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The Dixon bill would reverse the Supreme Court and
invite the taxpayers back into court to argue over precisely
this point. Decisions on the appropriate level of a tax
would be made in the isolation of the judicial proceeding,
divorced from the realities of the political process and
public involvement.

Finally, it is important to remember that tax revenues
based on resource production are neither dependable nor
assured. GSeverance tax revenues are a direct reflection of
the health and productivity of the resource market. The
0.5. energy market, at least where coal is cun;&rned. is far
from healthy. Our coal tax revenues have declined rather
than increased over the past year and so have the
resgurce-related revenues of other states. Together, state
coverance tax revenues were down by $433 million in fiscal
yoar 1983 from the previous year. Because of a $124 million
drop in severance tax revenues last year, Texas is looking
&t the need for major new taxes to support its sducaticnal
syetem. Minnesocta set up 2 special "rainy day" fund to
cushion against the cyclical swings in state revenuss,
brought on partly as a result of the drop in state revenues

from taconite mining.

While Montana enjovs revenues from ensargy production,
we do not depend scolely upon them and recognize that other
sources of revenue will be needed to support the )
governmental activities and needs of the State today and in

the long run.

1 appreciate this opportunity to eXpress Montana's
viewpoint. I know this Committes will exercise the same
caution that has been displayed in Congress over the past
few years in regard to intruding on thisz aspect of state
taxation.

1f there are any guestions, I will be happy to respond.

S
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Senator Warror. Senator Baucus.

Senator Bavucus. Stan, I want to thank you again. Also for draw-
ing out another point, which really hasn’t been raised very much
here yet, and that is that Senator Dixon's bill would basically leave
it to the courts to set these rates. And it would be a very, very
lengthy and involved process. And, second, you are giving the deci-
sion to people who are not elected officials but who were appointed
officials for life. And I don't think most people in this country
would want nonelected officials to be making these kinds of deci-
sions. It's just another whole level of problems that will be created
with these kinds of approaches that are contained in this bill. And
I want to thank you for drawing that out.

Senator StepHENS. Thank you very much, Senator,

Senator WarLop. To conclude this morning's hearing, we have a
panel consisting of Dr. Walter Hellerstein, professor of law at the
University of Georgia School of Law in Athens; and Mr. George Ri-
fakes, vice president, Commonwealth Edison, Chicago, IL.

STATEMENT OF DR. WALTER HELLERSTEIN, PROFESSOR OF
LAW, UNIVERSITY OF GEORGIA SCHOOL OF LAW, ATHENS, GA

Dr. HewLersreis. 1 appreciate the opportunity to present my
views on State severance taxation to this subcommittee. I have
been deeply involved over the past 6 years in controversies involv-
ing Btate severance taxes. I assisted the State of Montana in pre-
paring its defense of its coal severance tax in the case that culmi-
nated in the Supreme Court's decision in Commonwealth Edison v.
Montana. I have worked with other States and with private indus-
try in matters involving State severance taxes, and I have spent
the better part of the past 2 years completing a book on State and
local taxation of natural resources in the federal system.

Needless to say, the views that | am presenting to the subcom-
mittee are entirely my own and do not necessarily represent the
views of any of the public or private parties with whom I have
worked.

While there is much to divide the various constituencies with an
interest in State severance taxes, it may be useful to begin with
several fundamental principles that do command and, in my judg-
ment, should command virtually universal support. First, few ques-
tion the right of producing States to single out natural resources
for special taxes. The diversity of the individual State’s tax struc-
tures has been characteristic of the American tax system from the
very beginning and it is taken for gpranted that it will remain that
way.

Second, few question the right of the producing States to recover
the reasonable costs that are imposed by the extractive industries
on the State. These costs include not only the costs of schools,
roads, hospitals and the like, but also the environmental and social
costs that natural resource development may impose on the State.

Finally, few question the proposition that those who benefit from
natural resource extraction should bear the burden of the costs it
genfratea, even if those beneficiaries are not residents of the taxing

tate.
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The list of shared assumptions is short by comparison to the list
of issues that separate the producing and consuming States. Al-
though these sources of conflict are considered in some detail in my
prepared statement, I will touch only briefly on them today be-
cause other witnesses have focused on them, and I would rather
devote my few minutes of oral testimony to issues that are less
likely to be fully aired at this hearing.

In connection with the issues that divide the resource producers
from the resource consumers, it is helpful, I believe, to distinguish
between conflicts over premises and conflict over facts. In the first
category are such questions as whether severance taxes should be
limited to the reasonable cost imposed by production activities on
the State, and whether the producing State has a special claim for
taxing their resources because they constitute their so-called natu-
ral birth right.

In the second category are such questions as the estimate of costs
attributable to natural resource production, the extent to which
State severance taxes are exported to residents of other States, and
the significance in relative terms of the burden of such taxes on
nonresident consumers.

When we turn to the question as to what role, if any, the Federal
Government should play in furg-ing a uniform national policy
toward State severance taxes, we find that opinions are colored by
one's views on the merits of the issues to which I have just re-
ferred. Nevertheless, there are a few general observations about
the wisdom and form of legislation in this domain that [ would like
to leave with the subecommittee.

First, in considering the question of whether to impose Federal
restraints on State severance taxes, Congress ought to proceed, in
my judgment, with more than the usual caution than it should or-
dinarily exercise when it legislates to impose direct restrictions on
State power. Beyond the general questions of State autonomy that
have been raised in connection with proposals to legislate in this
area, there are very significant differences among the States’ ap-
proach to natural resource taxation that Congress should recognize
before it embarks on a particular legislative course.

Many States, for example, impose severance taxes in lieu of any
property taxes on their natural resources, a point that has already
been mentioned today. Thus, 5 of the Nation's top 10 oil producing
States—namely, Alaska, Louisiana, Oklahoma, Florida, and Missis-
sippi, and 4 of the Nation's top 10 gas producing States—namely,
Louisiana, Oklahoma, Alaska, and Michigan, impose their oil and
gas severance taxes in lieu of any property taxes on their re-
sources. In the Rocky Mountain West—I know the Senators are fa-
miliar with this—most States, including the major natural resource
producers of Montana, New Mexico, and Wyoming, impose local
property taxes based on some percentage of the proceeding year's
proceeds, which may be a small percentage of the value of the un-
derlying reserve if it were assessed like other property on a fair
market value basis,

In other States, mineral reserves, especially nonproducing re-
serves, are largely ignored by local property tax assessors because
of the difficulty of valuing such reserves.
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The point of all of this is to suggest that Congress would
shortsighted to focus only on severance tax rates in gtnuking natio?ﬁ
al policy in this area, for severance taxes may be seen as a counter
balance in State and local revenue structures that omit, limit or
ignore the value of natural resgurces in their ad valorem property
tax base. Broad based congressional legislation limiting State sever-
ance taxes that failed to take account of the fact that many States
undertax their natural resources in their ad valorem property tax
bases might well be unfair from the standpoint of interstate equity
and undes:rahlfa from the standpoint of national policy.

Second, [ believe that if Congress chooses to legislate with regard
to StElltE severance taxes it should be evenhanded in its legislation.
In this respect at least, 5. 463, which applies to oil, gas, and coal, is
preferable to legislation that has been introduced into Congress in
the past which has been directed specifically at coal alone.

Finally, before Congress does take the significant step of re-
straining State power to impose severance taxes, I think it would
be worthwhile for it to consider less intrusive alternatives to
achieving the same end. If Congress is concerned about the dispari-
ties in ﬁgca} capacities that arise out of the adventitious location of
our Nation’s resources, it is certainly in a position to reallocate
revenues disbursed to the States by various revenue sharing formu-
las that, in the eyes of some observers, presently favor the States
with high severance tax yields.

A:lthuugh the controversy surrounding these formulas may be no
easier to resolve than the controversy surrounding Federal limita-
tions on State severance taxes, it would be preferable, in my judg-
ment, to redl:}ce any perceived fiscal disparities between the States
through modification of such formulas to take account of such dis-
parities rather than by restricting State tax power in a way that
could have unexpected and unwarranted consequences.

Thank you very much.

Senator WarLor. Thank you very much, Dr. Hellerstein. We will
hav? questions after Mr. Rifakes.

[The prepared written statement of Dr. Hellerstein follows:)
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PrerareED STATEMENT OF WaLTER HELLERSTEIN
Proressor oF Law UniversiTy oF GEORGIA
I m@ppreclace the epportunity to present my views on state
severance taxetion toe the Subcommittee. I have been desply din-
volved over the past six years in controversies invaolving state
severance taxes. ] assisted the State of Hontana in preparing its
defense of its coal severance tax in the case that culminated in

the Supreme Court's decision in Commonwealth Edison Co. v. Mon-

tana, 453 U.5. 609 (1981). I have vorked with other states and
with private industry ip matters involwing state severance texes.
And I have apent the better part of the past two years completing

the manuscript for a beok entitled Stete and Local Taxation of

Natural PResources in the Federal System: Legal, Economic, an

Palicical Perspectives. HNeedless to say, the views that I anm

presenting to the Committee, which conscitute a portion from the
manuscript of my book, are entirely my own and do not necessarily
repregent  the views of any of the public or private parties with
whon 1 have worked.

