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the high concentiration "of these reserves. Their regular accrual of value is an income tax base:
unpre-empted by the Internal Revenue Service, thanks to the doctrine of Eisner v, Macomber,! !
The state pulling a premium on early cash {rom mineral taxation should favor properly taxation
over severance taxation. i

The present and [ulure operation of price controls underscores this point. Mines in production ¢
are declared “‘old™ energy and devalued by maximum price controls, Reserves not yet being produced -
come in as ‘‘new’’ encrgy, and their owners can look forward to receiving higher prices. Whather
this set of policies will be applied some day (o coal we can only conjecture, but the growing
tradition of discriminating against old energy certainly calls for a drastic new attitude towards ;
the rote of unproduced reserves in the property tax base.

As to stability of revenues, the severance tax ranks low. These revenues are turned on and
off at the convenience of producers, unlike property taxes which do not vary with shifts in production -
(although they do vary with valuations),

The severance tax imposes a greater “‘excess burden” on producers than any other tax because |
its base is so gross. Scores of economists have declaimed on this point. Probably the greatest -
distortion is to defer the owner's optimal time of production, thus also deferring state revenues.

Mr, Dorgan's criticism of *‘postage stamp pricing”’ is well taken but surprising. If 1 came -
from North Dakoia, I would say as little as possible against postage price pricing as a general
principle, for in most matters the low density areas benefit at the expense of high density areas -
whenever common prices are charged in spite of differential distribution costs. The classic article
on “Space as a Nepative Resource’ was written with North Dakoia in mind. Mr, Dorgan has
perhaps found one cast where postage stamp pricing works to the disadvantage of North Dakota, |
but even here he has looked at trunk transmission only and overlooked the more costly business
of microdistribution. His conclusion, as a result, is considerably less than hall true, Cerainly
it cannot be accepted on the basis of the partial evidence he has presented.

CoMMENT ON CoMMISSIONER SIDNEY GOODMAN

Commissioner Goodman makes many good points, but they fall so evenly on both sides of .
several issues that the overall effect is too equivocal. More sympathetically, the effect is well
balanced, and there is & fine line between balance and equivocation. But he [alls on the wrong
side of the line by failing to integrate the pros and cons to reach a bottom line along a clear,
understandablé path. It is clear that he is defending Michigan’s revenues, which is his duty, and
his message would fly in Lansing. But my duty is to ask what is in it for the rest of us,

On the conservation side, he says there is a genuine shortage of energy; the problem is too
much consumption; and Michigan is helping by taxing consumers. On the energy-prodigal side
he says that cold weather is pood because it increases tax collections; we must continue to increase
consumption; we can’t compete without cheap energy; the consumer is the one we really should
be concerned about; and jobs depend on cheap energy. This is mostly consistent with a tax
commissioner’s position that energy should be cheap at the border and dear to consumers with
Michigan taxes filling the gap. Again the conclusion is too parochial to satisly a general public
interest.

Mr. Goodman favors some taxation by energy producing states but would limit it to cover
marginal impact costs, the kind of thing Mr. Dorgan spoke about, Thus he would allow no public
profit on the resource base itselfl. But meanwhile Michigan and Detroil are taking all they can
from cnergy distribution and using Lhe profit to replace other (axes. Incompatible value judgments
are being applied to consuming and producing states.

Mr. Goodman favors cheap energy for industry and also a “‘fair shake™ for homeowners,
We can all applaud and endorse the goal of a fair shake for everyone but unfortunately fhat
has no content and therefore solves no problems. The plain fact is that something has to give
and policymakers must {ace it and decide what that shall be in specific operational terms. We
must be “fair"” nof just to industry and homeowners but to farmers, transportation, taxpayers
and the consumers of other products, We must be fair intertemporally too, making provision for
the future. Such a comprehensive concept of fairness is not served by speaking of “‘fair shakes"
for specific limited consumer groups.

Mr. Goodman shares with Mr, Dorgan the presumption that taxes are automatically shified
forward. The presumption is too easily made. It requires at least four conditions, as follows.
First, the producing jurisdiction must have lots of marginal production—that is ‘‘no-rent’* production.
This is because energy prices, like other prices, are determined by supply and demand (absent

e

regulation). Prices go up when supply is cut. Taxes only cut supply if they are applied to production
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i i ics {assumin
which yieids no rent, This is one of the first things that freshmen learn in economics {a g

