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SUBJECT 1 Energy Tax Decision Memorandum

Enerygy taxation can play an integral part in your strat-
agy to make the U.S. economy more efficsient and compatitive.
Ravenusa ralsed can reduce the deficit, put the government on a
more appropriate pay-as-yocu-go basis for needed public programs,
and encourage energy efficlency and fuel mix cholces better
reflecting the true environmental and saecurity costs of energy
uga. An enerygy tax can help move the U.5. economy from income-
baged to consumption-basad taxation, with attandant benefits to
gaving, investment and returns to work effort. Introduced in a
. phased manner, it can mesh with the desired time profile of
stimulug ~ deficit reduction and send an important signal up
tront: that to become a more competitive nation we must fully
recognlze the costs of high energy use in our workplaces ang
lifestyles; shooks to the system will be aveided, time for
adjustmaent will be provided, but & change must come.

However enlightened this mesasge may be as policy,
politically it will be extremaly difficult. While an organized
constituency for energy taxation is baginning to form,
principally among the environmental community, the public debate
is still characterized by broad consumer antipathy and powerful,
focussed opposition from particularly-sffected parties, notably
producer industries and states. Thelr arguments include regional
hardship, regressivity, and international competitive
disadvantage. Any energy tax proposal will raise taxes on
avarage families and thus will likely encounter political
difficulty on thls ground alone, particularly when campaign
statemants on this issue are taken into acoount.

pecisions you make on energy taxation can help address thess
conderng. Those docisions are presented here as (1) the form of
energy tax, (2) the amount of tax and (3) the adjiustments, if
any, for adverse regional, sectoral or income distributional
jmpacte. The focum here is on guestion (13, which tax. The
other gquestions are integral ta formulating an enargy tax
propoesal, but require more work to presant and evaluate specific
options, Theoy are included here for completonase and Lo get a
signal from you absut where to concentrate further work. While
these materials focus on the cholce among enexgy tax options,
thay should also be useful on deciding the mors fundanental
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question of whether the economic package should include a large
anergy tax ammpenaﬁt. .

within gquestion (1), the focuz is on ad valorem and BTU
taxes, These are braadubaaad taxes which permit relatively low
tax ratas for any given revenue target. .Thip both limits impacts
on the real economy and spreads them broadly across sectors and
reglons. For comparison purposes, othsr energy tax cptions -
carbon tax, motor fuals tax and oil import fee -~ have also been
aevaluatad. A carbon tax ip more heavily weighted toward coal.
The motor fuals tax raquires a higher, and highly visible, tax on
a narrower hase, and runs counter to a campalgn pledge. An
import fee raquirea the highest rate of all on the narrowesrc,
lasgt stable bape an&, absent countervalling taxation, produces
large income windfalla to domegtic producers. More datalled
information on all the taxes considered ls found in the attachaed
tabs.

1. Which tax? |
i

With a common|bread tax base {sea Tab A for tax
spocificarions) and a common revenue target, ad valorem and BTU
taxes have similar;ovarall economic affects (See Table 1 at the
end of this meme and Tab B for comparison of the impacts of
alternative taxes.) They do have differential efZects on tha
rrices of different fuels, as saen in tha following chart for a
$22 billion taxs
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Howaver, because user demands are only moderately responsive o

thase price ahangeé, fuel consumption wlll change much lesa;
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Changes in grmductian are correspondingly small. Thus, thase tax
slternatives differ somewhat as to who will pay greatar taxes --
G.¢. oAl ugers or‘oil gaers -~ hut little as to which fuels will
ke produced or consumed. Increases over the period due ro
econcric growth are forecast for both consumption and production.
Thesa increases ﬁﬁbstantialiy axcead any absclute or diffarential
effocts of these taxes, leaving aggregate levels well above those
of today and fuel shares virtually unchanged.
|

The three alternatives reduce carbon dioxide emissions 1-2%
in tha year 2000. |While this is a small absclute reduction, it
is significant in the context of meeting the U.$. goal under the
Global Climate Convention of returning its greenhouse gas
emiesions to 1990 levels. The envircnment bhenofits from energy
taxation both because of conservation and because tax differences
among fuels may cause cleaner fuals to substitute for dirtiar
fuels., More natural gas is conserved for the same percentage
price increase than either oll or coal. Conservation tends to be
more important than fuel substitution in producing carbon dioxide
emission reductions for the three taxes under consideration. The
BTU tax ia the most efficient reducer of carbon dioxide
emissions, but its long run effect is lessened since it is not
indaxed to inflatlion. Aad valorem tax raceipts will increase over
time with energy prica inflation, but & B7U tax will erode in
roal tarms unless it ig indexed.

Ragi&nal impa&ta of thes three taxes are guite similar

{Tab C.} Acroes all ragions, taxes are increased an average of
$88 per capita, whilch varies from $36-103 in New Englaund to 5§79~
81 in Mississippl, Alabama, Tenneseee and Kentucky., With the
limited changes in production cited above, producer-industry and
producer«gtate impacts are also limited. However, an ad valsrem
{gourte’ Lax, unl&aa based on a naticnal averaga price, would
shift some production from Appalachia and the midwest to cheapar




(minemouth) western coal, This might amount to 0.5-1.0% of totral
production, or 15 million short tons/year, for a $22 billlion tax
in the year 2003.

Energy taxes ;ra all regressive when viewed acrose incoma
clagsges, although lass so when looked at across expenditure
classes.  (Tab D.)| While expenditure clases are a more accurate
measure of wall-being, income comparisons have been more
infivential politically, and ware used by Democrats tso criticize
Bush Administration proposals. Thase three broad-based taxesn
have gimilar distributional effects, which may. ba more regressive
than some alternative ways of reducing the budgat deficit, but
iass regressive than many othexrs.