The follewing excerpt from my manuscript examines the poli-
cical 3truggla gver state severance Caxes as it has surfaced in
the dinterregional conflicts between resource-rich and resource=
poar stetes and in the debate over the role, 4if any, that the
Faderal Government should play in forging m coherent npational
policy in thie area. It iz not offered as & pelicy tract. Rather
its fundamental aim is to elucidete the critical political issues
that have been raised in this context, It will have achieved its
purpose if it has identified and clarified the quastions that
ought te be addressed by those whoe would make national policy

toward BTBLe Severance taxes,

Lo

CHAPTER &

POLITICAL PERSPECTIVES ON STATE AND LOCAL TAXATION OF
HATURAL RESOURGES

It dis im the political realm that the isswea of federalism

raised by state and local taxation of natural resources have

captured the popular imagination. Political rhetorie from the
Wortheast and Hidwest invekes images of "blue-eyed Arabs™ in the
energy=rich states explolting thelr locatfional advantages Lo
exact tribute from shivering energy consumers in Hew York and
Chicapgo. Political eratory frem resource-producing regions res-
pends with visions of acarred landscapes, abandoned nining towns,
and  drretrievable resource losses for which taxes are but small
recompense, And forebedings of a second War Between the States
over state taxation of natural resources pragocupy  the news

media,

It is in the politieal realm ag well that these conflicts
will  have to be resolved, 4if they are to ba resolyed ac all,
Whatever paseibility may once have existaed for disposing of them
threugh the judicial process has bean foreclesed by the Suprenme

: :
Court's decision in Commonwenlth Edison, “which permanently re-

waved them from its docket, The Court instead consigned their
resolution te the peliticel process "by state legislatures in the
first instance, and, 4if necessary, by Congress when particular
state texes are thought te be contrary to federal 1nLcreaL=1"1
This chapter investipgates the queations that have dominated
the political debate over state and loeal taxation of npatural

resources in the federal syatem, In sg doing, it secks co idemt-

ify areas of consensus, to clarify points of disagreesent, and t
. o
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examine propesals that could provide a basis for reconciling the
competing concerns, Part I briefly considers the issues as cthey
arise "in the first instance,” i.e., within the framework of the
individual state. Part 1I is addressed to interstate and inter-
regional conflict, Part III turns te the dialogue over the role,
if any, that the federal government should play in mediating the
disputes,

I. Intrastate PFolitics

With all the mttention that has been directed to the specter
of interstate econemic warfare over matural resource taxationm, it
is easy to FEorget that the stste legislation wunderlying the
controversy 1is 4itself the product of flerce political batcles
waged in individual states. In Chapters 2 and 3, we exanined
these struggles in tracing the historical development of matural
rescurce tﬁxa;iun im & number of jurisdictlema. In this section,
we focus on similar experiences in a contemporary setting.

The widesprend dimpression that rescurce-rich states are
political meonoliths acting witheut internal opposition to maxi-
mize their resource tax revenue is tempered if not belied by the
facts., As the Covernor of North Dakotam described the political
controversy over his commitment to a substantial conl severance
taxt

We have been opposed by the energy industry; we have been

admonished by special interest groups in our own state who

express concern that if the severance tax goes Gtoo high
energy development will be stymied and Nerth Daketa will

lose great ecenomic opportunities; we have been cajoled by

&b

our own energy consumers who worry that their industries,

businesses and residences will have to absorb the cost of

the severance tax through higher utility bills,.Z

The history of North Dakota's coal severance tax legislatien
reflecte these pressures, In 1973, the legialature, with etrong
industry support, enacted a five cents per tom ceal severance tex
to become effective in July 1975, The Governor vetoed the bill on
the ground that it was "unrealistically 1ow"d gnd because of the
postponement of the levy's effective date, In 1975, the Governor
proposed instead a 33=1/3 percent coal severance tax. The legis-
lature enacted a compromise bill of 50 cents per ton, with & one
cent per ton increase for every three peint rise in the whelesalae
price index. The base rate was increased to 65 cents in 1977 and
to 85 cents in 1979, where it stande today,® still far belew the
value-based rate proposed by the Governer im 1975,

In Hinnesota, political and economie pressures in the Btate
combined te limiv the power of the legislature to tax some of its
natural resources. The demands of two world wars had taken their
toll on the supply of iron ore from Mimnesota's Mesabi range, and

in the 1%40's the iron mining industry undertook a world-wide

saearch for alternative sources of aupplr.5 Although Minnesota's

iron ore industry still provided B3 percent of the nation's iron
ore requiresments in 1950, cthis percentage had fallen to 42 per-

cent by 1960.% Moreover, the quality of Minnescta's dron ore

_f(i.e., 4its natural d4iren ore content) was lower than that of

competing foreign ores.
In addition to its iren ore, however, MHinnesota possessed

vast reserves of taconite, rock which contains irom=-bearing par-

40-325 0 - 85 - 9
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ticlea but which is not merchantable as iron ore in its natural
state and which requires extensive processing to make it merch-
antable,? Although development of Minnesota's taconite resources
had become economically feasible, the State's histerical pattern
of heavy mineral taxation® was perceived ms an obstacle to fur-
ther development of its taconmite industry. In 1961, a proposed
constitutional eamendmont designed to create a healthier tax cli=-
mate din the S5tate by limiting taxes on taconite was dintroduced
into the Minnesota Legisleture. The amendment was defesated by the
liberal majority.

The proposal for a taconite apendment soon became a ma jor
policical i1issue in Minnescota. Conservatives argued that it was
necess5aryY Lo Btiract the taconite industry to the state. Liberals
replied that such a restraint on the state's tex pewver would be
selling its "birthright te its natural heritage."? In 1963, &
conservative legislature adopted a proposed tacenite amendment,
and the following gquestion was put to the voters of the State:

Shall the constitution of the State of Minnesota be amended

by . . . prohibiting the smendment, modification, or repeal

for a period of 25 years of Lawe of Hinneaut; 1963, Chaprer

81 relating to the taxation of taconite and somitaconite,

and the facilities for mindng, production, and beneficlation

thereaf , . ,710
The liberal elements inm the State represented by the Democratie
Farm Laber Farty imnitially opposed the amendment until Senater
Hubert Humphrey induced the Party to change its stand. With both

liberal and conservative backing, the amendment passed with a
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majerity of over B0 percent, Within 24 hours after the amend-
went's approval, the United Stotes Steel Corporation and the
Hanna Hininé Company announced that new taconite plants would ba
under conatruction within twe weeks, Taconite has since becone
Hinnesota's commercially most significant mineral. In 1981, Minn-
esota produced 49.4 wmillion tons of taconite yielding $12.7
million in occupation taxes; 4t produced o mere 1.7 million tons
of iron ore yielding $1.2 millien in ecccupation taxes, !

The specific issues at stake, the vorying configuration of
political forces dnvelved, and the different economic ecircum-
stances in which particular states find themselves make generali-
zations about the intrastate politics of natural resource taxa—
tion hazardous at beat. One point is clear, however, The polit-
ical opposition to natural rosource [a!;u in most atates is more
than token, and stories similar to those recounted about North
Dakota and Hinnesots could be told about other atates, In 1983,
for example, increased oil productien taxes were proposed in 20
states., In twelve states they were defested, in Five they were
enacted, and three propesals were pending at this writing.lz

II. The Politics of Interstate Jealousy ;

Despite substantial internal political oppesition, it re-
waing true that many rescurce-rich states in recent years have
increased the scope and level of their taxes on natural re-
gources. In this part, we exanine the interstate conflicts that
these taxes have generated.

A. The Scope of the Problem

The public debate over the regional issues raiseod by state

taxation of natural resources has been directed largely at prod-
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wction taxes. To be sure, concernm has been expressed over the
efforts of aome ressurce-consuming states to single out the
éneray industry in their incomel? and ETOGS rn:n:ra.i.[:ul:u“I taxes, But
the issues of interstate conflict that they raise have not been a
subject of dintense naticonal scrutiny, even though they have
caught the eye of the organized bar.l3 Property taxes, despite
the unigque features of their application to natural resources,
have likewise been ignored in the politieal dialogue, perhaps
because they are perceived to be inherently local 4in nature,
perhaps becauss the lssues of interstate conflict they roise are
peorly understoed.l® The ensuing discusaion is therefore ad-
dressed almest exclusively to production taxes,

B, Bhared Assumptions

Although the acrimonious exchanges betwoen roprosentatives
of producing and consuming states might lead one to wonder wheth-
er they share any common ground, there are in fact several funda-
mental principles that command universal support. First, no one
questions the right of producing states to single out natural
resources for special taxes. The diversity of the individual
atatea' tax structures has beem characteristic of- the Amarican
tax aystes from the very beginning, and it is taken for granted
that it will remain that way. BSecond, no one questions the right
of the producing states te recover the reasonable costs that are
imposed by the extractive induatries on the state. These include
not only the costs of scheols, roads, hospitals, and the like,
but also the environmental and social coets that natural rescurce

developoent mpay impose on the state. Finally, no one questiona
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the propositien that those who benefit from natural resocurce
extraction should bear the burden of the costs it gemerates, even
if thuaa beneficiaries are not residents of the taxing state.

C. Sources of Conflict

The list of shared assumptions is short, especially by
comparison to the list of issues that divide the producing and
consuming states. For purposes of exposition, 1t will be useful
o distinguieh between disagreenents over premises and disagree-
ments over Eacts.

