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ABSTRACT

The recently released “Gang of Ten” energy proposal includes revenue offsets that would
exclude domestic oil and gas companies from the Section 199 deduction for domestic
production activity. Using a simple input-output model, we estimate the state-by-state
impact of this proposal on tax burdens, employment, household earnings and economic
output. By depressing the U.S. domestic oil and gas industry through increased corporate
tax burdens, we estimate the proposal is likely to increase reliance on foreign sources of
oil from unstable regimes. Specifically the proposal will increase corporate tax burdens
by approximately $13.57 billion over 10 years, 44 percent of which will fall on
households in the petroleum manufacturing states of Texas, California and Louisiana.
Using RIMS II multipliers we estimate the proposal will reduce U.S. employment by
roughly 637,000 jobs over 10 years, reduce household earnings by $34.97 billion, and
reduce total U.S. economic output by $185.95 billion.

" The author is Senior Economist at Fiscal Economics, Inc.



EXECUTIVE SUMMARY

A tax increase in the “New Energy Reform Act of 2008,” (NERA) being proposed
by a bipartisan group of 16 members in Congress, is likely to increase U.S. reliance on
imported oil from politically unstable nations, cost the U.S. economy 637,000 jobs and
reduce U.S. household earnings by nearly $35 billion over the next 10 years.

The tax increases would result in a weaker domestic energy industry, thus making
America more reliant on oil from foreign sources, including unstable regimes overseas.
Higher U.S. corporate tax burdens on the energy sector are likely to discourage U.S.
investment and employment, thus reducing domestic production while stimulating
investment and jobs abroad. Since America’s energy demand is forecast to grow 34
percent in the next two decades, any hindrance to domestic production is likely to
increase U.S. dependence on imported oil, including from politically unstable regimes
such as Venezuela, Nigeria and Russia, threatening U.S. energy security and, by
extension, national security.

Currently, the U.S. produces 5.1 million barrels of oil per day, which is enough to
barely meet only 25 percent of the country’s energy demand. As domestic production of
oil and gas shrinks relative to foreign production, the United States will tend to become
more dependent on imported oil in order to meet its needs and lose its negotiating power
in world energy markets.

NERA proposes $84 billion in new spending on alternative energy and
conservation measures over the next 10 years, financed in part by $30 billion in tax
increases on the oil and gas industry. The most significant tax provision would repeal oil
and gas companies’ ability to claim the Section 199 domestic manufacturing deduction,
which was enacted by Congress in 2004 as part of the American Jobs Creation Act to
encourage U.S. companies to increase employment in the United States.

The Section 199 deduction was enacted when other Congressional efforts to
provide corporate income tax relief to American export industries were ruled in violation
of world trade rules against export subsidies.

When fully implemented, the Section 199 deduction would effectively lower the
U.S. federal corporate tax rate from 35 percent to 31.85 percent, more in line with the
lower corporate tax rates now available in other industrial countries.

Elimination of the deduction for the oil and gas industry would result in higher
corporate tax burdens for domestic oil and gas companies compared to other U.S.
manufacturing industries, including filmmaking. On the world stage, U.S. oil and gas
companies could not hope to keep pace with competitors in countries with lower tax
rates.



A 2006 Congressional Budget Office study based on an open-economy model
resembling the U.S. economy estimates that roughly 70 percent of the U.S. corporate tax
burden is borne by domestic workers in the form of lower wages; domestic owners of
capital—which today are predominately institutional investors, including both private and
public pension funds—bear the remaining 30 percent.

Projections in previously proposed measures to eliminate the Section 199
deduction for the petroleum industry estimated it would raise $13.57 billion over 10
years. $9.5 billion of that additional tax burden is estimated to fall on workers and $4.07
billion would be borne by shareholders in the form of lower returns. A closer
examination finds that workers in three states—California, Texas and Louisiana—would
bear $5.3 billion of the lost wages, while investors in California, Florida and New York
would bear $1.4 billion of the lower returns.

Ripple, or multiplier, effects extend beyond the integrated energy industries to
additional workers and shareholders. Multipliers from the “Regional Impact Modeling
System” from the Bureau of Economic Analysis take into account such ripple effects.
They indicate the repeal of Section 199 would cost workers and shareholders an overall
loss of 637,000 jobs over 10 years, including 352,000 in Texas, California and Louisiana,
and reduce overall household earnings across the United States by $34.97 billion or $330
per U.S. household.

The losses to the economy in terms of jobs and shareholder earnings from a repeal
of the Section 199 deduction essentially amount to 2.5 times the benefit the federal
government would derive in increased tax revenues. The losses of $186 billion to total
economic activity, however, amount to be 13.5 times the benefit the federal government
would derive. The repeal of the Section 199 deduction is more than the simple
withdrawing of a tax deduction; it’s a mortgage on our nation’s energy future.

The primary reason for the job losses stems from investment dynamics. Investors
allocate their resources to maximize return. Consequently, industries burdened by
corporate profits taxes attract fewer investors, placing jobs in those industries in jeopardy.
Moreover, increasing corporate taxes on the U.S. energy sector increase the costs of
production and may reduce the resources available for research and development
compared to other countries, making the U.S. energy sector less attractive for investment.
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Foreword

Politics has been described as the art of the possible. On the other hand,
economics has earned the sobriquet of a dismal science, demonstrating that achieving the
possible is often not worth it.

The squeeze put on the economy by recent high energy prices coupled with
concerns about both energy security and climate change has led some members in
Congress to seek what they see as a possible solution to all three.

Their plan offers something for everyone. It would provide massive new subsidies
for the development of renewable energy — wind and solar — to satisfy environmentalists.
It also would give massive tax breaks for carbon capture for coal fired power plants, since
coal remains the largest source of domestic energy available, providing half of our
electricity needs. In a bow to the reality that a precipitous decline in domestic oil and gas
production could continue to undermine our economic well-being through further
increases in energy prices, their plan seeks to open a small area of federal land and
offshore areas to energy exploration and development.

And then there is the manner in which these new subsidies and tax breaks are paid
for. Proponents would engage in a direct assault upon the earnings of the nation’s
integrated oil and gas companies and, in the process, put at risk hundreds of thousands of
U.S. jobs and hundreds of billions in U.S. economic activity.