The effacts on U.S. industry costa vary somewhat, with an ad
valorem (use) tax imposing the least burden (Tab E.) This is
bacause the use tax strikes capital as well as fusel costs of
enargy generation - i.a. is less narrowly targeted to fuel.
gverall, the detericration in competitive pogition of U.S.
energy~ilntensive lndustries from these Lhree taxem is expected Lo
ba affsat by imyxaveman:a to the trade balance from modestly
decliining oil im@@xta and lower intarest rates dua to credible
deficit reduction.|

The Treasury ﬁepattmant conaiders these alternativea to bha
of comparable administrative difficulty (Tab A.)}

without major differential linpacts driving the choice of
tax, you sra able ta choose a wvariant baged on what it is you
want to a¢¢ompliah. Clearly, all three alternatives raise
revenues and promote anorgy conservation. The question is how to
da that. ;

1. Tha BTU tax rationale is environmental. The BTU tax
rosulta in the highest €0, emiasion reduction per
dellar aﬁ reavonue collected, although it doos affect
natural gas consumption sliqhtiy more than olil
consumption.

2. The ad valorem end-use tax is the most neutral in its

’ affects on primary fuel prices. It aiso keeps rates
low with|a broad tsx base which includes energy
qanarutiwn and delivery capital, particularly atfegting
ezactric?ty.

3. Enerqgy aaeuwiky is a rationale for the ad valorem
(smurae}gtax, which shows the greatest raductiosn in oil
congumption and importu.



Multiple ijoctivas may be met with hybrid options. These may be
combinations of tax&s, such as Tthe Europsan Community’s blended
carbon/BTU tax propesal, a BTU/gascline tax combination, or
design modifications such as (1) modified tax base definitions
{2) variations in imposition points or (3) differential tax

rates, . Up to a point, such tailoring may serve policy goals, but
may be hard to present as coherent policy.

DECISION:

BTU Tax Ad Valorem (Scurce) Tax _____ Ad Valorem (UgeiTax

Hybrid

No energy tax
Other :
|

2. wWhat amount?

Doficit reduction targeted in the economic package can be
achieved with an estimated $22 biliion energy tax {See Tab A for
annual revenue asstimates.) This can be raised with an ensrgy tax
scalaed to bring iniszz billicn, ox it can be accomplished with a
larger tax and a give~back in other taxea* The give-back
alternative:

- permits some action on middle ¢lass tex relief as
promised (in the campaign.

- shifte the tax structure somewhat away from returns to
iabor and investment and toward consumption.

- imposes a larger tax burden on energy consumers, with
an attendant increase in absoclute regional differences,
in any ragrassive affects, and in the competitiverness
burden on snergy-intensive ¢¥,.8.) industries.

- incresasos the energy tax impacts on the rgal economy -«

S consumption, production -- with greater potential for
ahaxtmterm economic disliccation but concomitant
conservation, environmental and sacurity benefits.

- increases Federal outlays as a‘result of inflation,
requiring bigher tax rates to achjeve any desired netn
budget position.

!
proad glve-back options include the personal income tax and the
payroll tax., Particulars of such an arrangement remain to be
developad and are not posed as a choice here. Of course, the
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combination of en&qu tax and give~back could be scaled to any
ratio deaired.

DECISICN:

Larger Energy Tax with
Significant Give-Back
through Other Taxesr

$22 Billion Energy Tax

Othey

3. What aﬂjuat?anhs?

The greatest é@li@y challenge of energy taxes is not a
matter of econonic lmpact or administrative diffiiculty but of
publie aamaptability, most. often axpressed in terms of effects on
regional praducars:and consumers, on ensrgy-intensive sectors
{(drivers, industries) and on lower~inccome housaeholda, Specitic
actions to address|these concerns can ba packaged with an energy
tax proposal. On the other hand, as the ehergy tax is embedded
in a much largerx acenamia package within an even larger economic
pelicy sgenda, spaaifiw energy~tax~linked mitigation may not be
appropriate. Indeed, configuring components of the economic
package to be judged individually, when they have heen fashioned
jointly for desirable overall benafits, may facilitate their
being picked off and hung separately.

Regarding regional impacts, the maat-cftenuaxpraaaad viaw of
potentially-affectad atates is “send money” -- L.o., some untied
sharing of revenus. Regarding sector impacts, possible remedies
include investment and RAD tax credits, enterprise zones,
manufacturing extension programs -- items already on your agenda,
That agenda also includes a number of proposale, e.g., defanse
converalion and t:ade, where assistance Lo copa with aconomic
dislocation will ba warranted, making a ‘general approach
desirable. eomparad with the impacts of these othar propesals, a
phased~ln snargy tax will not be a leading source of dislocation.
Thus general mitig%aiwn seems most appropriate hers.

Reqarding raqrassiéity, the uniformity and strength of public
opinion about this {lseue warrants special attention to it, aven
though raqxassivity may not be as great as genaerally believed
(Tak D.) Mitigatiocn may be avallable through personal income tax
adjustments (earned income tax credit; other exemptions,
deductiona or credits), payroll tax rveductions, or targeted
assigtance programx Huwevey, a bettey solution would be to
addrass xeqraaaivity of all naw tax proposals al one time, as
part of a comprehensive package of Lax measures. Any decisicn o
procaad with energy-tax-tied mitigation will require further
specification work.

[V ————



DECISION;

pevelop energy-~tax~-specific mitigation fors

t

|
—Reglional zmpact{ ——Seetor Inpacts Diqtribntimnaz Impacts

Addrass. mitigation measures in contaext of overall economic
package

Othar
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| Table 1: Compatlson of Alternative Energy Taxes l
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Energy Tax Alternatives:

ISpeciﬂcations, Revenues, and
Admin!stratlve Considerations

|
Energy Tax Alternatives

1.

Btu Tax. The tax is based on the average or actual heat content
{measured in Bf:tish thermal units) of energy consumed in the United
States.

Ad Valorem « at source. Tha tax is based on the average or actual value
of energy at the first point of sale (excluding exports),

Ad Valorem - end use. The tax is based on the average or actual value of
energy sold to eﬁé users (excluding exports).

Carbon Tax. The tax is based on the average or actual carbon content of
domestically ccasumed fossil fuels (and possibly other carbon sources,
such as cement mazzufactunng}

|

Gasoline Tax. The excise tax on motor fuels (including diesel) used by
highway vehicles cf.zuid be increased. The base could be broadened to
include diesel used by railroads, aviation fuel, and other uses of motor fuels.