1, Conflicts Over Premises

a, Should a Natural Resource Production Tax Be Limited to

:E: g::::gahla Costa Imposed by Production Activities on

Perhaps the most fundamental theoretieal issue separating
consuming and producing states is whether & natural resource
preduction tax should be limitod to the reasonable costs imposed
on the state by production activities. Although the Supreme Court
in Commonwealth Edison resolved the issue in faver of the pro-
ducing =states as a matter of constitutional law, it did nothing
te solve the political question. In contending that resource
production taxes are "exceasive,"!7 "exploitative,"!® and “"exor-
bitane,"!? consuming states' apokesmen implicitly or expliciely
rely on the propesition that there is seme level of taxation that
would not dnspire such epithets. Invarfiably this level 1g one

that reflects a "falr return"29

or one reasonably related te the
"needs"Zl of the producing state, a standard defined in terms of
the costs attribucable to n;lurui resource development. As the
Hayer of MHinneapolis put it in congressional testimony on coal

severance taxes: "Our basic belief is that the levels of the
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savérance tax are in excess of wvhat i required to deal wvith the
local impact of ceal wining."2? Indeed, spokesaen Erom consuming
states consistently peint te the allocation of productien tax
revenues te trust funds earmarked for future generations as
irrefutable evidence that the productien tax excoeds any justi-
fiable norm.

Producing states' spokeswen reject this premise. In reaponse
to the Hayor of Hinneapelis, the Governor of Montana replied: "I
don't subscribe « te the arguments of Mayor Fraser that the
only revenues we should derive from our severance tax ie just te
take care of the damage done to the State. . . . Every State that
impeses a severance tax also gets money for the general support
af goverament."23 Producing state representatives claim that thaey
are entitled te impose production taxes with the same freedon
that they impose other taxes and that they may use the revenues
not enly for the general support of government but alse for
future generations who will populate the state when the resource
is gone.

If framed as a general question of the appropriste limita-
tions on state taxatien in the fedoral system, “the producing
states would seem to have the better of the argument. One would
ba hard-pressed to find in the broad assumptions of economic and
political wunity underlying the federol system any commitment Gto
the bhenefit princip]‘.eH @8 & reatraint on state tax power, This
conclusion is reinforced when one recognizes the importance to
the states' autoncmy of the ability to fashion thelr tax struc-

tures to accommodate individusl circumetances. As Algxander
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Hamilton, writing im The Federalist, declared:
the individuml States should possese an independent and
uncontrollable authority to raise their own revenues for the
supply of their own wantse . I affirm tchar (with the
sole exception of duties on imports and exports) they would
retain  that awvthority in the most abeolute and wnqualified
sense, 23
But one need not frame the question so generally. One might
ask more specifically wvhether there is something distinguishable
about special taxes onm matural resources that might warrant the
application of the benefit principle as a restraint on such
taxes, even though as a matter of general policy one would not
inpose a like restraint on broad-based property, income, and
smles taxesa dnmposed on natural respurces in commen with other
subjects of taxation or on special excises imposed on such items
as motor fuel, alcohel, tobacce, ond amusements. An answer to
that question depends on the answer to a series of other ques=-
tions to which we now turn.

b. MNatural Eesources and the Natural Heritage Theory: Whose
Birthrighe?

Opne of the carly predicates for the imposition of production
taxes in addition to the gencral ad valerem property tax on
natural resources was the notlion that natural resources conBti-
tuted part of the state's natural hzritagc.ZE This was said to
justify the state's exaction of a special levy on behalf of the
gratea’ citizens whose collective birthright these resources wvare
thought to represent. Although this theory has been discredited

on its own terms,2’ it has not lost its force im the policical
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arana. In the context of interstate conflict over state caxation
of natural rescurces in our federal system, however, it is by no
neane clear which way the natural heritage theory cuts,

In most nations, underground minmeral rights are retained by
the govereign with private parties owning only the surface rights
asssciated with mineral lands.2® In the United States, by cop-
trast, private ownership of the surface typically carries with it
a correlative claim to any minerals lying beneath the surface, 29
Hevertheleas, except for the area of the original thirteen colo-—
nies, Texas, and Hawaii, the federal government once owned all of
the land within its present borders, 20 Although it has given away
much of the public domain re private owners and, to a lesser
extent, the states, the federal government still retains title to
about one-third of the nation's land area, and it ewns an addit-
ienal 60 wmillion acres of reserved mineral iInterests in  the
Western etates. Furthermore, £t has now been established that
the federal government has a controlling intereat in the natural
resources of the outer continental shelf,3l an area of some
B60,000 miles extending frem three miles offahore seawvard to the
edge of the geographic shelf. The states, by contrast, with the
exception of these noted above, own only those lands {and mineral
riahtSj that have been granted te them by the federal government
or acquired by them independently.

All this has some rather interesting implf:alinnu for the
relationship of the natwral heritage theery to state natural
resource taxation. Firset, to the extent that the state is taxing
rasources that are owned by the federal goveroment and leased to

private enterprise, the natural heritage theory supports a nat=

8

—
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icnal rather than a state claim to collective ownership of the

respurce. This point has not been lost on spokesmen from re-
source-poor states who claim that producing statea' taxing
schemes are attempting to appropriate for their own citizens a
resource that belonge to the entire nation, Thus, with respect te
federally-owned minerals at least, the natural heritage theory
lays the foundation for a externally-imposcd limits on sState
natural resource taxation, perhaps related to the governmental
coste attributable to resource development. The counter-argument
of producing-state spokesmen that these ninerals have been leased
to private dinterests and therefore ne longer carry a federal
label does not undermine this position. After ell, the natural
heritage theory is only an inchoate cl;im to a collective popular
interest 1in natural resources that is rooted in notions of sov-
ereignty over such rescurces.?? In this context, that severeignty
plainly must be regarded as more federal than state. Indeed, Af
the federal government had not lessed its interest to private
parties, the state would have been in no position te tax it im
the first place.

With respect to privately-ovned mineral lands acqguired din
fee from the federal government, the implications of the natural
heritage theory are less clear. Although the birthright was
initially a opational ene, the state might assert that, once
property within its borders has been privatized, it possesses all
the attributes of sovereignty with respect to such property,
including the representative one of claiming the people’s collec—

tive birthright. Such assertions of sovereign interests are some-
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what attenuwated, hovever, and may be accepted more readily as
assertions of traditional police power over property within the
state's juriadiction.

With respect to privately-owvned lands in the original thir-
teen atates, Texas, and Hawail, the state would be im a position

similar to the federal government, except to the extent cthat
private parties had directly succeeded to ownership interests of
foreign soverelgne. Even with respect to those interests, how-
aver, the state might claim it succeeded to the sovereign claims
of the forelign pover to its natural rescurces, but here it might
encounter a conflicting assertion of sovereignty by the federal
government. > And if ene really were interested in pursuing the
natural heritage theeory to its loglcel conclusion, one would have
to take account of the claims of the Indian Tribes, a point that
is more than acadenic,3d

In sum, 1f the natural heritage theory proves anything, it
proves that there is some bamis for limiting state production
taxes in the West where the nation can masert a common clalm to
hundreds of square mniles of resource-rich lands that lie in

federal ownership. On the other hand, the theory has uncertain

implications Eor privately-owned lends coriginally acquired from
the federal government, and it has some rather peculiar and
complex implications for the original thirteen states, Texas, and
Howaii.
¢, State Natural Resource Taxes in the Federal System: What
Are the Criteria of Intersctate Equity im State Tax
Policy?
Few political questiona raised by state natural resource

taxacionm would not fit comfortably under this rubric, ond it was

—————
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chosen in part for that reason. Literally hundreda of questions,

many of them related or overlapping, have arisen im the course of

efforts to define interstate equity in state matural resource

taxation, These questions have been debated in congresaional
hearings, in conferences of state officiala, and in the oational

news media. Thia section attempts to distill these debates with=

out stripping thew entirely of their color.

A common charge emanaoting from states witheout significant
resource endowments 1s that the resource-rich states are "pro-
fiteering"35 from their happy circumstances with a  "beggar-thy-
nedighbor"30 palicy inconsistent with the tenets of political and
econemic unity on which the federal system was Founded, Many of

these assertions are mercly o restatement,

without more, of the

propesition considered abaovae, namely, that citizens of resocurce-

poor states may be asked to pay their fair share of the costs of

producing the resources they consume but "they ought not be

charged billicns of dollars over a period of years to support
general governmental programs for citizens in other states,"37

Seme of the conteations go further, however, and attespt to

provide a aubstantive rationale for se limiting the producing

states' tax power,

First, it is argued that resource-rich states should not be

permitted to exploit unreasonably the advantapges that accrue Ean

them selely by virtue of their Beologic good fortune, The arpu-
ment has historical support if one is willing to analogize be-

tween different types of locational advantages. As James Madisan

explained fin his Preface to the debates of the Constitutional
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Convention of 1787, which detailed various sources of dissatia-
faction with the Articles of Confederation: ;
The other source of dissatisfaction was the peculiar
altuation of some of the States, which having no convenient
ports far foreign commerce, were subject to be taxed by
their neighbora, thro whose ports, their commerce was car-
ryed en. New Jersey, placed between Phila. & N, Yerk, was
likened to a Cask tapped at both ends: and H. Carclina
between Virga., & 5. Carolina to a patient bleeding at both
Arms. The Articles of Confederation provided no remedy- for
the complaint: which produced a strong protest on the part
of ¥. Jersey; and never ceased to be a soource of dissaris-
facrion & discord, wntil the new Constitution;, superseded
the ald. 38

More tham twenty years ago, the Editers of the Harvard Law Review

seized on the analogy likening & severance tax to "a tollgate
lying athwart m trade rouwte . . . [that] conditions mccess te
natural resources."”3? Northeastern and Hidwestern political rep-
resantatives continue to sound that theme today 1in suggesting
that excesive taxes on natural rescurces violate first prinmciples
of federalism.

