associated
with four different sets of assumptions were determined using the
petroleum product forecasting procedure (documented in Technical
Report 74-5). The assumptions separate income and weather effects
from price effects from the end of 1973 through 1975. Actual data
is used for all the time series for all periods prior to the fourth
quarter of 1973. The particular assumptions follow.

Series 1: Pre-BEmbargo Forecast

This series projects consumption demand for the fourth
quarter 1973, and for the years 1974 and 1975 under the assumption
that the severe economic downturn did not.occur, that the relative
price of petroleum products did not increase, and that normal
weather prevailed. The macroeconomic forecast assumed was prepared
in December 1973. '

Series II: Income and Weather Effects

This series simulates consumption demand from fourth quarter
1973 through 1974 using observed values for the macroeconomic
variables and the weather. Normal weather was assumed for 1975. The
macroeconamic forecast for 1975 was prepared in December 1374. The
differences between Series I and II are attributable entirely to
income and weather effects. The relative price of petroleun products
was held at its third quarter 1973 level.

Series. III: Pfice Effects

Series IIT differs from Series IT in that the effects of the
increase in petroleum prices are incorporated in the simulation. For
1975 the relative price of petroleum products was assumed to remain
at its present level. For 1974 Series III represents "expected
consumption" as determined by the forecasting procedure. For 1975
Series III is the current "base case'" forecast without accounting
for the President's program. '

16



Series IV: Actual Consumption for 1974,
the President’'s Program in 1375

Series IV portrays actual demand during 1974 and presents the
demand forecast associated with the Presicent's progr*am as documented
above.

THE COMPARISONS

The following figures present recent consumption exper'lence
and rorecast consumption for each of the assurptions given above ,
for each of motor gasoline, distillate and residual fuel oil,
and all petroleum products taken together

o the four time series are illustrated for
the period 1969-1975 and separately for
1974 and 1975 on a larger scale

o the four time series are expressed in
percentage terms with Series I = 100%.
The three remaining series are plotted
in percentage terms with respect to Series I.

For 1974 actual consw'ptlcn fell below those levels which were
antlc:Lpated before the economic downturn and hloher' prices (as given
1n Series I). Even when higher pr'lces and lower income are taken

into account, first quarter demand is still lower than "expected"
due to the embargo In the summer of 1974 a surge of post-embargo
"pent up" demand may be noted. However, in the last quarter of 1974
demand returns to "expected" levels determined by the forecasting
procedure.

A brief discussion of alternative elasticity estimates is
provided as the last section of the Appendix.

17
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COMPARTSON OF SELECTED ELASTICITIES

»

The short run elasticity estimates incorporated in the FEA
short-term forecasting procedure are difficult to estimate,
particularly in the case of disaggregated product categories. .
Representative elasticity estimates from alternate sources are
presented in Table AI for purposes of comparison to indicate the
general plausibility of the figures used in the forecasts. However,
the precise interpretation or application of these estimates should
not be attempted out of context of the models in which they are
developed, the time frames to which they are applied, or the
definitions used in their computation. The elasticities presented
are calculated on a consistent basis but are intended to be only
sumary indicators of the price sensitivity of the alternate models.
An accurate statement of the price response of other models would
require direct application of the full model to price and other

changes. : -

3y



A1l Petroleum8/
Gasolinel/
Distillate
Residual
-Kerojet
Naphthajet
LPG
Petrochemicals

q;hgx Proddcts

,
!

TABLE AI

ESTIMATES OF PRICE ELASTICITY OF DEMAND
PETROLEUM AND PRODUCTSI/
; SHORT RUN
(Up to 1 Year)

Houthakker, _ i
Verlager & . Hudson-
FEAg/ Sheehan3/ Ph]ipsﬂf' prR12/ Chasegl JorgensonZ/

-.10
-.10
-.12
-.21
-.08

"-.08

-.10  -.10 -.1
(-.15)  -.09 (-.14) -.07 {-.11) -.13 (-.20)

-.05

-.16
~.05

>

1/ Estimates of gasoline elasticity relate to retail prices, extax shown in parentheses.
All other estimates relate to wholesale prices or have been converted to wholesale
prices under the assumption that cost pass-throughs occur without proportional

markups.

2/ Consensus estimate by Troika, CEA, Treasury, OMB, and FEA - 1974.

3/ Prepared by EPA and CEQ - December 1973.