Ol import Fee. The tax is a unit tax imposed on imported crude oil and
petroleum produc:ts

Blonded Tax. An gnergy tax could use a rate that is a blend of the above taxes.
The European Community (EC) has proposed an enargy tax with a rate that is
based half on Btu content and half on carban content.

Specifications for Eaéh Tax

This section provides a more detailed description of the base, collection point,
and prices {for ad val orem taxes) that were usad for anafyzzng the first six taxes
listed above. The rates required for each tax 1o raise $22 billien in FY 1897, and
alternatively to raise $40 billion in FY 1997 are also shown. It is assumed that

b O
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sach tax would be effective 1/1/94, and phased in over fetzr years in equal
stages, with the full rates in effect 1/1/97 and thereatter, |

1. mu Tax

Base is fusi uses of fossil fuels (oil, natural gas, and coal) cansumed in the
United States and eiactfzmty generated from hydro and nuciear power. Base
excludes nontusl uses of fossil fuels, nonconventional fuels (solar, wind. etc),
and exparted fossi fuals For nuclear-genaratad electricity, the Btu content of
the nuclear fuel is ti*;e base; for hydro-generated and imported slectricity, the
average fosgll fuel Bta input that would be required to gensrate the electricity is
the base,

Collection pointis thé refinery for ofl, importation point for electricity and refined
pstroleum products, the pipeling for natural gas, minemouth for coal, and the
utifity for hydro- and nuclear-generated slectricity. Some downstream credits for
rionfuel use are required,

Rates are $0.44/million Btu for the $22 billion alternative and $0.84/million Btu
for the $40 billion alternative. One barrel of il containg 5.8 million Btu's and a
tax ot $2.55 would be paid. One thousand cubic feet of gas contains 1.03 million
Biu's; a tax of $0.45 wouid be paid, One short on of coal containg 21.8 million
Bur's; a tax of $9.59 wouid ba paid.

|
7

{

2. Ad valorem - at s;ource
Base and collection points are the same as fora Btu tax.

Prices are refinery acquisition ¢ost (RAC) for oil, the FIAC equivatent for refined
petroleum products, weiihead for natural gas, minemouth for ceal, and fossil
tuel-generated equwaient for hydro- and nuclear-gsenerated and imported
slactricity.

Rates are 16 percent of the indicated prices for 2?1& $22 billion altemnative and 30
parcent for the $40 billion alternative.

3. Ad valorem - endjuse

|
Base excludes nanfzze:l uses of inssil fsls, nonconvantional fuels, and fossi
fueis sold to e!ectricafigenarating plants. All elactricity deliverad to customers is

1 The tour-year phase in would make 1/4 of the full rate in effactin 1984, 1/2 in 1895, /4 in
19986, and the full rate in 1997 and later years.

1

{

i
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t
in basa {i.e., transmission losses excluded). Natural gas used in pipelines is
also excluded,

Collection point is the refinery for petroleum pr&ducts the pipetina for natural
gas, and the utility for eiectncﬁy

Prices are end user prlzf:es.

Rates are 4,70 percen!t of end user prices for the $22 billion alternative and 8.65
percant for the $40 billion altemative.

4. Carbon Tax

Basse is confined 1o fw&;i uses of fossil fuels.

Collection point is the refinery for oil, importation point for refined petroleum
products, the pipeline for natural gas, and minemouth for coal. Some
downstream credits far nonfuel use are required.

i
Rates are $22.00/short ton of carbon for the $22 billion alternative and
$42.00/short ton of carbon for the $40 billion altemative.

8. Gasoline Tax

Basa is "Highway Trus! Fund Base," which is gasoiine and diesel used as a
motor fuel, excluding ;}ufchases by nonprofit organizations, state and local
governments, farms, awanan inland waterway tr*ansportation intracity and
school buses, and cff»«?sighway use.

Collection point is the sf,ame as current law.

Rates are $0.237/gallon for the $22 billion atternative and $0.442/gallon for the
$40 billion alternative.

&, Qll Import Fee

Base is all imported crude off and refined patroleum products (measured in
crude equivalents). |

Collection is &t the point of imporation.

Rates are $9.67/barrel for the $22 billicn alternative and $21.33/barrel for the
$40 billion alternative. E
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Praliminary Rwanuio Estimates

Tabte A-1 shows p{&!zmmary revenue estimates for each of the above smergy
taxes and for both {evenue targets in FY 1997 {$22 billion and $40 brlhan}

the anergy tax altematzves, by design, would reach the revenus targets in W
1997, and all would ra:sa similar amounts of revenue over the FY 18941998
period. The ad valorem taxes, however wouid raise more revenue in FY 1598
and subsequent yearés.

Tabls A-1 . Revenue Estimates for Alternative Energy Taxes
PART L Hevenue Target of §22 billlon in FY 1097
) § Fac veu
Tax i A | s 1396 | w7 | e 9

i dikorw of dedars
1. Bl Tax $0.4x/rikion B LA {vle] %3 s ns Ty
2. Ad Vaiorem - at stazoe | 18.0% of fret sede {1} X -] 187 A “uz 1)
8. Ad Valorsm - end use | 4.70% of end Lae price 3 g3 153 213 248 Ha
4, Carbon Tax $22. 00 bt ton 43 T 183 221 239 M7
1% Gasoline Tax 44 109 X b1 732 Y
& Ol lmpon Fee &2 164 13 e =1 ] w7
‘”%‘éé‘%?é‘*&%“’z e il TR Y S A i
Pﬁm'k. Hewoue 'rwomw hmbn In Y 107

i Focs Yeur

Tax I Faw W [ s 1998 | 1wy [ 1oee V9041

1 Hiiocw of dollars)
1, St Tax $0.Md/mitkon Sy 1R Y 297 FT ¥ BT
2. A VNOoen . ot sourcm | 30.0% of first sake {2 1. 7} T 39 0y 1324
13, A Valorem - and s | £.85% ol e uae price a3 p¥ £ 281 e “y i
4. Larbor Tex $42. 00 ort wn -3+ 183 ot .3 28 L4
%, Gasoline Tex 1 S0 A2 /uakon ¥4 19.0 %7 ' 3 414 53 1
6. Oftimgeet Feo ($21. 2%barred X 2.0 24 08 K7 Yeal

Source: Depmtment of Trassury, Office of Tax Ansiyaia

{1} T proviuet aguivalent sl in 1997 arn §35.827beret of oil, 50, 324f of natial gea, 5. 85Rert o0 of ooal, 3nd
$2.08/000 KW of hipcro- and nuciear-genarmind siectricey,

12 The ptactuct soxieontent rates iy 1987 s §7.50/0arw of o, wwmamw $7 4 Gikwut ton of coal, and
$3.97/000 kWh of hydro- and nuciear-gunerated siacticty.