Producing-state spokesmen respond by echeing the Supreme
Court's conclusion that the Constitution does not "piv[e] resi-
denta of one State a right of access st 'reasonable' prices to
resources located in another state."*0 They contend that "[i]t
would be very bad polities . . « to grant the residenta of one
State, or one part of the country, the right te control the terms

and conditions of rescurce development and depletion in their

T —_—.
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sister states . "4l They obeerve that the Framers adopted the
Import-Export ©Clause and the related Duty of Tonnage prohib=
ition---the only explicit limitations on state tax pover in the
Constitution®?-——to deal with the problem raised by Madison. And
they claim that extending that principle ko uéhqr special  ad-
vantages the states may enjoy is not warranted by vague consid-
erations of federalise. Morecover, they peint owt that the argu-
ment may prove toeo much, If the economic and political assump-
tions underlying Eederalism impose a benefit-related restraint on
the states' power to tax activities sssociated with fortuitous
locational advantages, it would cut a broad svath acrosa state
and locel tax structures when one includes in the calculus such
advantages as access to Ctransportation, water, sunlight, and
perhapa even skilled laber.

Huuﬂliation. nccprding to advocates from consumer stotes, is
another likely consequence of unbridled natural rescurce taxation
and one that in their view demonstrates the irreconcileability of
such unrestraipned tax power with the wvalues underlying the fed-
eral ayscem, The Northeast-Midwest Institute, the research arm of
a congressional coalition representing that region, haa warned of
"a strong possibility that a dangerously divisive severance tax
warfare will breamk out, with each stacte estriving te tax a pre-
cigus commodity just to preserve its competitive PDSILIOn‘"ﬂB In
Iowa, reported a Congressman Erom that state, "there iz talk of a
gaverance tax on corn, soybeana, and ather grain,"ad And Governor
Byrne of New Jersey is said to have suggested in jeat that “the

Hortheast can place a severance tax om Ivy League aducatlnn51"¢5
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However acute may be the theorotical dangers of the "eco-
nomic eivil war"4B conjured up by such speculation, they are wore
a function of wighful thinking than of practical political con-
c¢ern., That is the lesson of Chapter &. If Iowe were te impose a
severance tax on corn, it would have no appreciable effect on the
price of corn which farmers from Kansas and Nebraska would pre-
gumably continue to supply at the market price. The result would
be an effective reduction in the income of Iewa farmers and,
u}timntzl:. of the value of corn land in Iowa, The enasctment of a
corn severance tax by Iowa would therefore be the legislative
equivalent of shooting oneself in the foot. Similar consequences
would ensue Erom Detroit's imposition of a "severance” tax on
autompbiles. This is not te suggest, however, that if permitted
to tax without restraint (other tham that imposed by the Consti-
tution), consuming stetes wmight net idontify some lavies with
which they can effectively retaliate agoinst their sister pro-
ducing states. Indeed, one can argue that they olready do.%7

In addition to arguments resting on the premise that the
preservation of the Union depends on restraining “rapacious"%8
regource~-rich states from acting im their narrow self-interest,
there is & more positive strain of argument that stresses the
collective self-interest of the nation. It relies on the premise
wvell-expressed by Justice Cardoeze that our "political philosophy

. was framed wpon the theory that the peoples of the several
states must sink or svim together, and that in the long run
prospericy and salvation are in union and not divinipn,hﬁg Even
agsuning that producing states have a legitinate concerm in

providing for future generations, the question, Erom the stand-
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"the present

point of dnterstate equity, thus becomes whether
generation of people im Michigem and Illineis and Minneosta and
Texas . « .+ [should] provide a trust fumd for future generations
of HMontanans."5% HMore generally, the question is whether the
federal aystem can or should tolerate the massive shifts of
wvealth from one region to another that sech tax peolicies will
induece, & question te whieh we returnm in Part III below.

Finally, we retwrn to @ central theme in the historical
development of natural rescurce production taxes, yet one which
hae maintained its significance in the interstate conflicts over
sueh raxation, the exhauwstibility issue. Defenders of producing
states' w@everance tax policies constantly remind us that their
resources are a "one time harvest" !, which, when mined, will he
lost forever. They vow not to repoat the "mistakeas of the
Pﬂﬂlr"sz when, in the wordas of a representative of the HMontana

Democratie FParty, the state was exploited by the mining in=-
terests who removed enormous amounts of wealth from the state
leaving little but the ruinm of the Copper Kings' Mansion, and a
shrunken boom town,"3 They also point te Appalachia for con-
temporary illustratiens of the failure to provide adequately for
the departure of the natural rescurce industry.

Although advecates for consuming state interests are not
wholly unsympathetic to these considerations, they counter that
the producing states ignore the benefits of eéconomic development
that will accrue te the states from exploitation of their re-

sources. A Congressman Sharp of Indiana put firv:

We understand the costs, We understand the reclamation prob-
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lems, the development costs, but we also know that enormous
wealth comes with that. There are nev incomes that pay
income taxes. There is new value to land that pays automab-
ically without the government having to make tough political
decisions about raising the tax rates, It is not as if it is
n one-way propesition and the only way it can be corrected
is by raxing the coal shipped out of Star_r:.jlﬁ

Moreover, some spokeamen for the industrial regions have ques-

tioned the very concept of a trust fund to tide the state through

Future bad times when its economic base may have lost its lustre:
Should Detreir have established a trust fund, ip advance, to
mitigate the boom-town effects of unemployment and urban
blighet that are accompanying the failing automobile induatey
. « .1 The answer of course is "no."™ & “contingency fund" in
advance of wunknown envirenmental or social dmpact coste
suggeste that we don't have adequate mechanisme at the

national level to deal with these concingencies when they
55

arise.

2. Conflicts Over Facts.

a. What Are the Costs Reasonably Attributable to MNotural
Resource Production in the State?

Few questions stir more bitter centroversy than those bear-
ing on the scope and magnitude of the costs imposed on producing
etates by natural rescurce development. Consuming-state spokes-
pan, armed with economie studies, contend that such costs amount
te only & small fractien QE the enormous tax revenues that the

producing states are collecting from natural reseurce production.

Even while protesting the relevance of the inquiry, preducing-
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state rcpreguu:ativus Eiercely dissent from theds assessments.
Without rehearsing every point and counterpoint in this dialogue,
the following discussien seeks to identify the priocipal- issues
that divide the contending parties over what constitutes s E£air
estimate of the costs that natural resource development imposes
on & atate,

First, there is the pedestrian but often critical questien
of ageipgning a dollar fipure to costs that everyone agrees should
be included in the analysis. An ecopomic consulting firm hired by

the plaintiffs in Commonwesalth Edison attempted to measure in

dollar terms the local impact costs of coal mining in Montana, It
concluded that these impact costs amounted te Ewo cents per
ton===a "fact" that was said to demonstrate the exceasivenesa of
Montana's tax which in some cases was 100 times the amount of
guch costs.?® A state senator from Hontana did the arithmentic
differently:

Based on five years of actual experience in MHontana and

figures used by the Congreasienal Budget Office . . , I have

compiled the actual costs of the lim}had impacts [the eco=

pomic consulting firm] attesmpred te measure. They under-

stated the impacts by » factor of 53 te 1.37

Second, there is the queation of what impacts one should
measure in assessing the costs that natural resource productien
impozes on & state. In criticizing the study referred te in  the
preceding paragraph, the same senator contended ehat it did not
even "include any impacts for mime mouth generating systems,
conversion facilities, synthetic fuel plants, construction veork

en borth plants and nines, and roads."38 4 spokeswoman for the

e T L
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consulting firm took issue with this assertion,®? but who is
right is net the peint. It is rather that in any debate over the
measurenent of impact costs, there will ipvariably be disputes
pver which cests should be embraced within the determinination
and perhaps over whether they have in fact been accounted for at
all,

Third, the claim is often made that producing states cannot
justify production taxes Lo compensate then For the environmental
damages allegedly caused by natural reseurce development because
preducera are already required by federal and state law to mini—
mize environmental impacts and wltimately to restore the land to
its original condition. As one witness testified bafare Congress:

To open and operate a mine in Mentana, cthirty environmental

laws must be complied with, and miring plans must be submit-

ted aﬁd approved before mining begins . . . If any damage to
the environment is suspected, mining plans are rejected.