That is the dismal conclusion drawn in a recent examination by senior economist
Andrew Chamberlain of Fiscal Economics, Inc. of the proposal to deny integrated oil
companies the same production deductions Congress makes available to other U.S.
manufacturing industries, such as filmmakers. Using a standard economic model of the
effect of corporate income taxes, Chamberlain determines that the loss to the economy
would be almost 15 times the amount of revenue raised by that plan.

Proponents of higher taxes on the nation’s integrated oil industry sell the plan by
attacking “windfall profits” in the oil industry. They ignore the fact that those profits
remain well within the norms for other U.S. industries; are paid mostly to institutional
investors such as pension and mutual funds endowing U.S. workers’ retirements; and are
vital to maintaining earnings that attract capital for additional development of domestic
energy resources.

People invest their money to maximize its return. Consequently, industries that
face big capital losses attract fewer investors. Both foreign-headquartered private oil
companies and foreign nationally controlled oil companies, including those in Iran, Saudi
Arabia, Nigeria, Venezuela, China and Russia, would gain a distinct competitive
advantage over domestically headquartered integrated oil companies in attracting capital.
Among the implications of this plan, Americans would become more reliant on unstable
regimes for their oil supply, rather than cultivating domestic resources and enhancing
U.S. energy security.



Furthermore, by giving a competitive advantage to foreign companies over the
domestic producers America will further weaken its hand in global energy geopolitics.

This attempt to extract additional revenues from the domestic oil and gas
industries by attacking their earnings will have the perverse effect of making it more
economically attractive to more oil and refined products such as gasoline, rather than
producing those goods here at home. In short, we’d send even more of our money and
jobs abroad, further weakening our national economy, our energy security and our stature
in global energy markets.

This plan is not America’s only option. There are better ways to raise additional
funds for renewable and cleaner energy development and to encourage conservation
without putting domestic jobs and energy development at risk. Opening access to federal
lands would generate additional federal revenue in lease and royalty payments. A portion
of that new revenue could be designated toward incentives for new technology. And
certainly there are other ways to increase domestic energy development that make more
sense than fiscally assaulting domestic energy producers.

In the long run, good policy must be based on solid principles that advance the
U.S. economy, not mire the nation in economic disaster. At the same time, policymakers
must act to protect all aspects of our nation’s energy future and prevent unintended
economic consequences.

Thomas Pyle,
President, IER



I. INTRODUCTION

On August 1, 2008, a coalition of 10 U.S. Senators announced a sweeping federal
energy plan titled the “New Energy Reform Act of 2008.”" Led by Sens. Kent Conrad
(D-N.D.) and Saxby Chambliss (R-Ga.), the group’s proposal features $84 billion in new
spending on alternative energy and conservation measures, including $7.5 billion for
R&D on alternative-fuel vehicles, $2.5 billion for research on biofuels, and a range of
consumer and business tax credits aimed at encouraging energy efficiency and reducing
demand for oil and gas.2

To finance this new spending, the proposal includes $30 billion in tax increases on
the oil and gas industry and $54 billion of other unspecified offsets. Among the tax
provisions, the most significant is the proposed repeal of oil and gas companies’ ability to
claim the Section 199 domestic manufacturing deduction—a deduction only recently
enacted by Congress as part of the American Jobs Creation Act of 2004 and designed to
encourage U.S. companies to increase employment in the United States.

By eliminating the Section 199 deduction for oil and gas companies, the “Gang of
Ten” proposal would increase the effective corporate tax rate faced by domestic
petroleum manufacturers, essentially undoing the very energy reforms the proposal is
designed to advance. The purpose of this study is to estimate the size of the tax burden
from these proposed Section 199 changes—both for the nation as a whole and for
individual U.S. states—and illustrate the impact these tax changes may have on
employment, earnings and economic output throughout the U.S. economy.

The remainder of this study is organized as follows. Section II provides a brief
overview of the Section 199 deduction and how it lowers corporate tax liabilities for U.S.
companies. Section III presents state-by-state estimates of the tax burden from the “Gang
of Ten” proposal. Section IV outlines state-by-state estimates of the impact of these tax
burdens on employment, household earnings and economic output. Last, Section IV
explains the methodology and data sources used in this study.

"' In addition to Sens. Conrad and Chambliss, members of the so-called “Gang of Ten” include Johnny
Isakson (R-Ga.), John Thune (R-S.D.), Blanche Lincoln (D-Ark.), Mary Landrieu (D-La.), Bob Corker (R-
Tenn.), Lindsey Graham (R-S.C.), Mark Pryor (D-Ark.), and Ben Nelson (D-Neb.)

% See “Conrad, ‘Gang of 10’ Unveil Plan to Reduce Energy Prices,” U.S. Sen. Kent Conrad Press Release
(August 1, 2008). Available online at conrad.senate.gov/pressroom/record.cfm?id=301684.



Text Box 1. Basic Prov' i

Conversion of Autos to Non-0Oil Fuels: Oil and Gas Industry Offsets:
e  $7.5 billion for R&D on barriers to e  $30 billion of revenue from
non-oil fuel vehicles denying Section 199 deduction to
e  $7.5 billion for retooling of U.S. oil and gas companies and
automakers renegotiating Gulf of Mexico
» Various consumer tax credits for leases.

alternative fuel vehicles

Energy Conservation: Other Offsets:
e Various consumer and business tax e  $54 billion in unspecified revenue
credits for efficiency measures to be determined at a later date
e $500 million for R&D on energy- in consultation with the Senate
efficient materials and innovations Finance Committee

e  $2.5 billion on R&D for biofuels
Unspecified spending to expand
transmission capacity for renewable
power

o  Unspecified spending for
weatherization assistance

Domestic Energy Production:

» Tax credit for CO2 sequestration
from existing oil wells

e  Open additional Gulf of Mexico
acreage for oil drilling

e Grants and loan guarantees for
coal-to-liquid-fuel plants

e  Unspecified spending in support of
nuclear energy, including increased
staffing of Nuclear Regulatory
Commission, accelerated
depreciation for nuclear plants, and
R&D spending on spent fuel
recyciing

Source: Sen. Kent Conrad, “Conrad, ‘Gang of 10’ Unveil Plan to Reduce Energy Prices,” Press Release
(August 1, 2008). Available online at conrad.senate.gov/pressroom/record.cfm?id=301684.