arn something). o o

o Sd‘:,'ﬂl)el'“-‘- the lﬂ"i!‘; )}'“fiSdiC1i°“ must be large c“(‘l]l'g; f::ht};;‘:k’:mtgrot%;nq;:;:(? ‘E:;di:i(m does
j He the first condition might apply to paris ob NE akotn, the sec ‘ S
gro‘tc c‘()g:ﬂi‘;' lxii;nv states like North Dakota act in cancert levying severunce taxes on o ATt
dueti il taxation significantly reduce supply. ‘ ) s
pmd'llj'?'l:%n t‘;glt?tes musl%c on o base of gross production and therefore stifle maryr::b{ﬁ:d;:lg; 1
That i.sl 1i1ey :::.L'mt not be property taxes or nél proceeds taxes. Property t_!:ncdesicm e
re:erve.s have been accused of accelerating and increasing producllon, but n(::lno ::KSS ing p i
And & large share of the total taxes levied on thg cptrﬁ‘y;tsis;d\::;;?t}a‘g;z;g“ ge » k.uge Aliermative
st be inelastic, S

Fourth, the demand for the product mus e

' iti ound the world.

1  As to coal, it is abundant in many arcas ar ! ] ’
sourges r?gns:l:}?!{hcse conditions is very true. If they were, producing s:!al:,s.c”o}]nlitll1 lu'w]?“ztfot:‘;i
hel ? s for years and would indeed have found a tax source of unpara u: l];l::"'uw‘cl lthusc
:‘ e‘risnx‘e believe ‘lhm the taxing states bear the lion’s share of their (;Wt[l) ‘l;:x:f : v.::l‘ r.c'iources
&:it;i fall on the awners of resources. Of course, many Owners of Nort ::r i‘tlsnresaurcc e,
are absentees. But no one has yet suggested that any state’s power av e e X
coﬁzld be limited by the foreign residence of the owners. S0 pmdu«.:mg1 5.tate?r§;:1mns.umers
determine their own taxes in their own interests freg of legitimate comp aints Sk i B

I will comment presently on my disagreement with Mr. Goodman's assumpti i
\ ichi i i implies,
o czlle:gple:uet;gsivcral of Mr. Goodman’s points. The Muct}igal‘l resource “:e;ml?stl:;eassa}:\ed Talzions
a necessary information basis for inteiligent policy formation in Lansing. And a
uit. o ' ' e
shouﬁrfogt‘;\:dsmm very rightly criticizes federal miles per gallon standardshforltgtogcaés n?:cl?uni Sgg;
onscr\;alion measure. Such a measure is too partial ever to replace the colmpreh'enm r!; et
gs a conservation device. Energy efficiency is much more ccmpreh_ensw; than c?c?ecd tha% O
The production of energy-saving capital uses energy itself. He might have stlo s thal & B
applied only to manufacturers creates no incemwedﬁzr tli:e clol?su':zil{;?:gte;ndar c{’ i g
intain i i dded that the
fciently and to maintain it, He might have a oibing, K
:lfaf:;etheyconsumption of energy in producing highways, whose cement consumes probably

energy per dollar of value added than any other raw material. He might have said something

i i - s that
zbout economy in space heating and the energy 'consumpuon of rambling :ne s;?;!::d:;)dui% el
abundant cars and highways make possible. He might have added that an en 'rgfhe o e
with continued underpricing of energy does nothing to abate exports. We reniain

. 4 i i F need
one Ef(flsz:ipztsraﬂ these complexities, generations of econcmists have hconcl;)d::l tﬂatsw‘:‘;fem ¥
the price system, applying the proper pressure in the proper degree throug L d oK it
all ti’:'nes Federal standards cannot do this, even for energy. And bpsndes cnergyh e e
of other'resources and values to conserve. Only a price mechanism can t\:.'elgw e
palance with energy values and apply the proper measure of consorva 'lo: o mar.ket ok
Goodman's point leads us to the conclusion we must let energy prices ns

i H gy
leva!Mr Goodman is certainly right that imported cars must b_c required to rrxi\z:tlgt\::‘s;ga& :!::ai'c
standar&s that are imposed on domestic vehicles, Although a higher ;ner%ep e e s
this unnecessary, there are still environmental standards to consider. e palaliohs
for twenty years by undermuffled imports, for example, while Japanese envi o
double the price of American ¢ars sold in Japan.thlr:le r?gt“;lcs \T;il&efovreerguﬂ?: Sk ‘and temand.
an is right again that tax costs shou o
Unifxgi?yogi? ncuuaéty irf taxation in an unregulated economy _rulcd by cor;sc\;n:j?‘r ::t:)er:\?gilei
are worthwhile goals. But his example is p(;orly chosen w;hffaffms;ﬁ%f:; ;l;:‘ :?n o ey shndidics
i tronomica i ;
their fuel. These are needed to recoup the as T _ it
:gg 10 restrain unbridied subsidized demand from forcing ever more highway expansi