!

. |
Administrative Cozzszidemloﬁa

This section describes the administrative cansiderations affecting the dasign of
an gnergy tax. in general the administrability of a tax is enhanced by adhsrence
o the following principles:

«  Rates should be expressed on a per-unit basis and should be based on
averages rather than on actual enargy content, carbon content, or pfics.

i
+  The number of taxpayers should be minimized.

i
«  The tax should be imposed as far upstream as passible.

|
|
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+  The base should be defined so that taxability can i;e determined with
certainty at the pomt of collection,

«  The visibility of the tax shouid be minimized.

. Tothe axtant possabia axisting administrative stwctures that are congistent
with the foregoing criteria should be used.

The considerations relating to broad based taxes (g, the Btu tax, both variants
of the ad valorem Lax andd the carbon tax) are similar and those taxes are
discussed as a group The oil import fse and the gasoline tax are gach
discussed se;sarately

I
BROAD BASED ‘Wtes

{
mmgﬁm Ths taxes would impossa s;-gnlficant administrative
problems if imposed on the basls of actual energy or carbon content or actual

price, detarmined on a transaction-by-transaction basis. For ease of
administration, the t,axaa should be imposed on a par-unit basis {8.g,, barrel of
oif, tonnofcoall ata rata based on a national average for sach type of energy
soures. Thus, 1or example. the Bty tax imiposed on a barrel of oil or a ton of coal
would be based on tﬁe average energy contornt of il or coal rather than on the
actual energy content of the particular barrel of off or ton of coal. Similarly, the
ad valorem tax wau!d ke based an the average price in all transactions during &
recent perlod {sse below} rather than on the actual price in the particular
transaction,

The different grades of coal vary significantly in their energy contarnt, carbon
content, and price. Thas aquity and regional balance may require that coal be
ireated as multiple prodzzcts (g.g.. bituminous, sub-bituminous, lignite}, each
subjecttoa duﬂarem tax rate.

Tax rates would aise ba determined for the different types of refined petroleum
products {8,9,, gaso irza fuel oil). The end use ad valorem tax is imposed on
both domastic and imported refined products at rates determined in the manner
described above. The other taxes are imposed on imported (but not domestic)
refined products at a rata equal 10 the average 1ax embeddad in the cost of
equivalent domestic praducts

Except under a carban tax, tax rates would also be determined for glectricity
from hydro and nuclear power. The tax per unit on efectricity from these sources
would be equal v me!avefaga tax embedded in the cost of electricity generated
from fossil fuels,

Ad valorem taxes woid be adjusted periodicaily t© reflact changing prices for
energy products. Tha adjustment mechanism should balance various factors
including {1} the goal of reflecting current price levels as closely as possible, (2)
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the advantages of stable rates, and (3 the lag time between a change in prices
anda cenespam ng change n rates imposed by delays in data collection and
the need io give reasazmbie advance notice to laxpayers. The rates for a Biu or
carbon tax would generai y remain constant over time (aithaugh 50mMS varance
may ocour if the mix czf tuels used changes). :

1) : yers. The taxes are collected at the narrowest point
in tha cham of pmc%ucbcft and diatntwtian 50 the IRS can focus s collection
sfforts on the smallest possible number of taxpayers. For example, the tax on
crude oil {or, in the z:asa of the end use ad valorem tax, refined petroieumn
products) is collected at tha refinery.

Upgtream Imposition. ?he taxes are generally imposed at or near the producer
tovel (i.g,, upstream) and before the point at which the product is likely to be put
to a taxable use. Thisiminimizes the potential for avoidancs from the taxable

use of & product befofa it reaches the point at which tax is impossd.

Definition of Base. ”’f‘he taxation of all energy sources, without exception, would
simplity the admmistram:}n of the tax. To the extent the base is narrowed
through examptions, it! ‘may not be possibie to determine untii the product is
actually used whether tax should be imposed. The tax-fres saie and refund
mechanisms typically provzded when products are purchased for or used in an
axempt use increasse administrative burdens and opportunities for avoidancs.

The broad based taxes minimize these problems. In general, the only significant
axemption under ali of the taxes is for nonfuel uses. Inthe case of the end use
ad valorem tax, howaver, fossil fuel {principally coal) used to produce slectricity
s ai% axempt, |

Lﬂmmg Taxes are mmst visibie to the public when they are imposed on retail
saley and are sepafateiy stated in the amount charged to customers, in
addition, a tax that resuits in a substantial increase in the prics of g product is
iikely to be visibla mmn if it is not separately stated.

The broad basad taxea are gensrally imposed befora the retail sale and wouid
not be separately stat&d {Note that utitities would prafer a tax that is imposed
on the customer and coﬂectsd by the wtility, They are concemed that otherwise
there would be a szgmﬁcant delay in their ability to pass the tax along to the
customar. Such a tax would be highly visible if separately stated on utility bilis )
In addition, none of the broad based taxes should causs a noticeabls increase in
retail prices for any pwéﬁuct

$G Adry ative Stryctures. A new tax is easiest o impiement i it
is mposed at the same pwnt and coliacted from the sama person as an existing
tax on the same product. In that case, the administrative structuras used for the
existing tax can be extended, without significant modification, 1o the new tax.
The existing tax on crude oil is imposed on receipt at the refinery and collacted

|

¥
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from the refiner and the existing tax on coal is imposed at the minemouth ang
coliected from the producer Thus, administrative structures for these taxes
could be extendad to ia Btu tax, carbon tax, or at source ad valorsm tax.

