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Issue Area: Transportation Systems and Policies: National
Policies and Programs (2406).

Contact: Program Analysis Div.

Budget Function: Commerce and Transportation: Water
Transportation (406).

Organization Concerned: American Maritime Association; American
Petroleua Institute; Department of Commerce; Federal
Maritime Commission; Federation of American Controlled
Shipping; Maritime Administration: Mobil 0il Corp.;
Shipbuilders Council of Am=rica.

Congressional helevance: House Committee ¢n Merchant Marine and
Fisheries,

Authority: H.R. 1037 (95th Cong.j.

The estimates of the difference between the cost of
carrying imported oil on U.S. ships protected by cargo
prefercnce legislation and the cost of carrying oil on
foreign-flag ships range from 1.3 cents per gallon (as
determined by the Maritinme Administration) to 2.8 cents per
gallon (as determined by the FPederatisn of American Controlled
Shipping). Findings/Conclusions: The differences are due
primarily to disagreement over the capital cost
differential--the cost of building new ships in the United
States and of obtaining ships in the verld market. The
disagreement among witnesses at hearings conducted by the House
Committee on Merchant Marine and Fisheries was far greater when
the cost estimates were expressed in cents per gallon of all
imported ¢il, ranging from 0.4 cents per gallon (Maritime
Administration) to 2.4 cents per galloa. GAO made an estimate of
the cost of cargo preference which indicated that a reasonable
range of cost estimates would be from 0.5 cents to 0.7 cents per
gallon of imported o0il, These estimates do not include costs due
to excess profits on the transportation of 0il or costs due to
increases in the price of domestically produced oil. For imports
of 8 million barrels per day, the projected figure for 1985,
vhen the proposed legislation could be fully in effect, ~ach
»ne-cent increase in the price per gallon means $1.23 billion
annually. The estimate applicable to the recently proposed 9.5%
cargo preference would give a figure of $240 million per year.
(sC)
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Deaxr Mr, Chairman:

In your letter of March L, 1977, you requested that the General
Accounting Office (GAO) prepare an independent assessment or the cost
estimates presented to your committee in connection witk H.R. 1037,

& cargo preference till., Op July 22, we briefed your office on our
work to date. At that tine we were asked to prepare a brief sumary
of our assessment for the Committee in advance of its mark-up, which
is scheduled for August 2, 1977. Our full report will present a
detailed analysis of the cost estimates, but that report is still in
process and therefore will not be available before the August recess.

We have analyzed the cost estimates presented to the Committee
at its hearings by the Americarn Maritime Association, the American
Petroleun Institute, the Federation of American Controlled Shipping
(PACS), Mobil 0il Cormoration, and the Shipbuilder's Council of
America. Ir addition, the U.S. Maritime Administration made available
to us its analysis of H.a. 1037. On July 25, the Assistant Secretary

for Maritime Affairs, U.S. Department of Commerce, testified on a

modified version of H.R. 1037 which proposes & 9.5 percent cargo
preference instead of 30 percent.

As discussed with your office, because of time constraints we
have not obtained sgency comments on the matters contained in this
letter.

Since most of the testimony has dealt witr 30 perceat cargo
preference, we will first present our analysis in these terms. At
the conclusion of this letter, we modify our estimatec tc apply to
9.5 percent cargo preference. For simplicity, we assess the estimates
for & single year, 1985, when the legislation could be fully in
effect.

HIGHLIGHTS OF THE WITNESSES 'TESTIMONY

All of the witnesses presented estimates of the transportation
cost differential, which is the difference between the cost of carrying
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imported oil on U.S. ships protected by cargo preaference legislation
and the cost of carrying oil on foreign-flag ships., We have put these
estimates on & common footing by exprescing them in a cammon unit of
measurement--cents per gallon of oil in 1977 prices. This translation
required remroval of the various inflation factors that scme witnesses
had used in their estimates. We also present the cost figures in
dollars per year,

The estimates of the transportation cost differential for oil
carried in cargo-preference ships range from 1.3 cents per gallon
(Maritime Admiristration) to 2.8 cents per gallon (Federation of
American Controlled Shipping)--a high-to-low range of more than 2:1.
The differences are due primarily to disegreement over the capital
cost differential--the cost of building new ships in the U.S. and
obtaining ships (new and existing) in world markets.

The disagreemant among witnesses was, however, 1ar greater than
this. Costs to consumers would eventually be reflected in the price
of oil, which is affected by oil transport costs and other factors.
When the cost estimates were expressed in cents per ¢ _lon of all
imported oili, they range fram O.l4 cents per gallon (Maritime
Administration) to 2.4 cents per gallon--& high-to-low range of
6:1. (These figurer retlect adjustments by GAO to 1977 prices.)