I1. OVERVIEW OF THE SECTION 199 DEDUCTION

Section 199 of the Internal Revenue Code provides an income tax deduction for
domestic manufacturers. The deduction was enacted as part of the American Jobs
Creation Act of 2004 in response to an earlier World Trade Organization ruling that the
U.S.’s “extraterritorial income exclusion” (ETI) violated international trade laws. The
ETI was meant to relieve the disadvantage imposed on U.S. export industries by
relatively high U.S. corporate tax rates in their competition with foreign producers. To
alleviate the impact on U.S. exporters of repealing the illegal provisions, Congress
enacted a new Section 199 business tax deduction known as the “domestic production
activities deduction.”

When calculating corporate income taxes, the deduction allows companies to
subtract from their taxable income a percentage of income earned from qualified
domestic production activities. For oil and gas companies, qualified income includes
earnings from oil and gas that is “manufactured, produced, or extracted in whole or in
significant part in the United States.”* The deduction is equal to 3 percent of qualified
income for 2005 and 2006, rising to 6 percent in 2007, 2008 and 2009, and 9 percent in
2010 and beyond. The amount of the deduction is capped at 50 percent of wages paid by
the company in that year.

According to the Congressional Budget Office, the Section 199 deduction
substantially reduces marginal tax rates for qualified U.S. manufacturers. When fully
implemented, the deduction effectively lowers the current federal marginal corporate tax
rate from 35 percent to 31.85 percent.5 This rate would more closely match the average
rate now in place for industries in nations of the Organization of Economic Cooperation
and Development with which U.S. industries, including our oil and gas industries,
compete.’

According to IRS figures, total Section 199 deductions totaled $9.34 billion in
2005, the latest year for which data are available.” Of this amount, roughly $1.86 billion,
or 20 percent, was from companies in the petroleum and coal products manufacturing

3 See Jack C. Butler, “Section 199, Internal Revenue Code of 1986, As Amended: The ‘Domestic
Production Deduction’”, Roetzel & Andress, L.P.A. Public Document. Available online at
www.ralaw.com/public_document.cfm?id=1339.

4 See “American Jobs Creation Act of 2004,” Public Law 108-357 § 199 (c)(4)(A)(i)(I). Available online at
frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=108_cong_public_laws&docid=f:publ357.108.pdf.

3 See Congressional Budget Office, “Corporate Income Tax Rates: International Comparisons” (November
2005). Available online at www.cbo.gov/doc.cfm?index=6902.

% See Robert Carroll, “Comparing International Corporate Tax Rates: U.S. Corporate Tax Rate Increasingly
Out of Line by Various Measures,” Fiscal Fact No. 143, Tax Foundation, Aug. 2008.

7 See Internal Revenue Service, “Returns of Active Corporations: Table 6—Balance Sheet, Income
Statement, Tax, and Selected Other Items, by Major Industry,” (Tax Year 2005). Available online at
www.irs.gov/taxstats/article/0,,id=170692,00.html.



industry. Assuming this income was instead taxed at the top corporate tax rate of 20
percent, complete repeal would increase tax liabilities for these firms by $652 million per
year. This order-of-magnitude calculation provides a rough sense of the size of the tax
changes implied by the “Gang of Ten” proposal.

Table 1 summarizes how the Section 199 deduction for domestic production activity is
calculated by companies on IRS Form 8903.

Table 1. How the Section 199 Deduction Works

Begin with total qualified income from domestic

Step 1 production activities.

Step 2 Less: Qualified production activity expenses.

Step 3 Equals: Qualified production activity net income
{QPANI).

Step 4 Find the lesser of (1) QPANI, (2) regular taxable income,

and (3) AMT taxable income.

Multiply result of Step 4 by the percentage deduction (3
Step 5 percent in 2005 and 2006; 6 percent in 2007, 2008 and
2009; 9 percent in 2010 and beyond).

Apply the Section 199 deduction limitation: Find the
Step 6 lesser of the result of Step 5 and 50 percent of wages
paid to employees in the current year.

Subtract the result of Step 6 from regular taxable
Step 7 income; proceed to calculate corporate income tax
liability.

Source: Internal Revenue Service Form 8903, “Domestic Production Activities Deduction”.
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ITI1. ESTIMATING TAX BURDENS FROM THE PROPOSED SECTION 199
CHANGES

By excluding oil and gas companies from the Section 199 deduction, the “Gang of
Ten” proposal would increase U.S. corporate tax burdens. As a result, the first step in
estimating the impact on households is to develop a theory of incidence for the corporate
income tax.

Companies remit corporate income tax payments, but economic theory suggests
the ultimate burden falls on individuals in the form of higher prices for consumers, lower
wages for workers, and poorer investment returns for owners of capital. To estimate the
tax burden of the proposed changes, we must first estimate how the burden will be split
among these three groups in the economy.

Many previous studies have estimated the incidence of corporate taxes. In a
seminal 1962 study, economist Arnold Harberger examined a closed U.S. economy with
no international trade, no capital flows across borders and a fixed stock of domestic
capital.® In such a world, domestic owners of capital cannot easily escape corporate tax
burdens. Harberger famously concluded that under these assumptions domestic owners of
capital bear 100 percent of the corporate tax burden, with none falling on workers or
consumers.

More recent research on corporate tax incidence has incorporated more realistic
“open economy” assumptions that reflect the growing worldwide mobility of capital in
recent decades. In these models, domestic capital is no longer assumed to be fixed in size
or internationally immobile. When companies can shift capital across borders in response
to differences in labor costs, regulations, taxes and other factors, they are able to shift
some of the corporate tax burden onto others in the economy—specifically, domestic
workers.

In a 2006 working paper from the Congressional Budget Office, William C.
Randolph estimated, based on an open-economy model with reasonable parameters for
the U.S. economy, that roughly 70 percent of the U.S. corporate tax burden is borne by
domestic workers and 30 percent is borne by domestic owners of capital.” Similar results
have also been found by subsequent empirical studies of international corporate tax
incidence, with domestic workers bearing a significant fraction of corporate tax
burdens. '’

® See Arnold C. Harberger, “The Incidence of the Corporation Income Tax.” Journal of Political Economy
(1962).