Floor Stocks Tax. A ﬂe-or stocks tax may be imposed when a tax takes effact or
its rate Increases. The purpese is to ensure that tax is paid on products that are
already past the paint at which tax is generally imposed. Fioor stocks taxes
involve large numbers of taxpayers and are difficult to administer. Neverthelass,
they are generally considsred necassary to prevent stockpiling prior to the
affective date of a new tax or a higher tax rate,

Qillmport Fee

Tha oil import fee is a pear-barral fos on cruds oil and petroleum products
imported into the ﬁimtﬂd States. Although there may be more importers than |
refiners of imported cruds oil, the tax must be collected at the point of
importation because, enee in the United States, imported and domestic
petroleum are indistinguishable. (Note that a fioor stocks tax would not be
impesed for this reason.) On the other hand, although the base of the tax is
relatively narrow, all imporiad petroleum products would be taxed (with a
possible exception for products that are re-exported]. Thus, taxability can be
detarminad with certainty at the time of importation, minimizing the complexity
and opportunities for avoidance associated with examptions. The oil import fee,
because of its narrow base, will have a noticeable effect on retail prices of
petroleurn proeducts such as heating ofl and gasoline. Thus, it is likely to be
much more visible than the broad based taxes. Existing administrative
structures can ba usad 1o callect the off import fes on refined petroleum
products, but there are no structures in place to collect ths fee on crude ol

imports,
Gasoline Tax )

I
Implementation of anjincrease in the tax on gasoline and other motor fuals would
require no new administrative structures. It should be noted, however, that
existing structures are not satisfactory. IRS enforcament effarts are hampered
by the large number of taxpayers as well as the exemptions for oﬁ»hlghway use
and a variety of otherusas, As a result, evasion of the motor fuels taxes is
widespread. Moreover, the gasoline tax is the most visible of all the proposes
alternatives. The effact of the proposed increase on the retail price of gasaline
would be as great as that of an oil import fes and would be immediatsly reflected
in prices at the pump!
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Altematwe Energy Taxes*
| Energy Market,
Environmental, and
Economy-wide Impacts

Total Energy &;anaampﬁon

-

Total 1992 U.S. anergy consumption was 87.0 Quads. Inths

absence of energy taxes, consumption is projected o grow by
10% to 12%:by 2000 and anothef 9% in the following decads,
lsading to increased reliance on imported anargy.

While the taxes analyzed would reduce energy use from
projected levels, economic growth would raise energy
consumption in the U.S. above 1992 levels under all of the
scenarios analyzed. '

An energy tax netting $22 billion in FY 1897 would reduce
projected enargy consumption by 0.5% to 2.8% in the year
2000; a tax netting $40 billion would reduce congumption by
0.8% to 5.8%. The largest impacts on aniergy use would come
fromanoil! mpm fee, while the smallast would come from a
motor fuels tax and an end-use ad valorem tax.
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Table B-1: Energy Consumption In Year 2000
(parcantaga change from Basa Case)

FRat

5 R R

nmmr‘ffﬁ*a?&“sﬁ BIGR EY.1057 %

T

IMCL# Bra Tax AdVaioten Tex | AdYidorsm Tax | Carton Yax Wokor Fuei Tex - OR Import Fee
1000 2006 PAibource | (EndUsel
Cil (Al mmb/d | 1731 | 1887 £.9% 21% 1.1% A% A.8% -4 5%
Qi imperted) mmb/d | 288 | 1072 -0.1% -3.4% 4,5% «1,9% -3.4% 15 6%
Coai reifl tors | €97 | 959 2.3% 0.9% 1.3% -2.8% 0% 0.B%
patursl Gas tef B8 | 228 LOBN-37%] 21% 2% 0% ta -3.7% 0.4% .73, 5%
Elsctricity tWh | 2830 | 3250 -1.6% -0.9% 1.3%  10.8% 0 2.3% 0% 1.1%
Tabla B-2: Energy Consumption In Year 2010
{percentage changs from Basge Case)
i
INetHevenue Target sts22 Bifilonin BV 1007 ¥
) c&u Bre Tax A Valorem T |MIVulesmi Tix]  Cobon Tax | Momr Fusl T [ O lmport Fae
1000 210 {A Source) {End tiaa}
Cit_(Al) mmb/d | 1791 [ 2068 | -0.0% |-29%t0-7.3%| 1.3% 1.0% -3, 6% -4,73%
Oil (mportad)] mmiyd { 7,58 | 1300 |  -1.1% -4.4% 1.9% 1A% .2,4% -10,6%
Coal i), tors | 897 | 1004 0% [40.6% 10 +7.0%]  +0.8% .2, 0% +0.2% [+1.0% 10 +7.0¢
Nztural Gas tct 188 | 250 22% 1-20%10-80%1 18% [08%10.35%! 02% [53%10+3.6%
Electlcity Wh | 283 | 3960 21%  1+07% 10-26%] -2.1% 2.1% +0.1% -5.0%
¥ NOTE: Eftects for a $40 billion revenus target are roughly double.
Energy Consumption Shares

!

|
|

+ At arovenus level of $22 billion, carbon and Bl taxes raduce iotal coal production by 2% 1o 3% in
the year 2000; af a level of $40 biltion they reduce production by 4% to 5%,

i
+ The coal markel irspect of an ad valorem tax depends on where 1 is coliecied. A tax (svied onihg
price af the souree ancourages switching rom eastamn to wastern codl because the [atter wauid have
a much lower price for lax purposes. This result, however, is dependent on the specificatian 5t the
tax.