State mine inapectors, a&ll environmental scientiste, wisit

the mines every two weeks; federsl inspectors come quarter—

ly. Mines are required to install weather stations with air
monitoring devices, stream gauplng statiens, and observation
wells to momitor water quality. The soil 1s tested repeated-
ly by the U.5. Forest Service. If it appears that mines will
threaten existing wells, plane are disapproved. If a well on
gomeona's property is destroyed, the mining company is re—
quired te dig ascther. Mine operations must reclaim the land
mined within two years alter completion of mining activi-

ties. In 197%, reported reclamation cests averaged §5,000
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per acre. . . . Two federal taxes levied on coal production
provide funds that are funnelled back to states te offset
potential deleterious effects of mineral production. The
Surface Mining Control and Reclamation Act of 1977 levies a
35 cent tax on each ton of strip-mined coal and 50 percent
of thia money is returned to the state from which it orig-
inated for the purpose of reclaiwing strip-mined land. An
additional 20 percent of fees may become available to states
under the Rural Abandoned Mine Prugrau,ﬁﬂ

A5 the witness succinctly concluded: "It appeara that all of ehe

known potential environmental damages that may occur as a result

of strip mining have been subjected to a regulatory climate that
has left 'no stone unreturned, '™l

The predictable rejoinder from defenders of the producing
gtates' tax policies is that the unknown and presently unknowable
envirenmental dapages of mineral extraction are potentially of
much greater magnitude than those we can currently identify. It
is respensible fiscal poliey, they meintain, to provide for these
eventualities now before the source of revenues te deal with such
problens have been exhavsted. "The fact 1a," declared Governor
Schwinden of Montana, "no one really knows the true cost of
development. ., . , Ne one can calculate the impact of so0il loss,
of erosion, of loss of habitat for wildlifa,"®Z

The peint is by no meansa limited to envirenmental costs, "Ha
one can  put a real price tag on the sccial costs that are as-
seciated with the develepment of of the Fowder River Basin, and
the eother mineral fields in the West. It is the same with the

boos  town atmosphere and incresases in crime and demestic prob-
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lews."063 There is the countercharge that "the tears shed by some
legislaters for boom towns nre crocodile teara"®4 because most of
the revenues from state production taxes go 4inte the state's
general fund. Western state spokesmen 1insist, however, that the
states through their general funds will inevitably bear the brunt
of the massive burden of "human reclasation"53 that will be
thruat wupoen them when the mines are depleved. And, like Wyo=-
ming's Senator Wallop, they ask: "Who makes the judgment that it
exceeds legitimate social costs? Have you been te H}uming and
seen those social costs?"8® Furthermore, 4if production taxes are
objectionable both because they are earmarked for the needs of
future generations and because they are not earmarked for the
local dmpact needs, the freedom of producing states to shape
their own fiscal policy would be narrow indeed.

b, Te What Extent Are State Froduction Taxes Exported to
Konresident Consumers?

Having considered this guestion at Bome length in the two
preceding thaptera,s? we are now in a position to place the
political debate over state tax exportatiomn in some perspective.
The battle lines over the issue have been drawn in familiar
fashion. Consuming-state advecates routinely aesume that natural
resource production toxes are borne by the ultipate consumers of
those resources. The complaint of Senator Bumpers of Arkansas, an
energy-importing state, dis typical: "All acreoss the country,
States are moving to enact nev taxes on energy preduction . .
[and] to stick consumers in other States with the bill."6d Fropo-
nents of prnﬁucinn states' interests, while not seriously denying

the assertion that their jurdisdictions export their taxes, are
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quick to point out that tax exporting is a wniversal phenomenon
in the federal system and that prodocing states are by noe means
the worst offenders. "I find it fescinating," observed Senater
Simpson of Wyoming relying on figures prepared by the Departoent
of Commerce, "that those states which have been the most aﬁccasa-
ful . . . in exporting their tax burdem teo nenresidents are
composed of those n.t“.[nunuu, Michigan, aond Wisconsin]
which rely chiefly on the coal from the states of Wyoming and
Hontana,"69 It is also cbserved that the issue is so mired in
economic and factunl complexities that it offers ne guidance for
sound interstate fiscal pelicy.

In the end, both sides are right in their allegations re-
garding the nature of state tax exportation in the federal ays-
tem. The resource-rich states do export their tax burdens through
proﬁu:tinnltn:un. but se do other states through other taxes. The
issue is complex, oalthough perhaps less complex than meets the
eye when one considers such institutional arrangements as long-
term contracts with pass-through clauses and federal regulatory
echemes that place the burden of production taxes squarely on the
energy consupers' shoulders. The real issue, of course, is not
tax exportation, but "excessive" tax exportation, which takes us
back to the questions we have addressed above and anticipates the
question we will address below, namely, whether natural resoorce
tax exportaticon should be viewed as a discrete "problom” demand-
ing & natienal solution or an endemic Eeature of our federal
system whose fabric would be destroyed by serious efforts to curh

it
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c. MHow GSdignificant Is the Producing States' Tax Burden on
Nonresident Consumers?

Although this is more an issue of characterization than of
fact, the extensive and heated interchanges between spokesmen for
consuming and producing states over this question may convenient-
ly be considered at this juncture. Even if the producing atates'
severance taxes are in fact exported, the question is sometimes
raiged whether the amounts involved are of suffiedent proportion
to warrant our attention. It is suggested that there are so many
other factors of greater individuanl and eollective pignificance
entering inte the final price of the consumer product that pro-

duction taxes are not worth our time, @&t least as compared to

such other factors.

Transportation cests, for example, commonly dwarf production
taxes a5 a percentage of the price of the delivered coal, eil,
or, gas to the energy consumer. In 1981, Mentanas'as 30 percent
peverance tax on coal ampunted te about $2.30 per ton compared to
rail rates of more than $20.00 per .ton te Illinois and Texas,
$17.50 to Iowa, and nearly $1I ko Wisconsin.’? Such tazes ganer=-
ally amounted to between two and three percent of a consumer's
utility bill, which translates intoe ne more thanm a few pennies ao
day, often substantially less than the sales tax ioposed by the
consumer's own state on his purchoses of electrieity,’l The
Congressional Research Service of the Library of Congress pre-
pared a study that showed the imprct of severance taxes on oil,
ges, and coal on the cost of variows end preducts te the con-
sumer. 2 Emplﬁying March 1981 deta and utlilizing the highest

severance tax rates then prevailing for the resources in queation
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(Louisiana's twelve and one=half percent rate for oil, Alaska's
ten percent rate for natural gas, and Hontana's 30 percent rate
for coal), it found the following:

tnd prodest  Price ot peint  dsome of tad:wse  Percentags
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One partisan observer concluded from all of this that "[t]he
severance rtax is peasputs, absolute pl:unur_:,"?a' What drives up the
cost of the resource to the consumer "are dtems like wmining
costs, revegetation, reclamation, Federal taxes, labor contracts,

labor pensions, freight rates, black lung payments, [and] returm
on investment,"74

Foliticians Erom consuming steates prefer to focus on their
constituents' aggregate severance tax bills, which can scarcely
be characterized as de minimis. The Mayor of Minneapolis com=
plained that consumers in his city paid $1.246 willion in 1980
Min tribute te the State of Mentana,"75 The Co-Chairman of the
Northeast-Midwest Congressional Coalition's task force on energy
toxation varned of the maseive shifts of wealth from the energy-
consuming to the energy-producing regions, with projected energy-
tax revenues in the hundreds of billions of dollars, much of it

derived from the pockets of energy consumers, ' And energy con-

sumers denmy that they ignere the non-tax contributions to the
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increase of energy prices: "1 would say te my friend,"™ declared
Sonator Benstsen of Texas, whose oil-rich state is nometheless a
major consumer of Western coal, *] have been just as diligently
fighting [the railroads]. They have done a job of raising the
rates ta an exorbitant level and we passed legislation here Lo
put a limitatien en that,"77?

III. The Federal Role in Limiting State and Local Taxation
of Natural Resources

The dinterstate conflicts over state and local taxation of
natural resources have stimulated pless for a Eederal solution to
the problem. Leglslation has been introduced 1n Congress to
impose & ceiling on state severance tax rates and to limit state
severence taxes to costs imposed wpon the state by natural re-
source prodection., Broader proposals have been advanced for a
pational severance tax and for a revision of revenue-sharing
formalas te counterbalance the “fiscal disparities"78 wsmerging
from the shift in tax and econemic wealth from resource-poor to
resource-rich jurisdictions, These proposals have encountered
predictable hoacility from spokesmen for states well-endawed with
patural resources. They accuse their proponents of disrespecting
state sovereignty, ecreating a dangerous legislative precedent,
and waging a "war on the Wese,"79

In this section, we review the consideraticns supperting and
counseling against foderal intervention in this area, and we
explore the merits of the various forms of intervention that have
been proposed. The fundamental positions that the contending
parties havé staked out on these issues have been shaped in large

part by their perspectives on the interstate conflicets we ex-

149

amined in the preceding section, ond we will not retrace that
discussion here. We will focus instead on guestions we have yet
te consider bearing specifically on whether and how the federal
govarnment should limit atate and local taxation of natural
FEBOULCEE.