The greater dispersion in these estimates is the result of the
witnesses' varying anelyses at this point:

l. The Maritime Administraetion's cost differential is simply
allocated over more gallons of oil, without adding any more
costs. It was assumed that cargo preference oil would
comprise 30 percent of all imported oil, aud so the 1.3 cents
per gallon figure was multiplied by 30 percent, giving 0.4
cents per gallon averaged over all imported oil.

2. 'The witnesses who presented the highes: figures asscxrt that
the transport price would ircrease by considerably more then
transpcrt cost. That is, because of cargo preference, U.S.
ships would be much in demand and, it is assumed, they could
receive returns far in excess of normal profit levels.

3. ‘The witnesses who presented the highest figures also assert
that there would be costs due to retaliation by foreigners
whose economic interests are 1armed by the legislation.
These witnesses expect the retaliation to result in substan-
tially higher prices of foreign-flag petroleum carriage.



GAO ESTIMATES

Because of the wide dispersion in the witnesses' estimates, we
have made our own estimates of the cost of cargo preference. Our
method of analysis is summarized below.

Operating cost differentinal. Because ‘here was substantial
agreement among the witnesces on operating cost differentials, we
used a simple average of these ectimates in making our own. The
operating cost diffevential is roughly 20 percent of the total
differential, the capital cost differential accounting for the
belance. :

Capital cost differential. This was the major source of
variation in the estimates of the cost differential. It is under-
standable that the estimates shcould very, for it is difficult to
predict capital costs due to the present tanker glut and the uncartain
prospects of recovery by any given date, We therefore estimated &
range for the capital cost differentiuls, based on different assump-
tions about world tanker prices. We believe that we improved upon
the techniques of capitel co3t estimation provided by the witnesses.

Market effects. We assumed that reguletion of some form wouid
prevent excessive profits on cargo preference sh.pping. (H.R. 1037
would give the Secretary of Commerce authority to waive the requirement
of siipment on U.S.-flag tankers if the rates are not "fair and
reasonable." We therefore assumed a 10 percent markup on U.S.-flag
transport costs.

Retaliation. We reached no firm conclusion on the possible costs
of retalintion by other countries. Although retaliation might occur,
it covrld take other forms than adding to the price of oil. We
therefore did not inclde such & cost in our estimates.

Effects on the price of domestically produced oil. None of the
witnenses estimated the effects of increased prices of imported oil
upon the price of domestic oil. If the price of domestic oil were
allowed to rise to the level of imported oil prices, then the costs
of cargo preference might be doubled, if half of our oil in 1985 is
imported =nd half domestic. As in the case of merket effects,
regulation might suppress these additional costs. We have omittied
them from our basic estimates but we recognize the possibility of their
occurrence.

Based upon these and other assumptions, we concluded that &
reasonable range of cost estimates would be from about 0.5 cants to
0.7 cen*s per gallon of imported oil. These estimates do not include
co’ 8 due to excess profits on transportation of oil, and costs due
t¢ ranreases in the price of domestically produced oil. Any of these
effects could--in the extreme--double the costs to consumers.
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To estimate annual. costs, it is necessary to estimate bow much
oil will be imported in 1985. Eight million parrels per day was &
figure used in smme of the testimony, and this figuxe is probably
on the low side. A recent GAD report ("An Evaluation of the National
Energy Plan, BMD-T7-48, July 25 1977) concludes that imports in
1985 of 10.3 million parrels a day is a more plausible estimate.

If the level of imports is higher, more oil would have to be carried
in cargo preference vessels, and the higher total costs would be.
According to the Copmerce Department testimony, COSiS would actually
jncrease more than p--oportiona.tely to the increase in imports.

For imports of € million parrels per day, each one-cent increase
in price pw gallon means $1.23 pillien annually. Therefore, cur
pid-range estimate of 0.6 cents per gallon translates into about $740
million annually.

To translate our astimates into figures applicable %o the recently
proposed 9.5 percent cargo preference, We reduced them by the ratio
of 9.5 to 30 percent--a factor of .32. We recognize that this is only
a rough erproximation pecause total costs are probaply not exactly
proportional to the rate of cargo preference. Nevertheless, this
adjustment gives & figure of $§2k0 milliou per year. The comparable
C~mmerce Department estimate given in testimony on July 25, 1977 was
$110 million per year. As was nentioned above, Our figures do not
include certair additional costs which might occur.

I hope that the information in this 1etter serves the needs of

your Committee.
T Mt
lwsan 11~

Comptroller General
of the United States