«  The oll import tee has the greatest effect on domaestic energy producars, boosting domastic ol
production by as much as 11% with a $22 billion tax {approximately one million barrals par day). H
natural gas prices also move upward as a result of tha fee, gas could become less competitive in the
markeat for electric utility fusls. Alternatively, increases in domestic il exploration and production
activity could increase natural gas supplies and reduce the price of natural gas,

* Wih tha exception of oll import fses, none of the taxes analyzed has large elfects on the relalive
market shares of coul, off, and natural gas. These remain within percentage points of base case
shates. Markets for e&him will be larger in 2000 in absolute terms han they are today,
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Tabie 8-3: Producer Prices In Year 2000
(percentaga change from Base Case)

i
NatReveriud:Target of $22 Billion: In FY.1ag7. ™.
H
!micm By Tax AsValormm Tax j Ad Vel Tax | CabenTax | Molot fuel Tax | O¥impont Fae
: 100 | zome JiSourss | Enduim
Warld OF - ;
e barrel | 2003 | 2295 | -0.0% 1.0% 0.5% DA% % 4.1%
w- :
_g?:i . |shotion| 2171 | 2645 | 04% 0.1% 0.2% 0.4% 0.0% 2%
aural ?”' met | 7t | 258 | -08% 0.5% £.4% 0.0% 0.4% 43%
Table B-4: End-Use Prices In Year 2000
{percentage change from Base Case)}
I
ﬂetﬁw i gargat ot:$22 BIloN In FY 1
imgm B T Azt Faierom Tax ) Add Valoren Tex Cubon Tax  Heorot Fuel Tax|  Of mpont Fee
1990 | 200 AtSourcel | iEod Use)
Coal - MRS o1 orron | 31,32 | 2438 | 177% | 122% 50%  |20.1%D367%|  0.0% 8%
— ;
lg:;‘;:'“" palon | 128 | 144 | 26% 6.3% 4.5% 3.4% 12.5% 11.7%
ousenold | galn | 192 | 108 | am 8.7% 5% £.4% 0.3% 15.9%
- i
:;af;m;s met | €10 | 850 | 40% 6.7% 4.6% 4.2% 0.1% |-1.5%t0 B.8%
gﬁ"‘m“i”;’;;” wh | 008 | D08 | 58% 38% 5.3% 5.3% £.0% ¢ 5%

¥

¥ NOTE: Effects for a $40 billion revenue target are roughly double

|

f

Primary and Secondary Fual Prices

«  Ths sffacts of toxes expressad in nomingl terms {s.q., cents per galion] are aroded over lima dua to inflation,
Over a twenty year period, the impacts of tax rates on inflation-adjusted prices would be reduced 0% to
60%. Tha effocts of ad va%arem taxas, which are specified a5 & percentage of the sales price, do not erode
over time,

+  Ad valpram taxas will amplify any price shocks that accur In energy markats uniess soms alternatve
provision is made.

H
«  Carbon and Biu taxes have the largest effects on the price of coal. Btu, carbon, and end-use ad vaiccern
taxes aflavt slectricily prices ?‘13 miost,

H
+ Because of thelr narrowe! tax bases, gasoline laxes and off import fees involve higher price increases on ihe
tuels affectad by those taxes than broader hased taxes, such as those based on carbon, Blu's, or vaise,
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Table B-5: Change In CQ, Emissions

{percentage change from basseline)
|

/ Net Hoverite Target 51822 BIlloR (R F Y1907 ¥

i Yoar 1900 2000

Basoline Emiu;ion! (mmic) 1340 1407

Barcantages Change

from Baseline

Bt ~14% 0 2.1%

Ad Vetorem (A Source) -1 5% 10 - 2.0%

; Ad Yaiorem [End Use)} -3 1% 10 -1.3%

Carbon ~1.3% 10 -2.6%

i Gacline 5% 1o L 1%

: CHl import Fee 2. 3% 10 -3.0%

i

*  NOTE: Effects for a $40 billion revenus target are roughiy doubls.
i

Environmontal Impacts ¢

At the Rio Summit, the U.S. signed a climate convention that included the goal of returming #ts greenhouse
gas (GHQ) emissions to 1990 levels. (GHGs include carbon dloxide {CG,), methane, and nitrous oxide ) it
all slemerts of the .S, Action Plan are successfully implemanted, GHG emissions are predictad to ba 1.4%
to 8% highet in the year 2000 than in 1990. The addition of energy taxes considered here tould result in
emission reductions that would meet this goat.

Because snargy use is likely 10 grow steadily in an expanding economy, CQ, emissions in the U.S, are
predicted to grow by roughly 10% over the next decade. {CO, is the predommant GHG) The energy taxes
designed to raise $22 bilion in|1997 would reduce CO, emissions by up fo 3% in the year 2000. War the
higher revenus goal of $40 bdﬁcm, CO, amission raductions of up ta 8% could be achieved by the year 2000
Thus, by themsatves, the snergy !axas of the magnitude under considaration here cannot be expested (o
return $O, omissions (s opposad ta all greanhousa gas emissions) 1o 1990 ovels,

Cutside of the oil Import fee, the carbon tax rasults in the highest CO, amission reduction por doltar of

revanyd collecied, Toflowed byiﬁ;e Btu and the at-source ad valorem za.xas Tha motor fuels tax and tha enrd.

use ad valoram tax have the lowest carbon reduction efficiency. The emission reduction benefits of ing
carbon and By taxes wy mughiy similar,

Beyond the yoar 2000, £O, emissians projactions are necessarily more uncedain, especially for ad valorem
taxes. The carbon end Bl uzxes continue to reduce the most CO, per dollar of revenue raised, but since
their specified rates were not indexed o inflation, their CO, reduchion banolits decline over tima. 1 appears
that ths CO, reduction sffect ci the oif import fee falls dmmazicaify after the year 2000,

Ad valorar laxes ¢ise with mﬁa{wa Therefore, they have an increasing sifect on both conservation ang fust
subsitytion over time, I comwa!iaa in il and gas outweighs fus! swilching towards coal i the electc
utiiity sector, the at-scurce ad valorem tax has larger CO, reduction benafits in 2010 than the end.use 1ax
and ather taxes. Shouid utiiity fuel swilching dominate, the CO, benefits of the at-source tax in 20130 wouk

i

be substantially lower.
The energy taxes will rasudt in cmer ervironmental benefits including lessaning of wbian smog, acd taun,

waste disposal problems and cil spills. These additicnal benefits, howaver, are likely 1o be relatvely mocdest,