A. The Advisability of Federal Interventien

The case for a federal solution te the problems raiesed by
stote and local taxeation of natursl resources rests on the
grounds that they are significant in wmagnitude, national in
character, and incapable of resclution by other means. The magni-
tude of the problem is reflected in the numbers associated with
gtate natural resource taxation, State severance taxes, which
amounted din 1972 te $758 millien or 1.3 percent of state tax
collections, bad dincreased moere than ten-fold by 1982 co $7.83
billiom or &.B percent of state tax collections, B8 The United
States Treasury Department estimated that the tax and reyalry
revenues accruing to states from oil-price decontrol alone could
be as great as $128 billion from 1979 through 1990,%1  And the
United GStates Advisory Commission on Intergovermmental Relations
found that natural resource revenues were contributing to 4inp-
creasing disparitiea in the staves fiscal capacities which in
1980 ranged from @ low of $817 per capita in Mississippi to a
high of $6,161 per capita in oil-rich Alaska.B82

The problems spawned by state and local taxation of natural
resources are alse natienal in scope. The bulk of the revenue in
question is derived from oil, gas, aﬁd coal, and the atatesa' tax

policies therefore implicate pational energy policy. Indeed, the

74
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alleged "uindfalla”B3 Lhat the states are now reaping from taxes
an increased energy resource values are attributable in part to
federal energy pelicy. For example, £federal oil price decontrol
created a dramatic increase in demestic oil prices, and Congress
contributed to the demand for coal by raquiring'itn use by cer-
tain dindustrial and wtility consumers.® It is only just, the
argument contipues, that the federal government limit the extent
to which & few states are permitted to benefict from the fedaral
government's own regulatory policies at the expense of their
Fister states.

The national character of the problem ia reinforced by the
fact that a substantial portien of the nation's natural rescurces
are located under federal lands or have beem rTeserved by the
federal government., Wholly apart from technical gquestions of
title to the ressurces ot the moment they are severed and taxed,
there 4is & Federml interest in the revenues generated by such
"oational resources™85 that may justify federal restraints on the
states' pover to tax them.

The peolitical and economic Balkanization caused by state
taxation of notural resources is a further matter of mnational
concern. 1f the nation faces "econemic warfare among the
atates"88 gyer state and local naturnl resource taxatiom, 4t 1s
certainly within the federal government's purview to attempt to
prevent it, Indeed, one can argue that the federal govermment
would be reneging upen its essencial responsibility by failing to
do so. Hnreﬁver. the fiscal disparities attributable to the
differential access to notural resource tax revenues raise addi-

tional gquestions of national dimensicn.

e b
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Finally, 'proponents of federal mction insist that there is
no other avenue of relief from the problem. The judicial door was
tightly shut by Commonwealth Edison. Despite the difference of
opinion over the extent of intrascate political restraints, 7 the
trend toward increased state reveoues from natural rescurces is
unmistakable, a fact that spokesmen from energy-poor states as-
cribe to "taxation without representation."®® Only at the federal
level, they contend, ware the intoerests of oll concerned parties
adequately represented. As for economic constraints on state
natural resource taxationm, advocates of federal legislation point
to the market dominance of the producing states, long=term con-
tracts, and regulatory oechanisms that jointly and severally
deprive the market of whatever rostraining force it might other-
wise exercise in this contexk.

Thuru. is mnevertheless a case to be wade against Ffederal
intervention in this demain. First, it is vigorously aseerted
that a federal limitation on state severance taxes would violate
bagic principles of state sovereignty thereby upsettinmg the
settled relationship between state and national power in the
federal system. Although there are some who regard dinvocations
of state sovereignty as empty rhetoric, it is no mere shibboleth
in many states, especislly in the South and the West where the
federal presence is often viewed with s jaundiced eye. Nor does
anyonog deny that the state's taxing power is critical te their
independent existence in the federal system, One cannot wade
through the volumes of testimony directed to this guestion

without appreciating the sensitivity of tho issue and the inten=-
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sity of feoling surrounding it in states whose taxing autherity
is imperiled by federal legislation, The predictien that the
peasage of such legislation will make the Sagebrush BebellionBY
"look like a garden party"90 is no idle threat.

Opponents of federal legislation alse point te the

dangerous precedent it would ser,

[I]f Congress 1s able to restrict the amount of ctaxation

which the mining States are able to levy . . . GEthen why

should mnot Congress also atg under its commerce poWers to
restrict the level of State taxation inm the farm belt

Statea, in the manufacturing States, the timbering regilons

of America, and any other State which sustaine within its

borders & regional or national eeénter of prnduttinn.Tgl

Moreever, it is suggested that there is no equitable basis for
limiting such @ restriction to natural resources. If Congress is
concerned about excessive state tax exportation based on loc-
ational advantages, why not impose like restrictions upon Flori=-
da's taxation "of the tourist industry , Washingten's taxaticn of
stevedoring, and, perhaps, HNew York's taxation of stock trans-
fors?

Opponents of federal restrictions on state natural resource
taxation further assert that such a restraint is mischievous on
its own terms, @vean agsuming one were not concerned sbout its
implicatiens for state autonomy. They argue that the proposed
legislation is an ill-conceived effort of the energy-poor states
to reverse the market verdict against them through the political
prctzﬂs,gz They eclaip that imposing artificial restrictions on

the energy-rich states' tax pover or, worse yet, redistributing
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their revenues to the decaying cities in the industrial hearc-
land ds te impede tho adjustments that the potion must make 4n
confronting the ecopomic realitiea of the late twentieth century.
They observe that South and the West have long consumed the
products of the Hortheast and the Midwest largely contributing te
the once flourishing economies and ample tax bases of cthose
reglons. And they resent what they perceive to be cthe efforts of
those regions to change the rules of the game now that rescurce-
rich states are having their economic day in the sun.

Finally, opponents of congressional legislation limiting
state netural resource taxes express their doubts about the
constitutionality of such legislation. BSuch reservations are
usually based on the Supreme Court's opinion in National League
of Cit Y. Hgg;x?s. which held that Congress lacked the power
under the Commerce Clause te prescribe minimum woges and maximum
hours for state employeces pursuant te the Fair Labor Standards
Act. The Court's opinion wae rooted in the constitutional pelicy,
which is reflected in the Tenth .FLl!el:uiu.u;:u:,,'i"tI that "there are
limits wupon the power of Congress to override state sovereignty,
even vhen exercising its plenary powers . ko regulate com-
merce."?3 The Court concluded that in attempting to sxercise 11;
commerce power to prescribe minimum wages and maximum hours  for
the states in their sovereign capacities, Congress had "sought to
wield its power in a fashion that would impair the States' "abil-
iey to function effectively in a federal ayatun,'"gﬁ and thae
Congress may not exercise its commerce power "so as to Fforce

directly wupon the States its cholees as to how essentinl dec-—
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isions regarding the conduct of integral governmental functions
are to be made,"¥7

It wmight be waintained that the states' ability te employ
severance taxes to finance their integral governmental functiona
is wessential to their separate existence and that any inter-
Eerence with such taxing power would impermissibly trench on
state soverelgnty woder National League of Cities, After the
Court's decision in Commenwealth Edison, however, it is difficult
te credit such a contention, at least 4if Congress did not
absolutely prohibit such leviea. Im Comsonwealth Edison, the
Court gave every indication that Congress possesses the power to
limit state severance taxes without hinting that Nmtional Leagup
of Cities copstitutes a roadblock te federal legislation. In
declaring that the appropriate level of state taxes may be estab-
lished "if nocessary, by Congress, when particular state toxes
are thought to be contrary to federal interests,"9® the Court
explictly noted that "the controversy over the Montana tax has
not escaped the attention of Congreas."? and referred to legis-
lation that has been introduced in Congress “"to limit the rate of
state severance taxes."l100 Sgripus questions have been raised,
however, whether Congress possesses the power under the Commerce
Clause to impose an absolute ban on state severance taxes, 101

B. Proposed Federel Legislative Responses to State and Local
Taxation of Natural Kesources

l. Limiting State Severance Tax Rates

The most widely supported form of federal intervention inte
the nnntrnversf over state and local natural rescurce taxation ia

a specific percentage limitation on state severance tax rates. A
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nunber of bills have been introduced inte Congress embodying such
a limitation.l02 Indeed, a Bil1 limiting conl severance taxes to
12,5 percent of the coal's value was approved by the House Sub-
committee on Energy and Pover in 1980,193 but never went te the
House floor for a vote. It was trapped in the backlog of lzéiu-
lative business that preceded the presidential election af
1580, 104

If eone is persvaded of the overall wisdem of & federal
legislative solution to the problems raised by state and local
natural resource taxation, a limitation on the rate of such
tazation has several appealing features. The most prominent is
its simplicity. A ceiling on tax rates requires lietle explann=
tion and can be judicdally enforced without difficulty so long as
the definition of value to which the celling applies is clear and
is pegged to readily accesssible daca. Another virtue of 8 rate
limication is 4ts relative lack of intrusiveness dinto state
fiscal affairs, at lesst by comparison to the proposals we shall
consider below. While the state's tax power is restricted, no
additional federal aparatus need be created to administer the
restriction. Finally, by ﬁl:cing the ceiling ot an appropriate
level, one can soften if not satisfy objections based on 8
state’'s right to recover the cests imposed on it by natural
resgource development.,

Criticisme of the principle of a EFixed rote limitation Are
usually lgveled en two grounds. First, as ig often the case with
simple solutions, they are also arbitrary., The cholce of a
gingle rate as an approximation of a state's legitimate eclaims,

however defined, te its natural resource tax base cannot con-
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ceivably account for the variaticens in the nature and extent of
the costs imposed by different kinds of matural rescurce produc=
tion, The ecesta of schoola, roads, and heapitals, of envircomen-
tal dimpacts, and of social services will vary dramatically de-
pending on whether they stem from the extraction of cil from the
fields of east Texss, the gathering of gas dim the Louisiana
wetlands, the production of coal from the underground mines 3o
West WVirginia, or the strip-mining of eeal on the plains of
sastern Mentana.