A WoRD FOR THE PUBLIC INTEREST

iti ' ' ic interest,
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an efficient allocation, optimal censervation through time, and 2 cqr R fore iarhet

The public interest is generally best servcc} by the operation of consume i o ‘havc gy

free both of private monopoly and public intervention. Govcr_nn:iem, g i
does not represent the people, Government represents organized Broups.
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the people better than government. Government? can raise revenues without disrupting the market
by secing that taxation is uniform and neutral,

IFederal taxation has long been solt on the energy indusiry, violating the uniformity requirement
for neutrality. This practice shifts rents {0 producing stites-—either 10 fesouree owners, or stitle
and local trensuries, depending on how alert local povernments are (o take advantage of these
rents, [n addition, producing states have a tong history ol more or less suceessful cartel management,
raising prices to shift more rents in their direction. Federal intgrvention through the Connally
Hot Qil Act and the Eisenhower quotas on imports and the long subjection of Guif of

OCS lands to Texas prorates were alt part of this pattern.

But they who take the sword of politics must face the sword, and consuming states have
struck back with their own price regolations which now hold prices below market clearing levels.

While there may be poetic justice in this, as an approach to equity it is as crude as surgery
with a rusty tin can, As 1o efficiency, it approaches a national disaster. Preferential tax treatment
subsidizes production while price regulation subsidizes consumption, This double subsidy effect
is fortified by a long list of like-minded policies hyping up both supply and demand so that they
meet ot a much higher volume than they would in an unbiased market.

Let's itemize some subsidies to consumption. There is the highway trust fund which milks
drivers on city streets to subsidize subeconomic highway extensions in new and [ean territory,
spearheading the development of the most energy-intensive land settlement patiern the world has
ever seen. There is the virtual exemption of autos and trucks from the property tax which capital
in other forms must pay. There are promotional rate structures of gas and electrie utilities, which
structures are not so much calculated to reflect cost savings as they are to maximize rate bases.
There is utility price discrimination which features low wholesale rates for primary industries of
low value-added, including agriculture. There is a capital-intensive, energy-intensive bias in military
procurement which consumes some 10% of all our energy. There is the complex of policies that
generate urban sprawl, a pattern which causes heavy line losses, heavy auto and truck use, and
one-story dwellings which are so expensive to heat. There is a transcendent bias in favor of primary
products (exemplified by but not limited to freight rate structures based on value of service rather
than cost of service) which overstimulates energy-intensive primary production.” There is a monument
building bias in public works which turns into an energy using bias exemplified by BART, the
Seattle airport, the Washington Metro, and the California Water Plan pumping water over the
Tehachapis.” There is the effluence-affluence mindset that lets energy users in effect appropriate
pollution easements through everyone’s air without being charged for the damages. All these and
more are subsidies to consumption.

Now let's itemize some production subsidies. Tax subsidies include the familiar depletion
allowance, expensing intangibles, and capital gains treatment. In addition there is deferral of tax
vn unrealized appreciation of reserves; exemption from property taxation for operations outside
slate boundaries, for example in the OCS, and virtual exemption in sparsely populated areas inside
state boundaries; avoidance and evasion of state taxes by multinational corporittions; the foreign
tax credit and deferral of tax on unrepatriated profits; and favorable tax treatment of oil tankers
using Mlags of convenience. In pipeline networks, regulatory bias creates the same incentive to
¢xtend subeconomic collection feeder lines as it does distribution lines. There is an import subsidy
implicit in the entitlements system. There is Lthe concept of lelling investments be deducted like
expenses so long as the capital remains captive inside the indusiry, a concept Senator Russeil
Long is renning wild with. There is a propensity towards premature leasing of public lands, for
example in Alaska and the federal OCS, using gross rather than net gain as a criterion of value,”
There is discrimination against old production, which in effect milks old producers to subsidize
new ones. There is the long-term effect of vertical integration in the industry which (orces each
firm to develop its own reserves. There is the exemption of nuclear power plants from public
liability, There is a general failure 10 charge the production end of the industry for environmental
damage (which subsidizes production just as giving free pollutien rights to consumers subsidizes
vonsumption), There is regulatory bias which lets utilities invest prematurely in their own reserves,
adding the investmen! to their rate bases,

Subsidized supply and subsidized demand: how do they come about? We have inherited two
conflicting cultural traditions to resolve, There is the “'natural heritage' tradition which says that
subsoil resources are peculiarly affected with a common interest. A second tradition tells us that
discovery and exploration of resources are the most worthwhile private activities, deserving subsidized
support of incentives, Instead of asserting the common interest through taxation, in our times
we have begun to assert it through maximum price regulation. And, instead of rewarding the discovery

of better conservation technigues, we continue to subsidize discovery and extraction of increasingly
scarce subsoil reserves,