? See William C. Randolph, “International Burdens of the Corporate Income Tax.” Congressional Budget
Office Working Paper 2006-9.

' See Kevin Hassett and Aparna Mathur, “Taxes and Wages.” AEI Working Paper (March 2006).
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In this study, we adopt the more recent open-economy approach to corporate tax
incidence. Following the results from Randolph (2006), we allocate 70 percent of the
burden of corporate tax changes to domestic workers in the form of lower earnings, and
30 percent to U.S. shareholders in the form of lower stock returns.

A. Estimating the Revenue Impact

Although the “Gang of Ten” proposal had not been formally introduced in the
Senate at the time of this writing, several previous bills have included similar language
modifying the Section 199 deduction to exclude domestic oil and gas companies. By
analyzing the official revenue scoring of these similar bills, we can approximate the
revenue impact of the proposed changes.

The most recent similar bill is H.B. 5351, the “Renewable Energy and Energy
Conservation Tax Act of 2008.” The bill would eliminate the Section 199 deduction
entirely for major integrated oil companies, and freeze it at 6 percent for companies in all
industlrlies‘ Under current law, the deduction would otherwise increase to 9 percent in
2010.

According to estimates from the Joint Committee on Taxation, the Section 199
changes in H.B. 5351 would raise $13.57 billion over the 10-year period from 2009 to
2018."2 Because of the similarity between this bill’s provisions and the “Gang of Ten”
proposal, we use this revenue scoring as the basis for the tax burden and economic impact
estimates in this study.

B. Estimating the U.S. Tax Burden

Estimates of the annual tax burden on U.S. households from the proposed Section
199 changes are presented in Table 2. Over 10 years, we estimate the proposed changes
will increase corporate tax burdens by approximately $13.57 billion. Of the total,
approximately $9.50 billion is estimated to fall on workers in the petroleum
manufacturing industry in the form of lower wages,~ and $4.07 billion is estimated to fall
on U.S. shareholders in the form of lower investment returns. In this way, the proposed

' See H.R. 5351, “Renewable Energy and Energy Conservation Tax Act of 2008,” Title III, Section 301.
(“Title III - Revenue Provisions; Section 301 - Denies the tax deduction for income attributable to domestic
production of oil, gas, or any related products for major integrated oil companies. Reduces such deduction
by 3% for taxpayers other than major integrated oil companies after 2009.”). Available online at
thomas.loc.gov/cgi-bin/query/z7c110:H.R.5351:.

12 Gee Joint Committee on Taxation, “Estimated Revenue Effects of the Tax Provisions Contained in H.R.
5351, the ‘Renewable Energy and Energy Conservation Tax Act of 2008, (February 20, 2008). Available
online at www.house.gov/jct/x-20-08.pdf.

13 Data from the Bureau of Economic Analysis and the IRS is organized into NAICS industry codes. While
no industry code exists for “major integrated oil and gas companies” targeted by the “Gang of Ten”
proposal, the closest matching industry code is for “petroleum and coal products manufacturing” (3420).
Data for this industry grouping is used throughout this study.
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changes would deepen the economic pain Americans are feeling due to the energy crisis,
rather than alleviating it.

Table 2. Estimated Annual Tax Burden from Proposed Section 199 Changes, 2009-2018

Tax Burden on U.S.
Workers (Petroleum &
Year Ta’é: urden on U.S Coal (Products Total Tax Burden
areholders <
Manufacturing
Industry)
2009 $110,100,000 $256,900,000 $367,000,000
. 2010 $286,500,000 $668,500,000 $955,000,000
2011 $351,000,000 $819,000,000 $1,170,000,000
2012 $377,400,000 $880,600,000 $1,258,000,000
2013 $405,600,000 $946,400,000 $1,352,000,000
2014 $435,900,000 $1,017,100,000 $1,453,000,000
2015 $468,600,000 $1,093,400,000 $1,562,000,000
2016 $473,400,000 $1,104,600,000 $1,578,000,000
2017 $541,500,000 $1,263,500,000 $1,805,000,000
2018 $619,500,000 $1,445,500,000 $2,065,000,000
Total $4,069,500,000 $9,495,500,000 $13,565,000,000

Source: Joint Committee on Taxation; author’s calculations.

Figure 1 presents the annual tax burden estimates graphically, illustrating the year-by-
year tax burden on U.S. workers and shareholders. The proposed changes are estimated to
raise $367 million in 2009, increasing each year until reaching a peak of roughly $2.07

billion in 2018.

Figure 1. Estimated Annual Tax Burden on Labor and Capital from the Proposed Section

Billions

$2.0
$1.8
$1.6
$1.4
51.2
$1.0
50.8
50.6
$0.4
$0.2
$0.0

199 Changes

# Tax Burden on U.S.
Workers (Petroleum &
Coal Products
Manufacturing
Industry)

e P R

Source: Joint Committee on Taxation; author’s calculations.
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C. Estimating State-by-State Tax Burdens

As with most federal tax changes, some U.S. states and regions would be more
heavily affected by the proposed Section 199 changes than others. In general, the
geographic spread of tax burdens tends to follow the economic incidence of the tax. In
the case of the proposed Section 199 changes, the portion of the tax borne by workers
will tend to cluster in states with heavy concentrations of households working in the
petroleum manufacturing industry. Similarly, the portion borne by owners of capital will
tend to cluster in states with large numbers of households with investment income.

Using state-by-state data on the earnings of petroleum manufacturing workers
from the Bureau of Economic Analysis and state-level data on investment earnings from
the IRS, we can estimate the geographic distribution of the proposed Section 199
changes.

Table 3 presents a state-by-state breakdown of the tax burden from the “Gang of
Ten” proposal. As is clear from the table, the tax burden on labor is heavily concentrated
in the nation’s largest petroleum manufacturing states: Texas, California and Louisiana.
Fifty-three percent of total U.S. earnings in the petroleum and coal manufacturing
industry are earned by workers in these states. As a result, households in Texas,
California and Louisiana will bear a disproportionate share of the tax burden on labor.