For example, a gasoline lax of $E} 28/galion {approximately aquivaient 16 the motor fuels fax assoaialed min
the $22 billion ravenue target) ¥ will reduce volatile organic compounds (VOCS) that cause Wrban smog by
roughly 20000 tans, or 0.4% ﬂf total U8, amissions in the year 2000,
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Economy—wlde Impacts |

I
GOP Effects

+ A new energy tax, like any other tix increass, if
unaccompanied by accommodative monetary policy or
other offsets, wouid reduce sconomic growth and
aggragata employment over the short to madium term
(on the order of 0.5%). Adversa GDP and employment
effocts cou!d be raduced or aven eliminated if
accommodative monetary policy is underiaken or if the
financial marksts view the deficit raduction program as
credible, thereby reducing interest rates and spurring
grcwth

« Ofthe mxas considerad, :he ot zmpert fee is likely to
have the. greatest nagative impact on national stonomic
growth per unit of revenus raised. While the oil impont
foe will boost regional economic actvity In the ofl
producing regions, its inflationary impacts ars the largest
of the taxes under considaration. As a result, monetary
authomzes would be more constrained in their ability to
accomm?date the tax package.

!

Industry-Specific Effacts

+ Energy 1axes would cause specific industries to gain at
the axpsnsa of others. Those most likely to gain wouid
be nsn-eaergy intensive manufacturing concams with a
large axport market. Some of these industries would be
able to take advantage of the decline in the U.S.
exchange rata that would follow the adoption of an
energy tax by itself. These industries include:
constmcﬁcn equipment, aircraft, industrial mchinery
such as mezai waorking machinery, and copiers,
%na‘us{ms miost negatively affected would be energy-
producing and enargy-mtenswe manufacturing
industries, such as mining, electric utilities, and the
chemical 4az'zd putp and paper industries.

— e =it
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Table C-1: Reg!zmizi Impacts on Consumers of Alternative Energy Taxes
ﬁgﬁ‘ﬁ oo ¥,
i Tix increase Per Capita Tax increase ax # Percent of income
'_ {Doflers) Parcant
Census Reglon BtuTax  AdVaiorem | AdVsiorem | BtuTax | AdValoesm | Ad Viiorem
. At Source End Use Al Source End Uss
New England 358 $108 $100 0.50% 0.54% 0.52%
Middie Allantic 92 83 g4 0.50 0.50 0.51
South Atiantic aa Ba 88 0.56 Q.55 0.56
East North Central 90 88 29 0.56 0.55 Q.56
Enst Sewth Contral 81 79 19 0.81 0.58 0.9
West North Centrat 8% | 87 g7 0.58 0.87 . 0.57
Wast Scuth Cerdral B | 84 B4 0.64 {.80 8.50
Mauntaln 84 82 83 0.58 0.57 3.57
Pacific 885 ! 87 88 2.49 0.50 0,48

I

Table C-2: Relative Reglonal Impacts on Consumers of Alternative Energy Taxes

3t Reventie Targetof $22 Biilton 1n Y
; Tax Increase Per Capits Taxincrsase s & Paruant of Income
{Dofiars} {Porcent
Lensus Region BtuTax | AdValorem | AdVeloren | BiuTax | AdVelomsm | Ad Vélorem
| At Source End Uss At Source End Use
NewR 1051 117 113 93 99 96
Hiddia Atisntic 104 108 107 91 23 a4
 South Atlantic 100 100 100 102 102 102
East North Central 102 1 100 101 104 102 103
East South Central 92 | a0 29 113 119 105
West Narth Central 101 | 99 99 108 106 108
West South Central 97 i 96 a8 112 110 111
Mountain 95 | 33 94 167 105 148
Pacilie 97 ! 98 a7 g1 92 91

Ragional impacts on Consumers

*  The above tables provide information on the regional ampacts of the Bty and ad valarem energy tax
aliernatives, assuming & 322 billlon revenue target in FY 1987, Table | shows by census region
the dollar armount of tax t_hat wauld ba paid o a per cap{ta hasis, Table ¥ algo axprassas the tax
increases as a pescent of disposable personal incoma in each region. Table 2 shows the same
information as Table 1, but expressed ss a parcent of the national averags. A map of census
ragions follows the tab&%

¢+ The tables indicate that iha regional impacts of thess hiree e%\ergy taxes are similar,

*  Nots that while the tax burdan on a given region may be higher than the national average 00 x per
capita basis, it [s often lower than the national average as a percent of disposabla personal
incorna, and vice versa, for ail three taxes.

M
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Figure C-1: U.S. Census Regions and
| Divisions |
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Distribut!onal Effects of Emrgy Taxes
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Figure D-1: Distributional Effects of Figurs D-2: Distributional Effects of
Alternative Energy Taxes {average share ot Alternative Energy Taxes (average share of
pre-tax income 2000-2004; axpenditures 2000-2004)

+ Relative to annual income, the direct impact of broad- based energy taxes is
regress ive, aizhwgh this regressivity is reduced when indirect effects - a.q.,
air ravel price zmreases — are taken into account. Grouping houssholds by
annual axpeadziares also shows energy taxes to be much less regressive.
This.is a more accurate measurs of well-being, especially in the lowest
income quintile wmch gxhibits the greatest regressivity effects on an income
basis.

» Al ofthe a?tematzvas are about equal distributionally, $o this feature does nat
provide a basis for disnngu:shmg between taxes. ‘

» Note that ihe distributions in the graphs above are before any possible give.
. back to mitigate regressivity, and do not reflect other elements of the tax
package {e.g, higher rates on high-income taxpayars). Neither do they
reflect any softening of the impact on low-income househoids through cost-
of-living adlustments to transfer payments they receive.

- Distributions by annual income are the more influential politically (and were
used by Democrats Et<3 criticize Bush Administration proposals).