4/ Phlips, L., "A Dynamic Version of the Linear Expenditure Model," The Review of
Economics and Statistics, Vol. LIV, No.c4 (Nov. 1972), pp. 450-465.

5/ DRI Energy Forecast, January 1975.
6/ Chase Econometric Analysis, January 24, 1975. | :

-

1/ For Ford Foundation - 1974.
8/ All elasticities relate to wholesale prices except that in the case of gasoline

the second figure in () relates to the retail price before excise taxes. In

judging the relative degree to which different products respond to price, the
wholesale figures provide the best indication. They indicate that gasoline is
less responsive than some other product.

The e1a5L1c1ty fiqure is higher for the retail price than for the wholesale price.
/That is because. the elasticity is the ratio between the percentage change in con-
sumption and the percentage change in price. A 10¢ change, for examplé, would be
a 40% change in a 25¢ wholesale price, but only a 25% change in a 40¢ retail price --
thus, the denominator of the elasticity figure would be greater in the case of the
wholesale price than in the case of the retail prize. However, if the change in
~‘actual consumption -- the numerator -- remains the same, the elasticity fiqure

changes.

. -
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APPENDIX B

Domestic New 0il and Imported Crude Prices

»

The current’ average price of imported crude reported to the
FEA for the cost passthrough is $12.53 per barrel (November).
New o0il prices currently average about $10.83 per barrel. This
appendix discusses differences between the declared and economic
price of crude.

One important reason for the difference is the method of
valuating imported oil for the cost passthrough. Currently, there
are three basic types of purchases of foreign crude: equity,
participation, and third party. Equity oil is that oil produced
and owned by the concessionaire (e.g., Aramco) under agreement with
the host country. " Since the concessionaire owns the oil there is
no purchaSe price per se. However, the host country charges the
concessionaire taxes.and royalties on this oil. The sum of these
taxes and royalties, plus the cost of producing the oil, is the tax
paid cost and represents the real cost of the oil to the concessionaire.
Although there have been increases in tax and royalty rates in recent
months, during 1974 tax paid costs were lower than the prlce of crude
sold to non-concessionaires.

The second type of purchase, participation oil, is that oil
produced by the concessionaire which the host country owns as a
result of a participation agreement and which the host government
sells to the concessilonaire at a negotiated price. For example,
sixty percent of the oil produced by Aramco is owned by Saudi Arabia
and Saudi Arabia sells the major portion of this oil back to companies
of Aramco at the "buyback" price, which currently is $10.46 per barrel.

The third type of purchase, third party purchases, is oil
purchased by any company elther from the host government or the
concessionaire. This price may be viewed as a free market price although
this price will vary depending upon purchase terms (i.e., quantity
and date of delivery). During 1974 at times third party. purchase
prices were higher than both government tax paid costs ahd buyback
prices. During the first quarter some third party purchases ran in
excess of $20.00 per barrel.
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For purposes of the cost-passthrough refiners value buyback
oil and third party purchase oil at purchase price plus tramsportation
cost and fees.

. However, for equity crude refiners are permitted to set a
value on their equity crude which would prevail if they had dealt
with their affiliated entities at arms'-length. In effect, this
means that the refiner may charge himself a price or his equity
crude which equals the third party purchase price. The $12.53
figure for imported crude includes equity crude which is valued
above its actual cost to the refiner. Also, there is the added
factor of the U.S. treatment of taxes paid on equity crude. Taxes
paid to host governments are. the basis for foreign tax credits,
and this may reduce the real costs of equity crude. In this sense
the $12.53 figure overstates the real costs of imported crude to
the refiner. Thus, the difference between the prices of new oil
and imported oil reported for the cost passthrough does not
.necessarily reflect the difference in "real costs" to the. refiner.

The real difference in cost is difficult to determine. New
0il prices are still rising and have not stabilized, but it is
safe to assume that they will stabilize at some price below $12.53,
which would represent an equilibrium between the real costs of
imported oil and the price of new oil.