Conversely, the tax burden on capital from the proposed changes is heavily
concentrated in upper-income states with the largest reported investment incomes.
California, Florida and New York are estimated to bear the heaviest capital burden.
Households in these states consistently report the nation’s largest investment incomes on
IRS tax returns and are therefore estimated to bear the largest share of the tax burden on
capital. '

14



Table 3. State-by-State Tax Burden from the Proposed Section 199 Changes, 2009-2018

o 2009-2018 :

' Tax Burdenon'U.S ‘Tax Burden on U.S. - . L Sl
State Shareholders ‘Rank Workers: Rank Total Tax Burden | “Rank
Alabama $38,672,515 27 $127,350,450 15 $166,022,965 19
Alaska $5,958,220 50 $38,251,604 34 $44,209,824 41
Arizona $82,939,507 16 $10,957,418 45 $93,896,925 29
Arkansas $19,139,639 36 $47,239,401 32 $66,379,039 37
California $599,811,885 1 $1,691,866,301 2 $2,291,678,186 2
Colorado $85,701,285 15 $81,197,339 21 $166,898,625 18
Connecticut $91,170,198 12 $24,489,096 37 $115,659,295 27
Delaware $11,169,668 46 $69,868,203 25 $81,037,871 31
D.C. $15,557,837 42 $6,864,290 46 $22,422, 127 46
Florida $416,328,923 2 $144,559,036 13 $560,887,959 6
Georgia $99,908,625 11 $63,876,064 26 $163,784,689 20
Hawaii $17,244,455 39 $36,004,508 35 $53,248,961 40
ldaho $19,489,102 35 $389,238 49 $19,878,340 47
lilinois $189,368,179 5 $411,166,722 5 $600,534,900 4
Indiana $46,407,641 24 $261,330,119 8 $307,737,760 11
lowa $22,114,233 33 $16,526,399 41 $38,640,632 42
Kansas $26,799,943 32 $152,312,715 12 $179,112,658 15
Kentucky $28,932,750 30 $112,002,431 16 $140,935,180 22
| ouisiana $37,197,972 28 $884,181,119 3 $921,379,091 3
Maine $13,523,443 43 $12,117,017 43 $25,640,460 45
Maryland $76,299,437 18 $56,091,487 29 $132,390,924 24
Massachusetts $140,669,845 6 $89,087,941 19 $229,757,785 13
Michigan $76,822,400 17 $97,844,303 18 $174,666,702 16
Minnesota $58,032,947 21 $208,388,450 10 $266,421,397 12
Mississippi $16,671,191 40 $170,066,568 11 $186,737,759 14
Missouri $50,884,414 23 $70,203,570 24 $121,087,984 26
Montana $12,122,855 45 $79,230,748 22 $91,353,603 30
Nebraska $17,274,044 38 $313,831 50 $17,587,875 48
Nevada $61,449,492 19 $18,504,502 40 $79,953,993 32
New Hampshire $20,936,786 34 $11,416,047 44 $32,352,833 43
New Jersey $125,234,460 8 $340,709,906 6 $465,944,366 8
New Mexico $16,207,616 41 $51,597,891 30 $67,805,507 36
New York $394,312,726 3 $110,266,668 17 $504,579,394 7
North Carolina $85,807,123 14 $49,146,013 31 $134,953,136 23
North Dakota $5,105,830 51 $22,575,798 38 $27,681,628 44
Ohio $89,887,085 13 $300,083,973 7 $389,971,057 9
QOklahoma $32,323,625 29 $138,652,597 14 $170,976,221 17
Qregon $45,030,137 25 $25,422,712 36 $70,452,849 35
Pennsylvania $138,382,649 7 $447,856,442 4 $586,239,091 5
Rhode Island $12,419,499 44 $2,919,284 47 $15,338,783 49
South Carolina $41,295,231 26 $15,827,853 42 $57,123,083 39
South Dakota $9,599,441 48 $194,619 51 $9,794,060 51
Tennessee $58,086,908 20 $71,627,320 23 $129,714,227 25
Texas $282,154,775 4 $2,429,811,389 1 $2,711,966,164 1
Utah $27,040,224 31 $81,540,857 20 $108,581,081 28
Vermont $9,927,967 47 $1,167,714 48 $11,095,681 50
Virginia $104,710,602 10 $45,801,111 33 $150,5611,712 21
Washington $110,939,176 9 $225,673,374 9 $336,612,651 10
West Virginia $7,636,897 49 $56,504,071 28 $64,140,969 38
Wisconsin $57,470,748 22 $22,246,842 39 $79,717,591 33
Wyoming $17,327,852 37 $62,176,653 27 $79,504,504 34
Total $4,069,500,000 $9,495,500,000 $13,565,000,000

Source: Bureau of Economic Analysis; Internal Revenue Service; author’s calculations.
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As expected, the total tax burden from the proposed changes is concentrated in the
nation’s largest petroleum manufacturing states. As illustrated in Figure 2, America’s
three largest petroleum manufacturing states—Texas, California and Louisiana—bear
approximately 44 percent of the overall tax burden from the proposed changes. The
remaining 47 states and District of Columbia share 56 percent of the overall tax burden.

Figure 2. Texas, California and Louisiana Bear an Estimated 44 Percent the Tax Burden
from the Proposed Section 199 Changes
Tax Burden from the Proposed Section 199
Changes is Heavily Concentrated in
Petroleum Manufacturing States (Percentage
Burden by State)

B Texas
m California
¥ Louisiana

® All Other
States

Source: Bureau of Economic Analysis; Internal Revenue Service; author’s calculations.
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IV. ESTIMATING THE IMPACT ON JOBS AND THE ECONOMY

In Section III we estimated the tax burden from the proposed Section 199 changes. In this
section, we use a simple input-output model to analyze the economy-wide impact of
those tax burdens on jobs, household income and economic output.

A. Overview of Input-Output Multipliers

Using input-output analysis, it is possible to illustrate how an initial change in
demand, earnings or employment in one industry or region will affect demand, output,
jobs and earnings in other industries throughout the economy.

Input-output analysis begins with an accounting framework that divides the U.S.
economy into distinct industries. Each industry buys inputs from itself and other
industries, combines them with value-added, and sells the resulting products to other
industries as inputs or to consumers, governments and the rest of the world. This
economic linkage between input, outputs, value-added and demand is summarized by an
input-output table—also known as a “Leontief table” after the 1973 Nobel Laureate
Wassily Leontief.