PP —
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Table E-1: Industrial Sector Fuel Prices in 2000
{pﬁmontaga change from Base Case)
b I R el W LR R
Nott maéffafgetzaﬁza Bilicn’ wmgmrﬁs
'mca- Bta Tax Ad Veiorem Tex (A4 Valorsm Taix!  Cwrbon Tax | Slotor Fust Tax | Off inpont Fes
10 {AS Souron; {End Unsi
Oil (Al $igal | 083 |1 45% 119 41% 4. 9% ~0.9% 19.9%
il amgonadg $/mct | 360 |1 7.6% 11.5% 4.8% 7.3% 0.5% -2.6%
Coal $Aon | 3475 [ | 7.5% 12.5% 4.8% 27.2% o% 0%
Electricity ¢kWh | 535 || B.6% 4.3% 4.0% €.2% 2% 1.0%
£ -
*  NOTE: Effects for a $40 billion revenue target are roughly double.
Industrial Competitiveness

I
«  With ragard to the industrial sector, the carbon and Btu taxes have similar impacts.

»  The motor fuels tax rs;as almost no affect on industrial prices.

!

Trade and International Gompememsa Effects

« An energy tax could mduce some displacement of energy-intensive industries to
non-taxing countries, und&mutnng the revenue base and environmental benefits of
the tax

+ On balance, deficit reduction financed partially through energy taxes could medestly
wzast U.8. international competitiveness. This is because:

’ En&rgy taxes would reduce slightly cur dependence on imported oil (with the
exception of tha oil zmport fee which affects imports significantly), improving our
trade balance =

¢ A credible deficit refdz.wticn package would lower interest rates, causing an ou'ficw
of capital from the U.S., lowering our exchange rates and making our expornts more
compatitive

« Together these two factors could more than offset tha ioss in compstitive posmon of
u.Ss. margynzntanswe» industries, which would see a rise in their production costs
vig-a-vis their cwerseas compatitors.

»  U.8 fuel prices are generally among the lowest in the (37 {see following page). The
taxes comempiated wou;d not greatly change this situation.
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Figure E-1: Comparlson of Fue! Types
' by G-7 Country
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Light Fuel Ol Prices In G-7 Countries Elsctricity Prices In G-7 Countries
{1991 Prices amnd Exchangs Rates) {1991 Prices and Exchange Ratas)

Gasoline Prices in G-7 Countries
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import FnctiCustom:ﬁ uties and International Obllgations

The tariff on crude i‘xi can be raised (either directly or via an import foe)
without violating czur obligations under the Gensral Agreemant on Trade and
Tarifts (GATT). ﬁawever the application ¢f any tanff increase or import fee 10
imports of crude from Canada, and possibly Mexico and Venezuela, would be
limited by other existing agreements (ses below),

The situation Is different for patroleum products, where U.S. tariffs are bound

"under the GATT. lmposﬁim of higher tariffs or import fees could make the

U.S. llable to pay compensation under GATT, and subject the U.8. 1o
retaliation,

Whilte the U.8. could invoke the "National Security” exception under GATT
niles, the deficit reduction aim of the impon fee would exposethe US. toa
challenge within GATT. A GATT panel could find the exception inapplicable
and require the U, 8 {0 pay significant compensation to the satigfaction of
GATT member countrles

Agreemsents with mdmdtzaf trading partners would impose additional
constraints on the appt;cation of increased tanitls or import fees, The U.S.
would likely need to

# Exempt Canada fmm the taritf, because of the U.8./Canada Free Trade
Agreement (CFTA). Once the North American Free Trade Agrsement
{NAFTA}, goes into effect, Mexico may also have to be exempted from the
tariff. .

-§ Abrogate a U, 8. NVenszuela bilateral agreement that binds U.S. tariff rates
on Vensezuelan crude oif and petroleum products. "Most Favored Nation®
obligations under GATT would not atiow the U.S. to exempt Venezuela {with
which the U.S. {iaes not have a free trade agreement) fom increased tariffs
or impeort tees wathout exterdling similar mﬁaﬁts 1o all GATT members.
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1
The European Commisgsion's Btu/Carbon Tax Proposal
in 1881, the EC Commission suggested a Btufcarbon tax. The propcsal an
e!emsnt ofthe Commissmn*s carbon dioxide limitation strategy, calis for a tax
starting at the ac;uiwai&nt of $3 per barrel of oil in 1993, rising to the equivalent of
$10 per barrel in 2000. Fossil fuel prices and use would be affected by both the
gnergy arxi carbon cam;:wmnts of the tax, while carbon-free energy sources,
such as nuclear and hydm; would be affected only by the former. Thus, whila
affecting all energy, the tax offers a relative advantage (o low- and no-carbon
anargy sources,

The formal proposal, put forward by the Commission in May 1892, provides that
the application of the tax would be "conditioned on the adoption of similar
moasures® by other e&uﬁtnas The proposal also suggests that snergy-intensive
industries be given speczai {reatment or exemptions: from the tax to offset -
possible :zampeﬁwene&s effects. In addition, the proposal suggests that
revenues be used to raciz.zca other taxas, bul isaves the decision 1o the individual
member stales sinces tﬁey, rather than the EC Commission, have compatancy in
this area,

The EC Commission Stufz:arhm tax must have ynanimous approval from the EC
Council of Ministers, representing the individual member state governments,
before it can take effect. The Btu/carbon tax is being reviewed by three different
sets of member country ministers: finance, energy, and environment. Views vary
widely across both countries and ministries. To date, Council action has been in
the form of a request | far further analysis..

On Jan yary 28, 1993 I the EC Commission issued the following statement:

The European C:omm:ss;on wolcomes the recent deciarations made in (.8,
Government circies which demonstrate a willingness to sericusly and efficiently
tackie world energy and environment problems. The European Commission is
aspecially pleased to' se@ the new U.S. Admlmstfarmn thinking about moasures
regarding a possible env:ranment and energy tax. The European Commission
has aiready approved such measures but they are subject 10 a "condjtionality
clause.”