-

. Although institutional complexities complicate the determination
of imported crude prices, the equilibrium price of new domestic
crude and the opportunity cost of acquiring imported crude will be
the same. Therefore, the analysis in this study assumes an imported
o0il price of $11 per barrel, the approximate price of New 0il.
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COMPARISON OF FEA FIGURES WITH
INTERIOR COMMITTEE STAFF ANALYSIS OF THE
PRESIDENT'S ENERGY PROGRAM

BACKGROUND

On Friday, Janhuary 17, an Interior Committee staff study prepared
for Senator Henry M. Jackson was issued as a critique of President. Ford's
energy program. This critique estimated that the minimum direct cost to
consumers of the President's program was over $43 billion and that
producer profits would be at least $14 billion. The study's assumptions
and analysis have been carefully reviewed and it appears that there is
a substantial over estimate of the cost figures and that there are little
or no increases in producer profits. This paper attempts to show where
assumptions and conclusions differ from those of FEA analysis.

COMPARISON OF RESULTS

The staff study indicates that the tax revenues from the President's
program will be $29 billion, substantially the same as the Administration
estimate of approximately $30 billion. However, costs of the programs, as
estimated by the Committee staff are $43 billion. Table 1 compares the
total costs of the program as estimated by the Administration with the
Interior Committee staff estimates. The portion of these additional costs
that will be paid by the consumer is $19.2 billion. A detailed discussion
of the underlying assumptions and support for these figures is presented
below. )



TABLE 1

COMPARISON OF ALTERNATIVE COST ESTIMATESY

Action

0i1

Petroleum Import Fee

Excise Tax on Domestic
Crude Qi1

Decontrol of 01d 0il

Natural Gas |

New Interstate Gas
01d Interstate Gas
Intrastate Gas

Coal

Price Increase

{($ Billions)

Interior Committee
Staff Study

FEA
Cost Analysis

$4.8

6.4
12.6
$23.8

- $4.5
3.8
8.9

$17.2

$2.3

$ 3.97

7.22
13.01
- $24.20

$ 1.09

4,38
2.33
$7.80

$ 0.0

T/ Calculations for both studies are contrasted in the section
discussing the assumptions of the analyses.



The Treasury Department estimates that $5 billion of this cost
increase applies to state and local governments. The FEA analysis
of the macroeconomic effects indicates that approximétg]y $7.8 billion
will flow into capital goods investment or will be absorbed by reduced
markups under forecasted market conditions. Therefore, the net first
year costs at an annual rate are $19.2 bi]]ioh for consumers.

Finally, the staff study's higher estimates of consumer costs were
compounded when converted to average costs per household. The study
assumes 53 million families of four when, in fact, there are about 70
million households in this country. Therefore, estimates per family
are too high and ignore the important fact that the costs will vary
substantially by income class and be as low as $85 per year for the lowest
income group (0-$2,000 class). Table 2 illustrates this range of costs
and contrasts these increased costs with estimates of expected tax relief.



TABLE 2

ILLUSTRATIONS OF PERMANENT TAX RELIEF AND
INCREASED ENERGY COSTS AT VARIOUS LEVELS OF
HOUSEHOLD INCOME

Permanent Tax Relief
Plus $80 Special Payments

Total for Adjusted Gross Incomes Equal
Increased to Household Incomes Shown

Household Energy Single Family of

Income Costs Person Four Persons
$ 2,000 $ 85 $ -80 $-160
3,000 110 -120° -160
5,000 150 - =250 -178
8,000 188 -297 -337
10,000 228 -254 -349
12,000 253 -190 -316
15,000 296 -190 -221
18,000 318 -190 -210
25,000 393 -190 -192
30,000 420 -148 -151

SOURCE: Office of the Secretary of‘the Treasury, Office of Tax
Analysis, January 30, 1975



DIFFERING ASSUMPTIONS

There are major differences in some of the assumptions used in
each analysis. These are highlighted in this section along with the
detailed cost calculations.

0i1
The mix between imported o011 and domestic oil is different because
FEA estimates assume that demand reductions and import savings occur.
In addition, FEA's inclusion of Natural Gas Liquids is identified
separately from aggregate crude oil. However, the total figqures are
quite similar.

The figures of the Committee Staff Study are repeated as:

Consumer Cost
($ Billions/Yr)

1. Imported 011

Tariff: 6.5 MMBD X 365 X $2 $ 4.8

2. Presently Controlled 0il

a. Decontrol: 5.7 MMBD X 365 X $8.15 12.6
b. Excise Tax: 5.7 MMBD X 365 X $2 4.2

3. Presently Uncontrolled Qil

N
N

Excise Tax: 3.0 MMBD X 365 X $2

N
w
o

U-

TOTAL OIL | | 8

/



The FEA Analysis is contrasted as:

 Consumer Cost
($ Billions/Yr)

1. Import Fee

Uses estimate of 5.433 MMBD Imports after
implementation of President's Program

$2 X 5.433 MMBD X 365 = $ 3.966 .