One of the most common uses of input-output analysis is to estimate the regional
“multiplier effect” from a policy change. For example, the impact of closing a $100
million per year military base is larger than $100 million dollars for the affected region.
The reason is simple: military bases purchase large amounts of food, fuel and other
supplies from companies in the area. Closing the base cuts jobs, earnings and output in
these supplying industries as well. The total economic impact therefore includes the
direct impact of the base closing as well as the indirect impact felt by complementary
local industries.

The most widely-used regional input-output multipliers are the “Regional Impact
Modeling System” (RIMS II) from the Bureau of Economic Analysis."* RIMS 11
multipliers are derived from the official U.S. national input-out tables. They allow users
to model the overall economic impact of any initial change in household earnings,
employment or final demand.

Part of the tax burden from the proposed Section 199 changes falls on households
in the form of lower wages. This additional tax burden can be modeled as a reduction in
household earnings in the petroleum manufacturing industry. 15 Using the state-by-state

14 See Bureau of Economic Analysis, “Regional Input-Output Modeling System (RIMS II).” Available
online at www.bea.gov/regional/rims/.

' Note that the isolated impact on wages in the petroleum manufacturing industry is a short-run
phenomenon only. In the long run, labor is more substitutable across industries, causing the tax burden
falling on labor to diffuse throughout all domestic industries. In this study, we examine only the initial
short-run incidence of the tax changes on petroleum manufacturing wages.
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tax burden estimates from Section III, we model the total economic impact of the
proposed Section 199 changes on jobs, household earnings and economic output.

Because input-output tables assume static relationships in the economy, the
following estimates should be treated with caution and should only be considered order-
of-magnitude estimates. A more detailed computable general equilibrium approach that
accounts for industry and labor market responses to the Section 199 changes is beyond
the scope of this study.

B. Total U.S. Economic Impact

Estimates of the total economic impact of the proposed Section 199 changes are
presented in Table 4. As earnings of workers in the petroleum manufacturing industry are
depressed by the proposed tax increase, final demand in other industries is also
depressed. This reduction in final demand has a corresponding impact on employment,
household earnings, and total economic output in industries throughout the economy.

Overall, the proposed changes are estimated to reduce U.S. employment by
approximately 637,000 jobs over 10 years. Compare that figure to the 966,000 jobs lost
due to mass layoffs in 2007, as reported by the Bureau of Labor Statistics.'® Put
differently, the estimated 10-year job losses from the proposed changes are equivalent to
two-thirds of the annual job losses for the U.S. economy as a whole. Job losses represent
an even higher cost borne by Americans for this change in energy policy.

Table 4. Estimated Impact on Household Earnings, Jobs and Economic Output from the
Proposed Section 199 Changes, 2009-2018

v H%ii‘;%z? d Reduced Final Reduced Economic Eggfo‘;?:ght
ear g Demand (All Output (All ,
Earnings (Al Industries) Industries) (Al
Industries) s ek Industries)
2009 $946,111,320 $2,320,037,567 $5,030,769,461 17,239
2010 $2,461,951,800 $6,037,154,978 $13,090,966,854 44 860
2011 $3,016,213,200 $7,396,305,051 $16,038,147,874 54,959
2012 $3,243,073,680 $7,952,608,337 $17,244,435,919 59,093
2013 $3,485,401,920 $8,546,841,393 $18,532,970,876 63,508
2014 $3,745,775,880 $9,185,325,846 $19,917,460,564 68,252
2015 $4,026,773,520 $9,874,383,325 $21,411,612,802 73,373
2016 $4,068,020,880 $9,975,529,377 $21,630,937,901 74,124
2017 $4,653,217,800 $11,410,538,990 $24,742,612,745 84,787
2018 $5,323,487,400 $13,054,162,334 $28,306,645,606 97,000
Total $34,970,027,400 $85,752,887,200 $185,946,560,604 637,195

Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.
Note above: right edge of chart is cut off.

16 See U.S. Bureau of Labor Statistics, “Mass Layoffs Statistics.” Available online at www.bls.gov/MLS/.

18




In addition to employment effects, the proposed changes are estimated to reduce
household earnings across all U.S. industries by $34.97 billion over 10 years, or roughly
$330 per U.S. household. Taking the impact on all U.S. industries into account, the
proposed changes are estimated to reduce total economic output by $185.95 billion over
10 years.

Increasing the tax burden carried by U.S. energy companies is likely to further
decrease domestic oil production relative to world production. Since America’s energy
demand is forecast to grow 34 percent in the next two decades, any hindrance to domestic
production will increase U.S. dependence on imported oil, including petroleum from
politically unstable regimes such as Venezuela, Nigeria and Russia. Currently, the U.S.
produces 5.1 million barrels of oil per day, which meets less than 25 percent of the
nation’s energy demand. The impact of the Section 199 changes is likely to further
reduce the nation’s capacity to meet its own energy demands and will further increase its
reliance on imported oil. To the extent that the U.S. relies on unstable political regimes
for imported oil, the proposed tax plan increases risk for both U.S. energy markets and
national security.

Figures 3, 4 and 5 illustrate graphically the year-by-year economic impact of the
proposed changes on employment, household earnings and economic output. In general,
the magnitude of the annual impacts mirrors the pattern of the original revenue estimates
from the Joint Committee on Taxation, which shows relatively small impacts in 2009
rising to the largest impacts in 2018.

Figure 3. Estimated Reduction in U.S. Employment from Proposed Section 199 Changes

Estimated Annual U.S. Job Losses from
Proposed Section 199 Modifications
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.
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Figure 4. Estimated Reduction in U.S. Household Earnings from Proposed Section 199
Changes

Estimated Annual U.S. Loss in Household
Earnings from Proposed Section 199
Modifications
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

Figure 5. Estimated Reduction in U.S. Economic Output from Proposed Section 199
Changes

Estimated Annual U.S. Loss in Economic Output
from Proposed Section 199 Modifications
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

C. State-by-State Economic Impact

In this section we present the state-by-state economic impact of the proposed
changes. Using state-level RIMS II multipliers for the petroleum and coal products
manufacturing industry and state-level estimates of the tax burden on labor, we estimate
the impact on jobs, household earnings and economic output in each state.