Second, the use of a percentage linitation keyed to the
value of production arguably bears unfairly on states with rel-
atively low-value resources. For example, coal from coal Eastern
and Midwestern states has been priced three timea higher than
Western coal because of its higher energy content or lewer tran-
gportation ;unrs.inS Eastern and Midwestern coal producing states
are therefore in a position to raise spubstantially greater rev-
enues under a fixed ceiling than are their Western counter-

parts. Yet it is hard te see why the former ghould effectively be

permitted greater taxing power than the latter. Haoreaver, in’

terms of the burden of the productiop tax on the wltimate con-
sumer, which s a central concern of many legislators favering
foderal legislation, the implicetions of an across-the-board rate
limitatien are wnsettling. As the table reproduced on page

phove demonstrates, a twelve and one-half percent severance tax
an o0il valued at 538 per barrel will comprise about twelve per-
cent of the cost to the consumer of electricity generated by an

ail-fired powsr plant or of the cest of home hearing oil. A 30

i

percent cu;l BEVEranca l:el:C,l':'t-r gn the other hend, will comprise a
nere three and one-half percent of the cost to the consumer eof
electricity generated by a coal fired powerplant, Yet a flat
fifteen percent limitation on the rate of production taxes based
on the value of production at the well head or mine mouth would
leave the oil severance taxes undisturbed while cutting the coal
severance tax in half.107 Such an outcome is hard te square with
a concern for the ultimate resource consumer, let alone with
notions of interatate equity.

The propoaed legislation embracing a severance tax rate
limitation that has actually been introduced into Congress raises
further questions atill. Host of the bills, dincluding the one
endoraed by the House Subcosmittee on Energy and Power, have
taken the form of an amendment to the Powerplant apnd Industrial
Fuel Use Act of 1978.108 The Act was a centerpiece of FPresident
Carter's National Enersay Flan to achieve energy independence. As

President Carter described that Flan:

Coal, the naticn's mwest abundant fossil energy resocurce,

should be used in place of oil and ges wherever econcmicelly
and environmentally feasible. Propgrams that increase the use
of coel a3 o subseitute for oil will reeceive the highest
priority, 0% '

In implementing this policy, the Act, among other things, called
for the conversion of existing electric uwtilicy powerplanta and
major fuel burning installations to switch from oll te coal and
for new plancte to be built 8¢ as to utilize coal as the primary

gnergy source, The severance tax limitaticon to be appended to the

Act was couched in the follewling terms:

40-325 @ - 85 = 11
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(a) LINITATION,---Kotwithstanding any other provisicn
of State or Federal law, with respect to any coal which is
destined for shipment in interstate commerce for use in any
poverplant or majer fuel-burning installation, the sum of
8ll severance taxes or fees, in respect of the any fiscal
year, levied upen or collected from any taxpayer, by a State
or any political subsdivision thersof on such coal or on
any improvements or other rights, property, or assets PEO=
duced, owned or ueilized in connection with the production
of such coal shall not exceed a total af 12-1/2 percent of
the value of such coal proeduced during such fiscal ygar at
the time it has been extracted and prepared for Eransporta-
tion free on hoard the preducticn site, exclusive of all
State and local taxeas and Lees.

(b) SEVERANCE TAXES OR FEES DEFINED,---For purposes of
aubQEctiun (a), "Beverance taxes or fees" includes any tax
or fee, by whatever name called, levied, or collected upon
coal or upen any improvements or other rights, property, or
agsets produced, owned, or utilized in connection with the
production of coal excepr far income, aales, property, or
other similar texes or feas of Beneral application which are
net disproporticnately impesed thereon,110
Federal legislation narrowly directed at a particular re-
source plainly vielates tha concept of evenhandedness in re-
Gtricting the statos' power to tax matural respurces. Seill it
may be be justified by the fact that it is rooted in n specific

federal pelicy to encourage the use of that resource. The deter-

n SE i s S
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wination whether evenhandedness toward the states, on the one

hand, or the effectuation of specific energy pelicies, on the

other, should be the overriding objective in designing federal

legislation limiting state and local matural resource ctaxation

iz, of course, a value judgment about which reasonable people

will differ, There are twe additional considerations, however,

that ought to give us serious pause before adopting such @ course.

First, 1im light of the general recognition that any federal

limitation on state tax power should be viewed as matter of the
greatest delicacy, we should view with more than the usual cau-
tion any legislation that singles out the taxes or resources of
just o few jurisidictions that may lack the political muster to
resiet it. Oné vonders, for example, whether spokesmen from Texas
who so avidly supported a limitation on coml severance taxta.lll
would have been as enthusiastic im their support of a limitation
that included oil and gau.llz And, if they wvould not have been,

can we confidently assume that the difference is attributable to
their commitment to a national policy te encourage use of coal
rather than to the traditional political objeetive of looking out
for one's oun? Second, if there is to be u.aignifi:nnt incursion
on the states' power to tax natural resources, perhaps woe should
be reluctanct to predicate it on something as uncertain as nat-
ional energy poliey. With the weakening of OPEC, dincreased con-
gservation efferts, and the impact of 0il price decontrel, the
national energy pictwre looked quite different im late 1983 than
it did 4in 1980 and 1981 when efforts to impose restrainte on
state coal severance taxes may have reached their high water

mark. Indeed, the National Energy Peliey Flan sent to Congress in
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the fall of 1983 reflected a softening of the commitment to
energy aelf-sufficiency, a de-emphasis of fossil Fuels @s the
sole source of domestic energy, and reliance on a a more "'bhal-
anced' mix of resourcea, including solar, wind and hydroelectric
energy and other renewable sources of power."113 If excessive
&tate taxation of natural resources is a threat to the federal
system, a linmitation wpon it should be rooted in Eirmer soil than

the shifting sands of national energy policy.

2. Limiting St ance sta
e h::e tntc Severnpnce Taxes to Co Incurred by

Lributable to Watural Resgurce Froductian

The fundamental pesition that state taxes on natural re-

source production are excessive in relation to the costs that
uuc} gctivities impose upon the state is reflected in the pro-
posed Severance Tax Equity Act introduced imta Congress in 1982
and 1983 by Senator Dixen and Represencative Hyde af Tllinois,l14
The proposed legislation is wore broadly based than that con-
sidered above, as it applies to oil, gas, and coml. It also
tomports more comfortably with the underlying raticnale for such
legislation, as it eschews arblcrary percentage limitations and
instead limits atate severance taxes to the "eosts incurred by
the State (and any political subdivision thereof) . . . which
are directly attributable te the production within the State of
erude oil, natural gas, or coal, as the case aay be,"115

At the same time, however, the proposed legislation 4
considerably more complex than the virtuelly self-executing per-
centage limitation, It would establish alaborate federal enfarce-

ment machinery, authorizing the United States Atterney General or

an  aggrieved taxpayer to bring suit in foederal court againse any
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satate in violation of the statute. It would generally place the
burden of proof upon the plainetiff te prove that the aggregate
revenue from the state severance tax exceeded the coste incurred
by the state that are directly attributable to natural resource
production. In the event, however, that a state's severance tax
gxceeds either its "adjusted 1978 State tax rate for such GState
for such Eiscal yvear™ 119 or the "adjusted 1978 national average
tax rate for such fiscal year,"l17 terms defined with the laby-
rinthine detail we have come to expect from draftsmen of federal
tax provisions, the burden of proof shifts to the defendant
Btate,

In short, the legislation proposed by Messrs. Dixon and Hyde
appears to offer gains from the standpoint of both interstate
equity and consistency with lepislacive purpose by comparison Lo
the simple rate limitation considered above., These gains must be
weighed against the manifest losses' it would entail, again by
comparison te the siwmple rate limitation, 1in easse of understand=-
ing and implementation. MNeor should one underestimate the in=
crease in federal-state friction that might be occasioned by
permitting taxpayers ready access to federal court to challenge
state taxes, & practice contrary te general congressional policy
in this areas.ll8

3. A National Severance Tax

When we move beyond the concept of o Federal restraint on
state production taxes to the breoader proposals that have been
advanced for dealing with the fiscal disparities that are due to

state nactural resource tax revenues, we confront m vast array of
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legislative possibilities. Most of these have retained thelr

character as casual suggestiens., One exception is the preoposal

for a national severance tax levied either in conjunecvien with a

limitatien on state severance taxes or as a replacement for such

taxes. Revenues from the Federal cax would hbe earmarked Ffor
distribution 4in & manner mere consonant with 1ts proponencs'

views of national priorities than are revenues from existing

natural regources toxes. For example, legislators from cthe

Hortheast-Midwest Congressional Coalition introduced a bill in
Congress in 1982 proposing a federal severance tax on crude oil
as well as a limitaticn on state severance taxes based on the
"adjusted 1978 State tax rate"!1? or the "adjusted 1978

national

average tax rate"l20 a1luded to above. 4 portion of the revenues

was to be allocated to the states under a complicated scheme
designed to assure that a goodly portion of the funds made ctheir
way to the belesguered econcmies of the Hortheast and Hidwest.