2. Excise Tax on Domestic 0il
Production of 8.7 MMBD v
$2 X 8.7 MMBD X 365 = . ' 6.35

Equivalent Tax of $1.43 per Barrel of
Natural Gas Liquids (NGL) with 1.66 MMBD

$1.43 X 1.66 MMBD X 365 = .866

3. Decontrol of 01d 0i1

Assumes 60% o1d oil exclusive 6f Elk Hills
(.1 MMBD annual average), hence 5.16 MMBD of
old 0il rising from controlled price of $5.25
to uncontrolled price of $11,

$5.75 X 5.16 MMBD X 365 = 10.83

Assumes NGL price rises equivalent amount
of crude oil. Crude increase $4.56 less
$1.43 due to NGL tax.

$3.13 X 1.66 MMBD X 365 = 1.896
Adjustment of + $.29 billion to account for
rounding and refinery gain and to balance

calculated increase of product prices of '
$4.10 and average consumption of 16.17 MMBD. .29

($4.10 X 16.17 MMBD X 365 = $24.2 billion)

$24.198




Natural Gas

The staff study ‘assumes that there will be large windfall profits
to natural gas producers (almost $10 billion). In fact, this
argument overstates the natural gas impacts for the following
reasons:

-- Approximately one trillion cubic feet of contracts for
interstate gas would expire and be available for new
contracts in 1975, even with decontrol. This is less than
half of the staff study estimates. Without deregulation
very little new gas is going to interstate sales.

-- The Committee staff estimates that intrastate natural 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 inconsistent with current market conditions. Current
spot prices for intrastate natural gas-are about $1.50 per
MCF, which is less than the BTU equivalent of oil at $11.40
(Interior staff figure) which would be $1.97. With a $.37
excise tax, the new intrastate price would be estimated at
$1.87 or more, but not at $2.2T. Present intrastate prices
average about $.50 per MCF although new sales are at $1.50 »
per MCF. This indicates that only the equivalent of 20% of
intrastate average prices reflect the current price of $1.50.

-- Deregulation would presumably bring up to .8 tcf of additional
gas into the interstate market in 1975. If this occurs it
would tend to replace an equivaient amount of imported oil
which would have cost consumers as much or more as the new gas
_prices. The President's program would tend to shift this amount
from oil imports to gas, but would only increase consumer costs
by the amount of the excise tax.



The figures of the Committee Staff Study are:

The

Consumer Cost

($ Billions/Yr)

New Interstate Gas

Decontrol: 2.3 tcf X ($2.21—$0.45)
X1.11 ' $ 4.5

01d fnterstate Gas

Excise Tax: 9.2 tcf X $0.37 X 1.11 3.8

Intrastate Gas

Price Increase: 0.6 X 11.0 X
($2.21—$1.00) X1.11 8.9

TOTAL NATURAL GAS $17.2

FEA Analysis is contrasted as:

New Interstate Gas

Estimated at. .91 tcf with equilibrium
price of $1.11 compared to average of
$.28 on o01d gas. Excise tax of §.37.

$1.20 X .91 tcf = _ ‘ $1.092

01d Interstate Gas N

Interstate estimated as two thirds of
total gas consumption of 19.1 tcf.

$.37 (19.1 X .66 - .91) = 4.376

Intrastate Gas

Excise tax on one third of total consumption.

$.37 X (19.1 X .33) =
TOTAL NATURAL GAS $ 7.800

N
W
w
N




Coal

The Interior Committee analysis assumes that half of the total
coal produced will rise in price by an equivalent of $2 per
barrel. We estimate that 80% of all coal is under long-term
contracts, where prices tend to reflect long run coal production
costs, which do not tend to rise in real terms. Further, our
current estimate indicates that coal prices are 1imited by the
inability of gas and oil consumers to convert to coal. As a
result even the remaining 20% of coal sold in spot markets is
Tikely to sell only at prices necessary to cover overtime pay

and other costs of getting out the 1975 rate of production (about
35 MT more than 1974 because of production lost during the strike).
Higher prices for 01l would add very little to the amount of
conversion to coal. Conversions to coal are estimated at 23
million tons in 1975 and 47 in 1976.

The figures of the Committee Staff Study are:

Consumer Cost
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