Table 5 presents state-by-state economic impacts of the proposed changes. As

with the tax burden estimates of from Section III, states with large petroleum
manufacturing sectors would face the largest declines in employment, earnings and
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output from the proposed changes. Texas alone is estimated to lose roughly 186,900 jobs
over 10 years, with California losing 99,600 and Louisiana losing approximately 65,700.
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Table 5. State-by-State Economic Impact of Proposed Section 199 Cha

nges, 2009-2018

2009-2018 , ,
Reduced g Reduced e
Household “Reduced Final Economic : “Reduced |
State Earnings Rank Demand Rank Output Rank .| Employment | Rank
Alabama $395,602,972 15 $1,065,003,442 16 $2,100,016,679 16 8,538 15
Alaska $130,408,664 34 $345,361,482 34 $743,259,559 34 2,152 35
Arizona $31,883,798 45 $86,462,228 46 $159,360,607 46 642 45
Arkansas $134,622,627 32 $423,789,500 32 $786,025,690 33 3,007 31
California $6,103,029,671 2 $14,688,031,815 2 $31,475,644,940 2 99,619 2
Colorado $342,909,074 18 $703,065,808 22 $1,687,895,987 18 6,084 19
Connecticut $83,746,697 37 $200,395,131 38 $414,389,185 38 1,493 38
Delaware $164,383,775 31 $774,206,996 20 $1,269,775,835 26 2,478 33
D.C. $11,255,001 46 $161,880,874 41 $226,107,516 43 169 47
Florida $495,260,699 14 $1,093,723,136 15 $2,254,599,656 15 11,147 12
Georgia $228,502,486 24 $504,286,260 28 $1,079,745,352 28 4,834 24
Hawaii $87,366,936 36 $313,643,080 35 $522,877,005 35 1,484 39
Idaho $1,433,971 49 $3,654,037 49 $7,413,900 49 34 49
IHinois $1,326,472,815 5 $3,832,254,710 5 $7,467,943,614 5 23,725 5
Indiana $782,113,566 8 $2,789,741,892 7 $5,103,263,816 8 15,759 8
lowa $64,079,448 39 $160,709,623 42 $337,455,037 40 1,533 37
Kansas $559,958,070 12 $1,382,027,910 12 $3,121,996,158 12 11,479 11
Kentucky $351,094,452 17 $1,233,213,750 13 $2,314,880,740 14 6,928 16
Louisiana $3,420,403,957 3 $7,863,182,529 3 $18,195,796,017 3 65,742 3
Maine $41,266,677 43 $90,801,930 44 $188,411,133 45 1,120 42
Maryland $180,878,073 29 $483,431,875 29 $952,438,457 30 3,589 29
Massachusetts $330,142,117 19 $687,449,644 24 $1,519,630,816 22 6,082 20
Michigan $311,386,846 20 $875,361,699 18 $1,659,894,861 19 6,071 21
Minnesota $627,016,572 9 $1,854,024,432 11 $3,493,390,213 11 11,652 10
Mississippi $550,274,952 13 $1,901,802,718 10 $3,674,597,942 9 10,816 13
Missouri $283,365,851 23 $622,688,309 26 $1,421,216,119 23 6,525 18
Montana $283,712,074 22 $690,775,260 23 $1,538,319,635 21 5,511 23
Nebraska $847,728 50 $2,896,826 50 $5,027,363 50 17 50
Nevada $46,596,428 42 $163,583,124 40 $273,958,078 41 961 43
New Hampshire $40,408,283 44 $89,951,158 45 $194,166,973 44 822 44
New Jersey $997,449,488 7 $3,321,705,971 6 $6,154,511,601 6 16,306 7
New Mexico $184,558,032 28 $456,519,149 31 $994,991,720 29 3,534 30
New York $359,981,762 16 $938,444,355 17 $1,882,843,646 17 6,835 17
North Carolina $170,869,120 30 $420,786,970 33 $853,216,704 31 3,880 28
North Dakota $82,085,486 38 $199,060,889 39 $445,973,404 37 1,553 36
Ohio $1,022,075,211 6 $2,601,466,038 8 $5,383,167,141 7 20,697 6
Oklahoma $561,187,310 11 $1,203,472,708 14 $2,869,814,425 13 11,732 9
Oregon $95,888,551 35 $210,158,738 37 $460,380,476 36 2,154 34
Pennsylvania $1,504,816,964 4 $4,463,434,366 4 $8,808,101,535 4 28,693 4
Rhode Island $9,704,747 47 $21,784,988 47 $46,734,707 47 192 46
South Carolina $56,035,578 41 $123,298,967 43 $263,840,485 42 1,371 40
South Dakota $571,641 51 $1,428,293 51 $2,803,075 51 13 51
Tennessee $212,106,873 27 $782,067,359 19 $1,385,454,853 24 4,050 26
Texas $10,771,006,697 1 $21,298,573,232 1 $53,323,851,737 1 186,943 1
Utah $293,410,085 21 $714,909,385 21 $1,544,668,955 20 5,947 22
Vermont $3,601,834 48 $7,850,304 48 $16,445,369 48 78 48
Virginia $131,331,226 33 $477,639,156 30 $833,744,428 32 2,591 32
Washington $611,744,834 10 $2,003,245,260 9 $3,554,502,167 10 10,564 14
West Virginia $218,237,334 25 $643,310,466 25 $1,366,524,098 25 4,757 25
Wisconsin $60,691,566 40 $217,997,054 36 $370,242,449 39 1,264 41
Wyoming $212,248,782 26 $558,332,275 27 $1,195,248,743 27 4,031 27
Total $34,970,027,400 $85,752,887,200 $185,946,560,604 637,195

Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.
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Figure 6 illustrates the concentrated geographic impact of the estimated job
losses. Texas, California and Louisiana alone would bear roughly 55 percent of total U.S.
job losses from the proposed changes. This is largely the result of the heavy
concentration of households employed by the petroleum manufacturing industry in these
coastal states. The other 47 states and the District of Columbia collectively share just 45
percent of the estimated job losses.