Mexicc
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If that evaluation of institutional bias is accurate, the result will have to be to deplete mineral
reserves much too fust, followed by a severe sbock some yeurs down (he road (on top of the
one we¢ have just experienced) when the exponential growth of demand comes into unresolvable
contradiction with the exponential decay of reserves. We will have depleted too fast and prepared
alternalive energy sources too stowly. We will have developed even worse energy-intensive land
setilement patterns. These are not literally ‘irreversible” when we look at decades, but in the
short run we are stuck wilh them. Beenuse the Jag in adjusting land settlement patterns is so
very long, (he penalties [or not beginning to readjest rightt now will be severe.

Lei's look al two objections (o letting energy prices rise to market-clearing levels. One 5
that the poor may suffer. This argument does not bear analysis. First, energy consumption is
progressive, that is energy is 4 “'superior good.”" No doubt an intensive search would find some
impoverished elderly widow shivering in a dralty, uninsulated, rambling old house in northern
North Dakota, but this is no basis for national energy policy. Welfare muy be distributed in moncy
and targeted on those who really need it. Cheap energy bs not strained, it droppeth as the gentie
rain from heaven on the poor and the wnpoor alike, with the unpoor getling about 95% of the
benefit. Subsidized energy consumption is no kind of substitute for a welfare system: bul the
job of financing it would certairly increase the number of welfare cases.

A second argument is that jobs and GNP and our standard of living require cheap energy:
that there is & fixed coefficient between energy consumption and employment, This notion {lies
in the face of all experience and all theory which tells us that resources may be substituted for
each other.

Cheap energy industries are riot labor-intensive, nor is energy production itself, Cement production
and primary metal refining and reduction require a hundred times more energy per dollar of value
added than simple manufacturing. Energy-intensive farming replaces labor with big capital-intensive
machines, it does not create jobs. Most of these energy-intensive primary producers also receive
large subsidies of other kinds in the form of preferential freight rates paid for by higher rates
imposed on the products of fabor-intensive industries, Cheap energy does not just complement
{abor, it also substitutes for labor. This theme has been developed by many economists, engineers
and scientists, among them Kenneth Arrow, Tjalling Koopmans, Ernst Berndt, John Holdren, Reger
Bezdek, Bruce Hannon, Amory Lovins, Philip LeVeen, Philip Raup, David Pimentel, myself, and
others.

A high energy price forces us to use more of the less ““convenient™ fuels, but “ingonvenient’”
is just another word for *‘labor-intensive.” Let's not be deceived and misled by the value-judgment
in'the word “*vonvenient.”* Convenient is not hetter if convenience comes at the price of wasting
scarce capital and irreplacable natural resources while labor is unemployed.

It is comforting to take a perspective through history and note that twenty years ago we
got along with half as much energy per capita as today, and that was hardly the dark ages. The
air, in fact, was cleaner. Other countries with high living standards still do get along with much
less energy per capita than we do, and lower unemployment rates as well,

1 conclude we should not use price regulation as & means of shifting resource rents among
jurisdictions. Tax reform is a much more efficient means to the same end. We need government
not to regulate price primarily but to identify and correct a wide range of institutional biases
that subsidize production and consumption of energy. '

Energy is 2 useful integrating principle for perceiving a wide range of issues which need attention
anyway, The range of issues may seem complex, bug there are simple guiding themes which are
taught in most economics depariments, These themes are supply and demand, the free market,
uniform and neuwtral taxation, and unbiased regulatory institutions,

Otherwise, we only suffer o rely on government. Goverament is clumsy, lurching, ponderous,

internally inconsistent and uncoordinated, sloganeering, prone to improper influence, and self-serving
above 2il, What passes for an “‘eaergy policy’ this year is primarily a coal program, Meantime,
millions of individuals are exploring hundreds of other solutions to the energy problem. Some
of these are wood stoves, methane, sawdust burners, oil beans, geothermal energy, wind power,
solar energy, better insulation, new cement making techniques using less energy, substituting less
energy-intensive materials, maintaining cars and heating plants better, lowering temperatures, driving
less, shifting (rom energy wasting eleciric consumption, and returning te central cities and multistory
buildings. None of these is *‘the’ solution, and most of them therefore are beneath the grand
scale of government attention, But many small solutions add up to one big solution. That is how
the market works, and there is no reason in history or theory to suggest that goverament “‘proprams”
can solve our problems half as well, ‘

* spending on exploration,
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