Columbia Law School Professor Lewls Keden haa suggested that
Congress

might consider replacing srate severance taxes and royalties

with aa national levy on energy extracted Erom the mines,
with the revenues shared nationally on a basis of o formula
designed ¢to serve the goals of fiscal balance, payment for
impact costs, energy dindependence and rehabilitation of
public dnfrastructure in the consuming :agiona.lZI

Mere statement of such an agenda for legislative comslderation is

gufficient te demonstrate why more suggestions of this kind have

been

advanced informally than have been articulsted in the forae

of a legislative proposals.
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The concept of a nationml severance tax is not asclely &
child of the energy crisis. The idea was actually put forward in
1969 before energy independence had become a pational priority.
Ironically in light of recent histery, it was offered by Sepator
Hetcalf from Montana Eor the purpose of encouraging astates like
his own to impese reasenable taxes upon their natural re-
mources, L2 Senate Bill 910 sought to impose a Five percent
federal severance tax on the grosa income from mining, with
amounts paid a5 state severance taxes available as ecredits
against the federal tax.123 g5 Senator Metcalf explained his
propesal on the Senate floor, many resource-rich states had
failed to lmpose reasaonable severance taxes upen mineral pro-
ducers becauae

[a] State acting alene runs the risk of placing some mining

coppanies operating within the State at a competitive disad-

vantoge relative to companies pperating where there are no
severance TAXES. . . . Interstate competition, in other
words, acts to keep severance Lnxesllqw.izﬁ

The purpose of the bill was therefore to epcourage state legls-

latures to enact severance taxes at the pinimum rate eof Efive

percent, which they could do without fear of offending local
industry. Local producers would simply credit the tax against
their federal severance tax liability. A vireecally ddentical
schema has existed for years in the state death tax field, which
has encouraged states Lo impase death taxes up the the limit of
the maxinum federal credit allowable.!2? There is a breader point

suggested by this propesal than its particular merits: In con-
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tidering both the wisdom and direction of foderal legislation in
this area, 1t is woerth recalling that just fifteen years age the

igsue was whether there should be a floor not a ceiling on state

He¥Yerance taxes.

4. Fiscal Disparities and Federal RBevenue Sharing Formulas

Altheugh it does not involve taxation as such, there is ane

final matter that merits brief attention here becouse it relates

to the problen of fiscal disparitios created by state natural

Fesource revenues. This is the matter of the formulas that are

employed by the federal government to allocate general revenue

sharing and other federal funds ameng the states. The general

question, whose scope extends far beyond the narrow issue ad-

dreased herq,lzﬁ iz whether these farpulas fairly reflact the
fiscal capacicies of the states to which the Funds are  being

allocated. , For our purposes, the particular guestion is whether

these formulaa adequately account for the massive imflux of
natural resource revenues enjoyed by a number of states
Fedoral grants to state and local Bovernments amounted Eo

about $95 billion in fiscal year 1980, 127 Hany of these grants

are sade pursuant to programs that roecognize the differences
among these Jjurisidictions in their ability to finance public

services and are designed in part to equalize their post-grane

fiscal conditien. In allocating federal revenuss ameng states and

localities, the formulas therefore take account inm many ceses of

the £fiscal capacity {or the lack thereof) of the recipient stace

or locality. Fiscal capacity has always been neasured by personal

income in the federal gErant prograna that rely om such capacity

a5 8 pguide to allocation of funds,!Z8 Another factor that has
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baen employed for thia purpose, moest notably im allocating the
four to five billion dollars of general revenue sharing l[unds, is
the state's general "tax effort,” defined as "total state and
lecal tax collections divided by the state's personal income,"129
The critical issues raised by these allocation factors in
light of the access of some states te substantial natural re-
source revenues are not difficult to appreciate. Under most
circunstances, per capita income is an acceptable measure of a
state's revenue-generating ability because tax yields tend te be
dependent on the inceme of residents in the taxing state. Hence a
formula that equates fiscal capacity with persconal dincome and
distributes federal EFunds 4in an inverse relactionship te such
capacity would appear te be unobjectionable. However, as Robert
Rafuse of the United States Treasury Department has observed,
the link between the availability of matural rescurces and
the dipocome of a State or locality is tenvous at best., The
exploitation of such resources generates a potential source
of revenues, but the demand for energy production depends
largely upon naticnal rather th;n State markets. This is one
of the reasons it has been argued that the measure of fiscal
capacity din the Revenue Sharing formula i3 imperfect. That
is, it does net allow for the potential yleld of asaverance
taxes in the minorlty of States that are exceptionally
endowed with natural rescurces, whose exploitation creates
an unusually lucrative base for Laxatinnaisu
Hatural resource raevenums have an even mere dramatic-=--some

would say perverse-=--impact on federal revenue allocation form-
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ulas that take account of tax effort in the equation. Tax effort,
which reflects the ratie of tax collections to per capita income,
ls assumed to be a proxy for the tax burdem borne by residents of
a particular state. The higher a state's tox ecffort (and the
implied tax burden on state reaidents), the greater 1is that
state's share of federal funds,l3] When natural resource produc-
tion tax revenues increase the ratic of state tax collections to
per capita income, the result is to allocate addicional federal
revenues to that state becawse of the assumption that such rev-
enues reflect the residents' own tax effort. As we learned in
.Chapter 4, however, natural rescurce taxes are oftes exported to
residents of other states., To the extent that they are, the tax
effort famctor has the bizarre effect of allocating revenues to
some states on the basis of the tax effort of residents of other
states. Of course, the same point can be made with respect to any
tax that is exported, but the phenomenen appears to be partie-
ularly widespread in the context of natural rescurce taxation.

Identifying the problems associsted with the impact of nat-
ural rescurce reveonues on federal revenue sllocation formulas is
ensier than identifying the selutions. If one were toe abandon per
capita income and tax effort as allocation factors, the question
is what would replace them. The United States Advisory Commission
on Intergovernmental Relations has developed an alternative meas-
ure of fical capacity, denominated the “representative tax
system,"132

The representative tax system defines the tax capacity of a

Stat& and dits local governments as the amount of revenua

they could raise (relative to other State-lecal governments)
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if all 50 state-local systems applied the identical taox
ratea (national averages) to their respective tax bases.
Fiscal capacity is thus viewed as an attribute of government
derived from the economie strength ipherent within a State's
Juriszdictional boundaries, The system is "representative"
in the sense that Potential revenues are determined by
applying a uniform taxing systgem in a State which rep=
Tesents a cross section of State and local tax practice
currently affecting most citizansg,K 133
Even the Commission, which has advocated implementation of the
representative tax system for years, recognizes that there ars
serdous technical and political problems im its adeption. As the
Commission's Assistant Director John Shannon has stated: "The
replacement of the traditional per capita income measure with tha
tax capn:itr estimates is bound to be highly controversial ba-
cause it would create a new set of winners and losars,"!36
There is no end is =ight to the naticnal debate over the
question whether Congress should aodify the traditional fnru;laa
for allocating the billions of dallars in federal revenues that
are distributed to state and loeal governments, The possibility
that it may do so, however, should alert us to the opportunity
for reducing the fiscal disparities created by tho astaces' pover
L0 tax natural resources without tampering with such power in

restrictive federal lepislation.
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STATEMENT OF MR. GEORGE RIFAKES, VICE PRESIDENT,
COMMONWEALTH EDISON, CHICAGO, 1L

Mr. Rirakes. Thank you, Mr. Chairman.

Although my statement is short, I would ask that it be tran-
scribed into the record in its entirety, and I would just like to
stress a few points that were just discussed here.

Senator WaLLop. By all means, it will be.

Mr. Rirakes. Since | am representing Commonwealth Edison, 1
guess it's expected that I would be in support of any bill that limits
severance taxes. One of the statements that has been made over
and over again is that this tax is not directly borne by the con-
sumer. In the case of Commonwealth Edison at least, and in the
case of most electric utilities with automatic fuel adjustment
clauses, this isn't the truth. The fact is that all the costs of our
fuel, increases in these costs, and decreases in these costs, are
passed through directly to the consumer. This tax, over the years,
has been an add-on to our fuel costs, and that has been passed di-
rectly through.

About 50 percent of the electricity we produce comes from coal
and currently we are burning about 14 million tons of coal and
about 11 million of these tons come from the States of Montana
and Wyoming. Up until the late 1960’s, most of the coal we burned
was Midwestern coal, and the bulk of it was from Illinois. Because
of sulfur dioxide concerns, we had to look for other means to gener-
ate electricity. Illinois coal averages about 3% percent sulfur. And
we studied a lot of alternatives, two of which were scrubbers and
the use of Western coal. And Western coal proved to be the most
economic answer to the problem.

Unfortunately the conditions that existed back in the late 1960's
changed significantly. For example, back in the 1960's we were
looking at long-term contracts with base prices of between 33 and
$5 a ton. We were looking at severance taxes of from $0.10 a ton in
Montana to 1 percent in Wyoming. Those severance taxes alone
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