Figure 6. Texas, California and Louisiana Bear an Estimated 55 Percent of the Job
Losses from Proposed Section 199 Changes

Job Losses Are Heavily Concentrated in
Petroleum Manufacturing States
' ptal Job Losses)

W Texas
® California
= Louisiana

Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

The impact of the proposed changes on household earnings and total economic
output is similarly concentrated in the nation’s largest petroleum manufacturing states of
Texas, California and Louisiana. The combined decline in economic output in these three
states reaches nearly $103 billion over 10 years, or 55 percent of the U.S. total. Similarly,
these three states bear 58 percent or $20.3 billion of the nation’s total $34.97 billion loss
in household income from the proposed Section 199 changes.

Figures 7, 8 and 9 illustrate graphically the annual impact on jobs, household
earnings and economic output in the three most heavily affected states of Texas,
California and Louisiana.

Figure 7. Estimated Annual Job Losses in Texas, California and Louisiana from
Proposed Section 199 Changes
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

Figure 8. Estimated Annual Loss of Household Earnings in Texas, California and
Louisiana from Proposed Section 199 Changes
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

Figure 9. Estimated Annual Loss of Economic Output in Texas, California and Louisiana
from Proposed Section 199 Changes
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Source: Bureau of Economic Analysis (Regional Input-Output Modeling System); author’s calculations.

As expected, the least affected states in Table 5 are those with relatively low
investment earnings, few workers in the petroleum manufacturing industry, or both.
South Dakota, Nebraska and Idaho are the least affected states overall, losing a combined
64 jobs and $2.9 million in household earnings over 10 years.
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V. CONCLUSION

One of the goals of the New Energy Reform Act of 2008 is to make the U.S. less
dependent on foreign sources of oil. However, by increasing corporate tax burdens on the
U.S. oil and gas industry, the revenue offsets in the plan are unlikely to do so. Along
with the impact on jobs and investment, the proposed repeal of the Section 199 deduction
will likely shrink domestic production of oil and gas relative to world production, making
the United States more dependent on imported oil from foreign sources, including
politically unstable regimes such as Venezuela, Nigeria and Russia.

Because the proposed Section 199 will increase U.S. corporate tax burdens,
investment in U.S. businesses is likely to decline relative to growing investment abroad.
To the extent that repealing the Section 199 deduction specifically discourages domestic
energy production and shifts capital from the domestic industry to companies overseas,
the repeal will boost foreign production relative to U.S. production.

The United States currently produces less than one quarter of the oil required to
meet its own energy demands. With America’s energy demand forecast to grow 34
percent in the next two decades, any reduction in domestic oil production would further
increase U.S. reliance on imported oil; many sources of which are increasingly unstable,
weakening U.S. energy security.

The “Gang of Ten” energy proposal also aims to offset the cost of its alternative
energy subsidies and tax credits with revenues gained through the repeal of Section 199
for the oil and natural gas industry. However, an examination of the total economic costs
of that repeal suggest the losses in household earnings alone would total roughly 2.6
times the benefit the federal government would derive from the increased revenues.

The proposal is also costly in terms of domestic jobs that will be lost, particularly
in the oil-producing states in the Gulf Coast region. But it is worth noting the mechanism
influencing this unemployment. The primary reason for the projected job loss stems from
investment dynamics. Investors allocate their resources to maximize returns. Industries
that are increasingly burdened by domestic corporate income taxes attract fewer
investors, reducing employment, productivity and wages for workers in those industries.

If Congress aims to reduce America’s reliance on imported oil from foreign
suppliers, legislation that increases corporate tax burdens on the domestic oil and gas
industry is unlikely to achieve that goal. Levying punitive taxes on U.S. oil companies by
repealing Section 199 is likely to reduce investment in the industry, providing an
economic advantage to overseas suppliers, and increase U.S. reliance on imported oil. As
illustrated above, the policy is also likely to have a significant negative impact on U.S.
jobs, household earnings and economic output.
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VI. METHODOLOGY AND DATA SOURCES

Revenue estimates of the proposed “Gang of Ten” changes to Section 199 are
based on the Joint Committee on Taxation’s estimate of the revenue impact of the Section
199 changes in H.B. 5351, the “Renewable Energy and Energy Conservation Tax Act of
2008.”

To divide this tax burden between labor and capital, researchers used the estimate
of domestic corporate tax incidence from Randolph (2006), allocating 70 percent to labor
and 30 percent to capital. Allocation of the capital burden to states was derived from
2006 IRS Statistics of Income Tax return data for net capital gains and ordinary dividend
income reported by state.'” Allocation of the labor burden to states was based on Bureau
of Economic Analysis data on state-by-state household compensation for the petroleum
and coal products manufacturing industry.18

To generate estimates of economic impact on employment, household earnings
and economic output, researchers modeled the tax burden on labor as an earnings
reduction for households in the petroleum and coal products manufacturing industry
(NAICS code 3240). Because of uncertainty of the input-output impact of reduced
household capital earnings, the capital portion of the tax burden is excluded from the
economic impact analysis. As a result, the impact estimates presented in this study should
be considered conservative lower-bound estimates.

Using BEA RIMS II multipliers for the petroleum and coal products
manufacturing industry, researchers calculated the impact on final demand, output and
employment from an initial reduction in household earnings in the petroleum
manufacturing industry. First, the final demand multiplier for earnings was divided by the
direct-effect multiplier for earnings, which gave the change in earnings per dollar of final
demand. Next, the initial change in household earnings was divided by the change in
earnings per dollar of final demand, yielding the change in final demand associated with
the initial change in earnings. This change in final demand was then used to calculate the
impact on earnings, employment and total output. 1

7 See Internal Revenue Service, Statistics of Income, “Table 2.—Individual Income and Tax Data, by State
and Size of Adjusted Gross Income, Tax Year 2006”. Available online at www.irs.gov/taxstats/.

18 See Bureau of Economic Analysis, Regional Economic Information System, “Table CAOGN—
Compensation of Employees by NAICS Industry.” Available online at www.bea.gov/regional/reis/.

1 Mathematically, the change in final demand associated with a given initial change in earnings is given by

AFD = AE/ (e’—”j, where arp = change in final demand; ae = initial change in earnings due to the tax burden;
enE

e = final demand multiplier for earnings; and ¢, = direct-effect multiplier for earnings. This method is

outlined on page 9 of Bureau of Economic Analysis, “Regional Multipliers: A User Handbook for the

Regional Input-Output Modeling System (RIMS 1II),” (Third Edition).
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